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Socially responsible investing

Trade-off Financial and Sustainable performance (Riedl & Smeets, 2017; Barber, Morse, & Yasuda, 2021;

Bonnefon, Landier, Sastry, & Thesmar, 2022)

In addition to engagement, portfolio tilting is key (Daviers & van Wesep, 2018; Avramov, Cheng, Lioui,

& Tarelli, 2021; Berk & van Binsbergen, 2021; Edmans, Levit, & Schneemeir, 2022)
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Information asymmetries

ESG information opaque (Wu, Zhang, & Xie, 2020; Kaplan & Ramanna, 2021)

SRI relies on ESG ratings (Hartzmark & Sussman, 2019; Krueger et al., 2020)

Thus WACC advantages to firms with high ratings, not necessarily more
sustainable firms

Firm incentives to inflate ratings
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Main questions

What exactly is captured by ESG ratings?

How does this effect the efficacy of portfolio tilting?
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Preview of results

Global ESG rating inflation

Socially responsible investors “tilt the wrong firms”

Cost of capital reductions for unsustainable firms



Introduction Data Method Results Conclusion & Discussion References

Data

Refinitiv ESG data on 466 granular ESG aspects from 2003 to 2022

Average market capitalization: 28.6 trillion USD

3,341 are domiciled in Asia, 2,968 in North America, 1,874 in Europe, 373 in
Oceania, and 574 in Latin America, the Middle East, or Africa
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Detailed ESG Data
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Promised and Realized sustainable performance

Promises: Reporting, policies, activities, and targets

Realizations: Controversies and performance

Non-parametric rank ordering mechanism (Wittkowski, Lee, Nussbaum, Chamian, & Krueger, 2004)
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Overview

1 ESG rating inflation

2 Tilting the wrong firms?

3 Cost of capital
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Contemporaneous ESG rating inflation
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Example: Heineken
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Example: Heineken

Unsustainable wages: 71 USD/month

No contracts, thus no tertiary labor benefits

Alcoholism

Bad labor conditions
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Example: Shell
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Example: Randstad
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Intertemporal ESG rating inflation
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Intertemporal ESG rating inflation

In aggregate: Negative relation

CO2 (-0.240), supply chain management (-0.087), employee management
(-0.073), selling practices (-0.064), legal and regulatory concerns (-0.057),
employee health and safety policy (-0.045), and water management (-0.045)

Material source management, customer welfare, labor practices, water usage, and
wastewater management

Business ethics and business model resilience
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ESG ratings and cost of capital

Multiple measures for cost of capital

(Gebhardt, Lee, & Swaminathan,2001)

(Hou, van Dijk, & Zhang, 2012)

(Fama & French, 2017)

(Chattopadhyay, Lyle, Wang, 2021; Lee, So, Wang, 2021)
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Causal identification

Non Financial Reporting Directive: Shock to promised sustainable performance
(Fiechter, Hitz, & Lehmann, 2022)

Only European Union Memberstates

Switzerland VS Austria and Germany
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Portfolio tilting in detail
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DiD: Cost of capital
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DiD: Growth rates
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Conclusion

Refinitiv, MCSI, and FTSE ESG ratings inversely related to sustainable
performance

Socially responsible investors tilt the wrong firms

ESG rating inflation has a causal impact on cost of capital

ESG-rating-based portfolio tilting not beneficial for society
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Discussion

Sustainable performance information asymmetry in theoretical portfolio tilting
models (Daviers & van Wesep, 2018; Landier & Lovo, 2020; Berk & van Binsbergen, 2021; Edmans, Levit, & Schneemeir, 2022)

Insights on the trade-off between tilting and engagement (Heinkel, Kraus, & Zechner,2001;

Broccardo, Hart, & Zingales, 2020; Oehmke & Opp, 2020)

Contributes to the literature on ESG rating (Chatterji, Durand, Levine, & Touboul, 2016; Yang, 2020; Berg,

Fabisik, & Sautner, 2022; Berg, Kölble, & Rigobon, 2022)
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Practical implications

Need for accurate sustainable performance estimates: Reporting?

Use of ESG ratings?
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Questions?

bramvdk@mit.edu
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