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Feifei Li, PhD * ESG ratings vary markedly by ESG ratings provider because each

. provider has a unique methodology for assigning company-specific
Ari Polychronopou los, CFA ratings. Investors, therefore, must ensure the approach taken by the
ratings provider they rely on is consistent with their ESG preferences
or they risk constructing portfolios that do not align with their ESG

views.

ESG portfolios constructed using the ratings of two well-known
ESG ratings providers yield large performance dispersion and
low correlation of returns. The differences are even greater at the
individual ratings level for environmental, social, and governance
scores.

* The differences in how ratings providers calculate ESG scores
can result in the same company being ranked quite highly by one
provider and quite poorly by another. Understanding which metrics
are evaluated and how they are assessed is essential to investors
www.researchaffiliates.com/esg selecting stocks that meet the ESG criteria they care about.

o Additional readings and contact info are at the end of this article
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ABSTRACT

ESG is a highly heterogeneous space and ESG ratings providers
play an increasingly important role in the investment process
through their assessments of companies across various ESG
metrics. Unfortunately, the lack of robust data by which ESG
ratings are determined is a significant barrier to greater adoption
of ESG strategies. In addition, the methodologies used by ESG
data providers are not consistent and can lead to drastically
different outcomes when used to construct a portfolio. To illustrate,
we compare two US portfolios and two European portfolios
constructed based on the ratings of two well-known ESG ratings
providers. We also compare the two providers' respective
company-specific ratings for Wells Fargo and Facebook and find

two very different assessments of these companies.
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he recent corporate scandals involving well-known

companies such as Wells Fargo, Volkswagen, and

Facebook have kept ESG strategies in the headlines. At the
same time, investors have been migrating away from actively
managed strategies and toward passive management. The rise
of ESG investing coupled with the growing popularity of passive
investing has made the quality and availability of systematic
ESG ratings data ever more important. Unfortunately, the quality
of ESG ratings data can be deficient due to a lack of coverage
and a dependence on self-reporting. This inadequacy is often
cited as one of the largest impediments to investors who would
like to enter the ESG space. In a 2017 BNP Paribas survey of
institutional investors, 55% of respondents stated that lack of
robust data is the most significant barrier to greater adoption of
ESG strategies.! In addition, the methodologies used by ESG data
providers are not consistent and can lead to drastically different

outcomes when constructing a portfolio.

In this paper, we will first review ESG data providers in order to help
investors gain a better understanding of the ESG ratings landscape.
Then we will construct generic ESG portfolios using different providers’
data to illustrate how ESG data providers are incorporating their
subjective judgments into the ratings, which leads to very different
portfolio outcomes.

The ESG Data The ESG arena is characterized by
Land a large number of ratings providers
andscape offering a very wide array of data,

from specialized providers that

calculate metrics on specific ESG

traits, such as carbon score and
gender diversity, to providers that rate companies based on several
hundred ESG-related metrics. Knowing where to start when evaluating
data providers is a significant task and no single public source or
directory offers a comprehensive overview of data providers. A few
articles (e.g., Douglas, Van Holt, and Whelan, 2017) have tried to
organize the available information, but given the fast growth of the ESG
data space, they have become outdated quickly. At the time of this
writing, we have identified 70 different firms that provide some sort of
ESG ratings data.? (This does not include the multitude of investment
banks, government organizations, and research organizations that
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conduct ESG-related research that can be used to create customized
ratings.)

A few think tanks and other organizations publish annual reviews

of ESG data providers. SustainAbility has been publishing the Rate
the Raters report since 2010 to provide survey results from various
sustainability professionals regarding the quality of certain ESG data
providers.® SRI-Connect also publishes an annual survey called the
Independent Research in Responsible Investment Survey, or IRRI,* which
provides rankings on ESG data providers as well as recognizes the
efforts of individual ESG researchers and analysts.

An ESG investor should begin by properly categorizing the various
types of data available based on the information they seek. We have
developed a three-tiered framework that allows investors to better
understand the different types of ESG ratings data:

Fundamental. This category includes ESG data providers that
collect and aggregate publicly available data (typically from
company filings, company websites, and nongovernment
organizations, or NGOs) and disseminate these data to end users
in a systematic way. Typically, these providers do not have a ratings
methodology and do not provide overall company ESG scores. The
user of the data must determine the materiality of the data and
develop their own methodology when constructing a portfolio.
Examples of fundamental providers are Refinitiv (formerly,
Thomson Reuters) and Bloomberg.

Comprehensive. This category includes ESG data providers that
utilize a combination of objective and subjective data covering
all ESG market segments. Typically these data providers will
develop their own ratings methodology and combine publicly

ESG Data Framework

. Number of
Provider Type Providers
SOURCE
. Specialist Research Affiliates, LLC.
In-depth, highly contextualized 16 Type of Specialists
data covering one or two segments ,
of ESG Climate 5
Corporate Governance 7
. Comprehensive Corporate Social Responsibility 2
Combination of objective, Gender Diversity 1
and subjective data 50 H .
N uman Rights 1
covering all ESG
segments

 Fundamental
Broad, objective
and typically 4
self-reported
ESG data
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available data as well as data produced by their own analysts through
company interviews/questionnaires and independent analysis. These
providers use hundreds of different metrics across environmental,
social, and governance concerns and apply an established, systematic
methodology to determine a company's overall ESG score.

In addition, these companies often scrub data from public
websites and newspapers to supplement company ESG ratings
with additional information, such as controversy assessments
related to company-specific issues. They also produce country
and industry trend reports. Examples of comprehensive providers
are MSCI, Sustainalytics, Vigeo Eiris, ISS, TruValue Labs, and
RepRisk. TruValue Labs and RepRisk are part of a growing field of
algorithmic-focused ESG data providers and rely less heavily on
traditional ESG analysts to create company scores.

Specialist. This category includes ESG data providers that
specialize in a specific ESG issue, such as environmental/carbon
scores, corporate governance, human rights, or gender diversity.
Given these providers’ expertise in a specific field, they are useful
for investors whose objective is to tackle a particular issue and
improve in that domain. Examples of these providers are TruCost
(now owned by S&P Global), the nonprofit Carbon Disclosure
Project (CDP), and Equileap (gender equality data). Given the vast
amount of ESG data the comprehensive providers acquire and
maintain, they often can provide specialized data to end users.

Based on our study of current ESG ratings providers, the majority

are in the comprehensive category. Some of these providers, such as
MSCI, Sustainalytics, and Vigeo Eiris, rate companies globally, while
others focus on comprehensive ESG ratings data for a specific country
or region. The Sustainable Investment Research Institute (SIRIS), for
example, provides comprehensive ESG ratings data from companies in
the Asia Pacific region. In the specialist provider category, the majority
of ratings providers focus on climate-related concerns.

Data Comparison: Data vendors' rating systems can
A vary dramatically, which leads to
In Dept}_l drastically different ratings for the
Example USlIlg same company. Berg, Koelbel, and
the Portfolio Rigobon (2019) illustrate that
. discrepancies in ratings between
Construction P ratnes o
providers are primarily driven by
Approach measurement (i.e., what metrics
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are used to assess different ESG
attibutes), followed by differences
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in scope (i.e., what attributes are being assessed), and lastly by weight
(i.e., the level of materiality the ratings provider assigns to each
attribute).

In contrast to Berg, Koelbel, and Rigobon's detailed analysis, which
focuses on why ESG ratings differ, we focus on how the ratings
discrepancy impacts investors in a meaningful way.

To vividly illustrate this point, we analyze two popular comprehensive

ESG data vendors, which we call Provider 1 and Provider 2.°> We

construct two separate portfolios, one in the United States and one

in Europe, using ESG ratings data from both

providers. We then examine the differences in

performance and portfolio characteristics of the

US/Provider 1and US/Provider 2 portfolios as well "ESG ratings providers
as the Europe/Provider 1and Europe/Provider 2 can evaluate the

portfolios. same company very

We follow a simple portfolio construction diffe rently.”
approach. First, we rank all the publicly traded

companies by market capitalization from large

to small, then define the starting universe as the

top 86% of companies by cumulative market

capitalization. Next, we rank each company by its ESG score, from high
to low (companies without an ESG rating receive a score of zero), and
select the top 50% of companies by cumulative market capitalization.
The remaining constituents are then market capitalization-weighted
and the portfolio is rebalanced annually at the beginning of each
calendar year. Our simulations start from July 2010, when the data

are available from both providers. We then repeat the process for
individual environmental (E), social (S), and governance (G) scores to
examine the effects on the individual ratings.

Although the data are available only over a short period, both providers
have relatively broad coverage in the cross-section. For example,
Provider 1 covers roughly 1,900 US companies and Provider 2 covers
2,100 US companies, representing 97% and 99%, respectively, of the
US market by capitalization.

In the roughly eight-year period we analyze, the two headline portfolios
have a performance dispersion of 70 basis points (bps) a year in
Europe (9.4% versus 8.7%) and 130 bps a year in the United States
(14.2% versus 12.9%), which translates into a cumulative performance
difference of 10.0% and 24.1%, respectively, over the full period! Quite
a noticeable difference for two strategies with an identical portfolio
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Performance of a Simple ESG Portfolio Using Different Ratings Providers, Jul 2010-Jun 2018

i Europe
United States p SOURCE
18% 18% 16. 241 5 6% 16.3% Research Affiliates, LLC, based
15% 14.2% 15:3% 15% on data from Worldscope/
12.9% Datastream. ESG data providers
12% 10.7%10.! 6%11 A% 12% used are confidential. Please see
0
9% 9% 8. 7% 8.5% important information at the end
of this article regarding simulated
6% 6% data.
3% 3%
0% 0%
Annualized Annualized Annualized Annualized
Return Volatility Return Volatility
B ESG Provider 1 ESG Provider 2 m Cap-Weight Portfolio W ESG Provider 1 ESG Provider 2 ® Cap-Weight Portfolio

construction process. The tracking error between the two portfolios is
approximately 1.5% in the United States and 2.2% in Europe with an
active share of 20% and 30%, respectively, as of June 30, 2018.

Interestingly, both US portfolios underperformed the simulated cap-
weighted benchmark, and both Europe portfolios outperformed the
simulated cap-weighted benchmark. This is unsurprising given the
short history, and we would caution against making any assertions
as to the performance advantage of ESG investing or lack thereof.
Similarly, our purpose is not to draw any conclusions regarding the
investment efficacy of ESG Provider 1 versus ESG Provider 2 based on
the short-term performance.

We observe an even greater performance dispersion in the portfolios
constructed using individual environmental, social, and governance

Performance of Individual E, S, and G Strategies Using Different Ratings Providers, Jul 2010-Jun 2018

Annualized Annualized Sharpe ESG Provider  Tracking Error  Tracking Error SOURCE
Region Strategy Return Volatility Rati‘; Performance w.r.t. Other w.rt. Research Affiliates, LLC, based
Difference Provider Cap-Weight on data from Worldscope/

Environmental Provider 1 14.3% 11.0% 1.28 -0.8% 1.4% 2.1% Datastream. ESG data providers
Environmental Provider 2 15.1% 11.1% 1.34 0.8% 1.4% 1.8% used are confidential.
Social Provider 1 13.9% 10.7% 1.28 0.8% 2.0% 2.3%

United States ~ Social Provider 2 13.1% 113% 113 -0.8% 2.0% 1.8%
Governance Provider 1 13.2% 10.8% 1.21 -2.2% 2.1% 2.0%
Governance Provider 2 15.4% 10.6% 1.44 2.2% 2.1% 2.2%
Cap-Weight Portfolio 15.3% 11.4% 1.32 — — —
Environmental Provider 1 9.7% 15.9% 0.59 0.8% 1.5% 1.8%
Environmental Provider 2 8.9% 15.9% 0.54 -0.8% 1.5% 2.1%
Social Provider 1 8.3% 17.2% 0.47 -0.7% 24% 2.1%

Europe Social Provider 2 9.0% 16.2% 0.54 0.7% 2.4% 1.8%
Governance Provider 1 8.4% 16.2% 0.50 -1.1% 2.7% 2.0%
Governance Provider 2 9.5% 15.0% 0.62 1.1% 2.7% 2.3%
Cap-Weight Portfolio 8.5% 16.3% 0.50 — — —
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scores. The performance differences range from 70 bps a year to 220 bps
a year, with the biggest dispersion and tracking error coming from the
governance-based strategies in both geographic regions. The noticeable
difference between the two providers' performance measures, despite an
identical portfolio construction process, indicates different stock selections
arising from the different ratings each company receives.

The excess returns of the portfolios yield surprisingly low correlations,
especially when the paired portfolios based on individual scores for
environmental, social, and governance characteristics are compared
separately. The correlation of the excess returns of the US environmental,
social, and governance portfolios are only 0.75, 0.51, and 0.50, respectively.
The correlations of the excess returns of the Europe environmental,

social, and governance portfolios are even lower at 0.68, 0.19, and 0.03,
respectively. The two governance portfolios in Europe have almost no
relationship at all!

After removing the market exposures of these portfolios, they produce
quite different outcomes for investors even though they are meant to
capture the same ESG exposure. In the United States, a portfolio selecting
the top 50% of stocks with the highest social score based on Provider 1's
data produces excess returns that have a correlation of only 0.51 with the
portfolio selecting the top 50% of stocks based on Provider 2's social score.
This correlation is actually lower than the correlation of 0.59 between
Provider 1's socially conscious portfolio and Provider 2's governance
portfolio!

Correlation of Excess Returns of Various ESG Portfolios, Jul 2010-Jun 2018

0.90 SOURCE

0.80 Research Affiliates, LLC, based
080 0.75 on data from Worldscope/
0.70 0.68 Datastream. ESG data providers

used are confidential.

0.60

0.51 0.50
0.50

0.40 035

0.30

0.19
0.20

0.10 0.03

0.00
Overall ESG Environmental Social Governance
Portfolio Portfolio Portfolio Portfolio

B US ™ Europe
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The social and governance ratings encompass different corporate traits.
Social scores typically take into account company diversity, labor standards,
and how the company manages its relationships with its stakeholders and
surrounding communities, whereas the governance rating captures board
composition, executive compensation, internal controls, audit committee
structure, lobbying, political contributions, and so forth. At a higher and
broader level of ESG rating, however, data providers tend to exhibit better
agreement.

Why do portfolios constructed based on seemingly similar criteria have
such lowly correlated or unrelated investment outcomes? Looking deeper
into the details of the individual metrics we use for sorting and selecting
the stocks to construct our portfolios provides a clearer picture. Individual
company ratings for environmental, social, and governance characteristics
from the two different providers are quite different.

The correlation of ESG rating between the various combinations of pairs
ranges from 0.38 to 0.72, with the lowest correlations in the governance
ratings for both the US and Europe portfolios. ESG ratings consider
hundreds of metrics, with many of them qualitative in nature. Because
some metrics are included by one provider but not the other, translating
a qualitative metric into a numerical quantity largely depends on the
provider's algorithm. Another consideration is that one ratings provider
may place a greater weight on a particular metric versus another.

Correlation of Company Environmental, Social, and Governance Ratings as of December 31, 2017

SOURCE
Number of Companies Correlation of ESG Rating R h Affiliates, LLC. based
esearc iliates, LLC, base

Data Subset Provider 1 Provider 2 Common Environmental Social Governance

on data from Worldscope/

All 4,121 4,373 2,966 0.72 0.67 0.56
United States 1,863 2,103 708 0.69 0.65 0.38

Datastream. ESG data providers

used are confidential.
Europe 1,876 2111 721 0.71 0.64 0.55

We can illustrate this point more clearly by diving deeper into individual
stock examples.

Individual Stock We examine the 20 largest US
E | companies by market capitalization
xXamples

as of December 31, 2017, in terms of
their overall ESG rating and individual
environmental, social, and governance
ratings from Provider 1 and Provider

2. Wells Fargo stands out the most in terms of how different the two ESG
ratings providers assess the company on every single dimension except
the company'’s environmental score. The large difference in the company's
social and governance ratings leads to a more favorable overall score by
Provider 1than by Provider 2.
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The 20 Largest Market-Cap Companies in the United States as of December 31, 2017

Company

Apple

Amazon

Microsoft

Alphabet

Facebook

Berkshire Hathaway
JPMorgan Chase
Johnson & Johnson
Bank of America
Exxon Mobil

Wells Fargo

Visa

Walmart

Intel

Cisco

AT&T

UnitedHealth Group
Pfizer

Chevron

Boeing

SOURCE
Research Affiliates, LLC.

Provider 1 Provider 2 | Provider 1 Provider 2 | Provider 1 Provider 2 | Provider 1 Provider 2

Sector

Weight

NOTES
9
Technology 3.52% 0.41 043 0.69 0.96 0.10 042 0.54 0.19 1. The shaded areas indicate
Cyclical 2.82% 0.23 0.07 0.25 0.13 0.15 0.20 0.51 0.06 instances in which the two
Technology ~ 2.78%  0.88 0.94 0.89 092 0.90 0.83 0.74 0.84 providers have ratings
N differences greater than 25%.
Technology 2.76% 033 0.48 0.54 0.67 0.50 0.75 0.10 0.10 2.In order to normalize ESG
Technology  2.00% 0.29 0.20 0.77 0.23 0.32 0.63 0.07 0.01 scores between the two
Financial ~ 197% 004 0.04 0.06 007 0.04 0.24 0.04 0.04 providers, the scores in this
table are determined by the
Financial 1.53% 0.79 0.76 0.97 0.75 0.88 0.82 045 045 . .
percentile ranking of each
Health Care 1.34% 0.95 0.87 0.95 0.90 0.97 0.45 0.78 0.92 company (with O being the
Financial  127% 059 0.81 086 0.79 058 088 0.29 0.54 lowest and 1.00 being the
highest) by the respective
Energy 1.24% 0.70 0.53 0.45 0.35 0.65 0.91 0.86 037 R
provider's raw ESG score (or
Financial 1.10% 0.84 0.31 0.82 0.87 0.80 0.30 0.70 0.03 individual environmental,
Financial  107% 075 0.65 067 063 053 037 0.98 0.71 social, and governance score)
and then taking the cumulative
Cyclical 1.03% 0.72 0.35 0.64 0.77 0.61 0.10 0.73 042 .
market-cap weight of that
Technology  0.89% 0.75 0.99 0.81 0.84 0.99 0.99 0.37 0.99 company relative to the overall
Technology ~ 0.86%  0.98 098 088 086 095 098 093 078 universe. For example, Apple’s
ESG score of 0.41 by Provider 1
o
Telecomm 0.86% 0.94 0.86 0.98 0.82 0.84 0.50 0.80 0.87 means that Apple’s cumulative
Health Care 0.84% 0.18 0.51 0.16 0.60 0.20 0.16 0.40 0.67 market-cap weight within the
Health Care  0.84%  0.68 067 065 059 085 0.66 039 057 investment universe is 41%
after ranking the universe by
9
Energy 0.82% 0.32 0.30 0.32 0.21 0.41 0.87 0.35 0.25 Provider 1's ESG scores.
Industrial 0.82% 0.51 0.24 0.48 042 0.38 0.08 0.63 047
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To illustrate how ESG ratings providers can evaluate the same company
very differently, let's look more closely at the governance score for Wells
Fargo and decompose it to its underlying metrics. The first thing we
observe is the difference in the metrics used by the two providers to
evaluate the governance practices of Wells Fargo. At first pass, it appears
that Provider 1takes a much narrower view of governance, listing only 7
categories of assessment, while Provider 2 assesses governance along

28 categories. If we dig deeper into Provider 1's methodology, however,
Provider 1 also assesses many of the metrics used by Provider 2 as themes
within each of its 7 categories. For example, Provider 2 separates out the
OSHA Whistleblower Protection Programs a company has in place, while
Provider 1includes this as a theme when determining the corruption rating
of a company.

Provider 1ranks Wells Fargo in the top-third by governance in their
universe, whereas Provider 2 ranks it in the bottom 5%. One of the biggest
contributors to the ranking difference comes from the assigned score of
zero on “Business Ethics Incidents” by Provider 2, which accounts for nearly
20% of the aggregate score calculation. These data were collected in

2017 when Wells Fargo was in the middle of their very public fake account
sandal. Highlighting a difference in methodology, the Wells Fargo account
scandal would fall under Provider 1's “Information to Customers” category,
reflected in a company’s social score.

Research Affiliates
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Wells Fargo Governance Rating Breakdown by Provider as of December 31, 2017

Provider 1
Category
Corruption

Board of Directors

Audit & Internal Controls
Executive Remuneration
Lobbying

Shareholders

Anit-Competitive Practices

Provider 1 G Score
Z-Score

G Score (Percentile)
G Score

Score

35
70
46
36
32
59

0

46
0.66

Weight

18.8%
18.8%
18.8%
18.8%
12.5%
12.5%

0.0%

77.00%

0.70

Provider 2

Category
Business Ethics Incidents

Governance Incidents

Responsible Investment Program

Responsible Investment Team

Whistleblower Programs

Responsible Investment Policy

Equator Principles Signatory
Money Laundering Policy
PRI Signatory

Public Policy Incidents
UNEPFI Signatory

Tax Disclosure

ESG Reporting Standards
Verification of ESG Reporting
ESG Governance
Performance Targets
Gender Diversity of Board
Board Independence

Political Involvement Policy

Lobbying and Political Expenses

Bribery & Corruption Policy
Global Compact Signatory
Separation of Chair & CEO

Board Remuneration Disclosure

Board Biographies Disclosure

Audit Committee Independence

Non-Audit to Audit Fee Ratio

Compensation Committee Independence

Provider 1 G Score
Z-Score

G Score (Percentile)
G Score

Another example is Facebook. How different
vendors calculate its environmental score can
place it in the top decile of the universe or below
average. Provider 1 only assigns positive weights
to three categories based on its assessment of
sector relevance; Facebook was classified as

an information technology company in 2017.

It is easy to understand how “Environmental

Strategy” by Provider 1 maps almost perfectly to

“Environmental Policy” by Provider 2, although the

weight assigned by Provider 1is 10 times as high
as that assigned by Provider 2. It becomes fuzzier
when we try to map “Minimizing Environmental
Impacts from Energy Use” to “Carbon Intensity.”
The two categories seem to be related, but by how
much is not clear.

www.researchaffiliates.com/esg n

Score  Weight
0 19.6%
80 10.3%
25 7.2%
100 7.2%
50 6.0%
0 4.8%
100 4.8%
0 4.8%
0 3.6%
100 3.6%
0 2.4%
100 2.4%
25 2.4%
0 2.4%
100 2.4%
25 24%
80 2.4%
60 2.4%
75 1.7%
0 1.7%
100 1.1%
0 1.1%
80 1.1%
80 0.5%
60 0.5%
100 0.5%
50 0.5%
60 0.5%

44

-2.25

4.00%
0.03

January 2020

SOURCE
Research Affiliates, LLC.

“Investors should...select
the provider whose
ratings align more

closely with the

investor’'s own views on

ESG.”
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Facebook Environmental Rating Breakdown by Provider as of December 31, 2017
Provider 1 Provider 2

Score  Weight

Environmental Strategy 37 33.0% Operations Incidents 100 22.3%
Minimizing Environmental Impacts from Energy 68 33.0% Green Procurement Policy 0 10.0%
Use
Management of Environmental Impacts from 30 33.0% Sustainable Products & Services 0 10.0%
Personal Transportation
Pollution Prevention 0 0.0% Environmental Management System 20 6.7%
Green Products and Services 0 0.0% Env. Management System (EMS) Cert. 0 6.7%
Protection of Biodiversity 0 0.0% Environmental Supply Chain Incidents 100 6.7%
Protection of Water Resources 0 0.0% Product & Service Incidents 100 6.7%
Atmospheric Emissions 0 0.0% Environmental Policy 0 33%
Waste Management 0 0.0% Environmental Fines and Penalties 100 33%
Local Pollution 0 0.0% CDP Participation 0 33%
Impacts of Product Use and Disposal 0 0.0% Scope of GHG Reporting 0 3.3%
Supply Chain: Environmental Factors 0 0.0% GHG Reduction Program 50 33%
Renewable Energy Program 100 3.3%
Carbon Intensity 20 33%
Carbon Intensity Trend 20 3.3%
Renewable Energy Use 100 33%
Provider 1 E Score 45 Provider 1 E Score 51
Z-Score 1.29 Z-Score -0.45
E Score (Percentile) 90.00% E Score (Percentile) 39.00%
E Score 0.77 E Score 0.23

Provider 1 puts a one-third weight on “Management of Environmental
Impacts from Personal Transportation,” which does not seem to be

captured in any of Provider 2's 16 categories, and how it is measured is also

unclear. Provider 2 gives a large weight to "Operations Incidents,” which

does not seem to be covered by Provider 1. The bottom line is that the two
data vendors are including distinctively different sets of metrics to gauge
the environmental characteristics of Facebook, assigning different weights

and different evaluations of similar metrics, which results in Facebook

being rated as a top firm by one provider and a below-average firm by the

other provider.

Our comparison of Wells Fargo and Facebook demonstrates clearly that
each ratings provider takes a unique approach based on its perspective,
varying both the particular metrics they evaluate to varying how they
categorize the metrics among the individual environmental, social, and
governance criteria. When assessing a ratings provider, investors must

look beyond the basics of a provider's coverage and history to examine the
methodology the provider uses in its rating process as well as considering

the methodology's alignment with the investor's own ESG preferences.
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CONCLUSION

ESG is a highly heterogeneous space. Investors, asset managers,
and ESG ratings providers each have their own preferences about
which issues are important to address and how to address them.
Investors may exhibit a preference for low carbon solutions,
diversity-oriented strategies, or a holistic approach to reward
companies with high overall ESG scores. Asset managers design
investment strategies with the dual objective of achieving those
preferences while retaining their intended investment outcome.
ESG ratings providers play an increasingly important role in the
investment process by providing their assessment of companies
across various ESG metrics.

Many challenges face investors who are choosing an ESG

ratings provider because of the sheer number and different
types of providers available and the lack of correlation and
consistency in ratings produced by the different providers. As we
have demonstrated in this article, even two well-known, well-
established providers with robust methodologies can assign
different ratings to the same company, but that hurdle alone
should not prevent investors from considering or adopting an
ESG strategy. We believe that investors should instead study

the various ESG ratings providers’ methodologies to select the
provider whose ratings align more closely with the investor's own

views on ESG.
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Endnotes

1. The "Great Expectations for ESG" report is a global survey of 461
asset owners and asset managers conducted by BNP Paribas in
early 2017.

2. Data compiled by reviewing organizations listed as service
providers on the Principles for Responsible Investment website

(unpri.org), SRI-Connect.com, and through web searches.

3.  "Rate the Raters 2019: Expert Survey Results” by Wong, Brack-
ley, and Petroy is available at https://sustainability.com/wp-con-
tent/uploads/2019/02/SA-RateTheRaters-2019.pdf? Irsc=9ff-
c67d0-17d0-4656-84b2-736¢bd2c1560&cmp=sm-93.

4. The "Independent Research in Responsible Investment Survey
2019" results are available at https://www.sri-connect.com

index.php?option=com_content&view=category&id=211:ir-
ri-2019-results&layout=blog&ltemid=1987.

5. The purpose of our study is to examine the different investment
outcomes that arise from the choice of an ESG ratings provider
and not to determine if one provider is better than another.
Therefore, we are omitting the names of the data providers
included in our study.
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The material contained in this
document is for general information
purposes only. It is not intended as
an offer or a solicitation for the purchase and/or sale of any security,
derivative, commodity, or financial instrument, nor is it advice or a
recommendation to enter into any transaction. Research results
relate only to a hypothetical model of past performance (e, a
simulation) and not to actual results or historical data of any asset
management product. Hypothetical investor accounts depicted are
not representative of actual client accounts.No allowance has been
made for trading costs or management fees, which would reduce
investment performance. Actual results may differ. Simulated data
may have under-or-over compensated for the impact, if any, of
certain market factors.Simulated returns may not reflect the impact
that material economic and market factors might have had on the
advisor's decision-making if the adviser were actually managing
clients’ money.Simulated data is subject to the fact that it is designed
with the benefit of hindsight.Simulated returns carry the risk that the
performance depicted is not due to successful predictive modeling.
Simulated returns cannot predict how an investment strategy will
perform in the future.Simulated returns should not be considered
indicative of the skill of the advisor.Investors may experience loss.
Index returns represent back-tested performance based on rules used
in the creation of the index, are not a guarantee of future performance,
and are not indicative of any specific investment. Indexes are not
managed investment products and cannot be invested in directly.
This material is based on information that is considered to be
reliable, but Research Affiliates™ and its related entities (collectively
"Research Affiliates”) make this information available on an “as is”
basis without a duty to update, make warranties, express or implied,
regarding the accuracy of the information contained herein. Research
Affiliates is not responsible for any errors or omissions or for results
obtained from the use of this information. Nothing contained in this
material is intended to constitute legal, tax, securities, financial or
investment advice, nor an opinion regarding the appropriateness
of any investment. The information contained in this material
should not be acted upon without obtaining advice from a licensed
professional. Research Affiliates, LLC, is an investment adviser
registered under the Investment Advisors Act of 1940 with the U.S.
Securities and Exchange Commission (SEC). Our registration as an
investment adviser does not imply a certain level of skill or training.

Disclosure

Investors should be aware of the risks associated with data sources
and quantitative processes used to create the content contained
herein or the investment management process. Errors may exist in
data acquired from third party vendors, the construction or coding of
indices or model portfolios, and the construction of the spreadsheets,
results or information provided.Research Affiliates takes reasonable
steps to eliminate or mitigate errors, and to identify data and
process errors so as to minimize the potential impact of such errors,
however Research Affiliates cannot guarantee that such errors will
not occur. Use of this material is conditioned upon, and evidence
of, the user's full release of Research Affiliates from any liability or
responsibility for any damages that may result from any errors herein.

The trademarks Fundamental Index™, RAFI™, Research Affiliates
Equity™, RAE™, and the Research Affiliates™ trademark and
corporate name and all related logos are the exclusive intellectual
property of Research Affiliates, LLC and in some cases are registered
trademarks in the U.S. and other countries. Various features of the
Fundamental Index™ methodology, including an accounting data-
based non-capitalization data processing system and method
for creating and weighting an index of securities, are protected
by various patents, and patent-pending intellectual property of
Research Affiliates, LLC. (See all applicable US Patents, Patent
Publications, Patent Pending intellectual property and protected
trademarks located at http://www. researchaffiliates.com/Pages/
legal.aspx, which are fully incorporated herein.) Any use of these
trademarks, logos, patented or patent pending methodologies
without the prior written permission of Research Affiliates, LLC, is
expressly prohibited. Research Affiliates, LLC, reserves the right to
take any and all necessary action to preserve all of its rights, title,
and interest in and to these marks, patents or pending patents.
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