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Demystifying ESG ratings and 
methodologies

Environmental, social and governance (ESG) investing 
has experienced a boom in popularity in recent years1. 
ESG funds can fulfill a number of investor needs, 
whether it’s to satisfy a value preference—for example, 
by divesting from companies with business activities that 
disagree with an investor’s values—effect meaningful 
change, meet regulatory requirements or improve risk-
adjusted returns.

But ESG investing can, by nature, be a subjective field. 
So whatever their reasons for investing in ESG, it’s 
important for investors to understand the ratings and 
methodologies behind the product they’re investing in.

The growth in popularity of ESG investing is reflected in 
the wide choice of ESG products available to investors, 
which vary by a number of characteristics, including the 
screening methodology they adopt. This can cause some 
confusion, because even among so-called ‘ESG-
screened’ products, which account for the majority of 
ESG funds, there are in fact many different approaches to 
portfolio construction.

Which ESG question are you answering?

Here it is helpful to know what type of question an ESG 
index is primarily intended to address. Is it, “What do 
companies do?”, or rather, “How do companies do what 
they do?”

Finding an answer to the first question is fairly 
straightforward, as it is largely based on objective and 
quantifiable information, such as revenue exposure. For 
example, an ESG index might remove specific sectors—
including fossil fuels, tobacco or controversial weapons
—based on data showing how much revenue a company 
derives from those sectors. These indices will generally 
use an exclusionary screening methodology and are 

typically market-cap weighted.

The second question, however, is more complicated. 
This is more about how a company conducts its 
business than whether it is in a particular sector. Indices 
that are intended to address this second question tend 
to use a combination of exclusionary and inclusionary 
screening (where exposure is ‘tilted’ based on ESG 
company ratings), and have overweight allocations to 
the securities which are considered “best in class” 
according to their methodology. These usually combine 
market-cap with ESG score weightings.

Indices that employ inclusionary screening as part of 
their methodology typically use the ESG scores provided 
by ESG research providers to determine which stocks to 
include, and this can involve a high degree of 
subjectivity. These scores can be based on a range of 
areas, such as human and labour rights and anti-
corruption, as well as key performance indicators on 
individual environmental, social or governance factors.

Regardless of the kind of ESG index investors choose, 
they need to be aware that the underlying holdings of 
the various products available can vary widely, not least 
in terms of the diversification they offer. For example, 
the number of stocks in ESG indices representing the 
global equity universe can range from nearly 5,000 to 
fewer than 400, depending on the index provider and 
the criteria used2.

They also diverge in their weightings between different 
countries and sectors. And even the holdings of some of 
the largest individual constituents in global equity 
markets can differ significantly from index to index, 
depending on the ESG methodology used.
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ESG ratings providers don’t always agree

It’s not just differences in index screening methodologies 
that can cause confusion. Dispersion in the ESG ratings of 
individual companies themselves adds another dimension 
of subjectivity to ESG investing.

Research from the MIT Sloan School of Management3 
looked at the correlations and dispersion amongst ESG 
company ratings from the main ESG ratings providers and 
concluded that ESG company score correlations between 
providers are weak to moderate, ranging from 0.38 up to 
0.71, with an average correlation of around 0.54.

Government debt metrics are set to hold up best 
among high-credit-quality emerging markets

Source: Vanguard, based on data from Truvalue Labs, MIT Sloan School of Management. 
“Aggregate Confusion: The Divergence of ESG Ratings”, Florian Berg, Julian F. Koelbel 
and Roberto Rigobon. August 2019.

For some companies, there was found to be a low degree of 
dispersion between the ratings or scores. In other words, for 
these companies, the ESG raters broadly agree on an ESG 
score.

But for other companies, there was more disagreement 
between ESG ratings providers. Indeed, some companies 
scored negatively with one ESG rater while scoring positively 
with another. At an index level, this can translate to the same 
company being excluded from one benchmark on ESG 
grounds while featuring in the top-10 holdings of another 
ESG index using a different ratings provider and 
methodology.

It’s not surprising that there is sometimes disagreement 
between ESG ratings providers. After all, the rating process is 
complicated and can involve more than 60 main ESG 
categories – for example, some of the categories used by the 
Sustainability Accounting Standards Board include data 
security, employee health and safety, greenhouse gas 
emissions and waste and hazardous materials management4.

Beneath these categories, there are also hundreds of sub-
category ESG factors which the agencies use to rate a given 
category; however, ratings providers and academics differ on 
what should be measured, how data should be captured and the 
relative weights to assign to each indicator.

What’s more, ESG company data is neither standardised nor 
mandatory and largely relies on self-reporting by companies. For 
companies that don’t self-report ESG data, options to ESG raters 
include giving the company a zero rating, using a peer group 
average or determining a score using a statistical model. Some 
ratings providers don’t even fully explain how a score was 
determined.

Ratings are further complicated by ESG raters taking subjective 
decisions on the relative merits—and therefore the weightings—
of the E, S and G factors themselves and also in relation to 
issues such as controversies.

So where does this leave investors?

Understanding your ESG index

Given the inherent subjectivity around ESG ratings and 
methodologies, forming an aggregate ESG view of a company 
requires significant judgement.

The variation in ESG index screening methodologies illustrates 
just how important it is for investors to understand the rules of 
an ESG index, as the screening for ESG index construction often 
begins with sector definitions.

Careful due diligence is required. As part of this process, 
investors should seek to improve their understanding by asking 
key questions about the methodology: Which attributes are 
chosen and why? How is each attribute measured, and why? 
How are attributes weighted when determining an aggregate 
rating, and why?

The ESG products Vanguard offers investors in Europe only use 
an exclusionary screening methodology as we believe this is 
currently the most transparent and objective approach to ESG 
investing.

While we have chosen to focus on products that can rely on 
more standardised data, we have been encouraged to see that 
the quality of ESG data disclosed by companies or available 
from third parties is improving. We continue to assess 
developments in the industry and expect our line-up to evolve to 
meet investor needs, as it has over the last 20 years.

Most importantly, ESG investing should not mean deviating 
from sound investment principles. ESG is not a reason for 
investors to pay much higher fees, nor to be encouraged into 
high-risk strategies.

Focusing on keeping costs to a minimum, taking a long-term 
approach and being diversified apply just as much to ESG as 
they do to any other type of investment.
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1 According to Global Sustainable Investment Alliance (GSIA), the global assets in ESG screened strategies more than doubled from $12.3 
trillion in 2012 to $26.3 trillion in 2018.

2 Source: FTSE, MSCI. As at 30 September 2020, the FTSE Dev All Cap ex Controversies / Non-Renewable Energy / Vice Products / Weapon 
Index comprised 4,825 securities, while the MSCI World SRI 5% Issuer Capped Index comprised 386.

3 Source: Truvalue Labs, MIT Sloan School of Management. “Aggregate Confusion: The Divergence of ESG Ratings”, Florian Berg, Julian F. 
Koelbel and Roberto Rigobon. August 2019.

4 Source: Sustainability Accounting Standards Board (SASB), as at 30 September 2020.

Important risk information:

The value of investments, and the income from them, may fall or rise and investors may get back less than they invested.

Important information:
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The material contained in this article is not to be regarded as an offer to buy or sell or the solicitation of any offer to buy or sell securities in any 
jurisdiction where such an offer or solicitation is against the law, or to anyone to whom it is unlawful to make such an offer or solicitation, or if the 
person making the offer or solicitation is not qualified to do so.  The information in this article does not constitute legal, tax, or investment advice. You 
must not, therefore, rely on the content of this article when making any investment decisions.

Issued by Vanguard Asset Management, Limited which is authorised and regulated in the UK by the Financial Conduct Authority. Issued by Vanguard 

Investments Switzerland GmbH.
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VIGM, S.A. de C.V. Asesor en Inversiones Independiente (“Vanguard Mexico”) 
registration number: 30119-001-(14831)-19/09/2018. The registration of Vanguard 
Mexico before the Comisión Nacional Bancaria y de Valores (“CNBV”) as an 
Asesor en Inversiones Independiente is not a certification of Vanguard Mexico’s 
compliance with regulation applicable to Advisory Investment Services (Servicios 
de Inversión Asesorados) nor a certification on the accuracy of the information 
provided herein. The supervision scope of the CNBV is limited to Advisory 
Investment Services only and not all services provided by Vanguard Mexico.

This material is solely for informational purposes and does not constitute an 
offer or solicitation to sell or a solicitation of an offer to buy any security, nor 
shall any such securities  be offered or sold to any person, in any jurisdiction 
in which an offer, solicitation, purchase or sale would be unlawful under the 
securities law of that jurisdiction. Reliance upon information in this material is 
at the sole discretion of the reader.

Securities information provided in this document must be reviewed together 
with the offering information of each of the securities which may be 
found on Vanguard’s website: https://www.vanguardmexico.com/web/cf/
mexicoinstitutional/en/home or www.vanguard.com

Vanguard Mexico may recommend products of The Vanguard Group Inc. and 
its affiliates and such affiliates and their clients may maintain positions in the 
securities recommended by Vanguard Mexico.

ETF Shares can be bought and sold only through a broker and cannot be 
redeemed with the issuing fund other than in very large aggregations. Investing 
in ETFs entails stockbroker commission and a bid-offer spread which should be 
considered fully before investing. The market price of ETF Shares may be more 
or less than net asset value.

All investments are subject to risk, including the possible loss of the money you 
invest. Investments in bond funds are subject to interest rate, credit, and inflation 
risk. Governmental backing of securities apply only to the underlying securities 
and does not prevent share-price fluctuations. High-yield bonds generally have 
medium- and lower-range credit quality ratings and are therefore subject to a 
higher level of credit risk than bonds with higher credit quality ratings.

There is no guarantee that any forecasts made will come to pass. Past 
performance is no guarantee of future results.

Prices of mid- and small-cap stocks often fluctuate more than those of large-
company stocks. Funds that concentrate on a relatively narrow market sector face 
the risk of higher share-price volatility. Stocks of companies are subject to national 
and regional political and economic risks and to the risk of currency fluctuations, 
these risks are especially high in emerging markets. Changes in exchange rates 
may have an adverse effect on the value, price or income of a fund. 

The information contained in this material derived from third-party sources is 
deemed reliable, however Vanguard Mexico and The Vanguard Group Inc. are 
not responsible and do not guarantee the completeness or accuracy of such 
information.

This document should not be considered as an investment recommendation, a 
recommendation can only be provided by Vanguard Mexico upon completion of 
the relevant profiling and legal processes. 

This document is for educational purposes only and does not take into 
consideration your background and specific circumstances nor any other 
investment profiling circumstances that could be material for taking an 
investment decision. We recommend to obtain professional advice based on 
your individual circumstances before taking an investment decision.

These materials are intended for institutional use only and not for public 
distribution. The information contained herein does not constitute an offer or 
solicitation and may not be treated as such in any jurisdiction where such an 

offer or solicitation is against the law, or to anyone for whom it is unlawful 
to make such an offer or solicitation, or if the person making the offer or 
solicitation is not qualified to do so. Materials are provided only for their 
exclusive use and shall not be distributed to any other individual or entity. 
Broker-dealers, advisers, and other intermediaries must determine whether their 
clients are eligible for investment in the products discussed herein.

All investments are subject to risk, including the possible loss of the money 
you invest. Investments in bond funds are subject to interest rate, credit, and 
inflation risk. There is no guarantee that any forecasts made will come to pass. 
Past performance is no guarantee of future results.

THESE MATERIALS ARE PROVIDED AT THE REQUEST OF AND FOR 
THEEXCLUSIVE USE OF RECIPIENT AND CONTAIN HIGHLY CONFIDENTIAL 
INFORMATION, WHICH SHALL NOT BE REPRODUCED OR TRANSMITTED TO 
ANY THIRD PARTIES WITHOUT VANGUARD’S PRIOR WRITTEN CONSENT. THE 
CONTENTS OF THESE MATERIALS SHALL NOT BE UNDERSTOOD AS AN OFFER 
OR SOLICITATION TO BUY OR SELL SECURITIES IN BRAZIL AND VANGUARD 
IS NOT MAKING ANY REPRESENTATION WITH RESPECT TO THE ELIGIBILITY 
OF ANY RECIPIENT OF THESE MATERIALS TO ACQUIRE THE INTERESTS IN 
THE SECURITIES DESCRIBED HEREIN UNDER THE LAWS OF BRAZIL. SUCH 
SECURITIES HAVE NOT BEEN REGISTERED IN BRAZIL AND NONE OF THE 
INTERESTS IN SUCH SECURITIES MAY BE OFFERED, SOLD, OR DELIVERED, 
DIRECTLY OR INDIRECTLY, IN BRAZIL OR TO ANY RESIDENT OF BRAZIL EXCEPT 
PURSUANT TO THE APPLICABLE LAWS AND REGULATIONS OF BRAZIL.

‘This document does not constitute, and is not intended to constitute, a public 
offer in the Republic of Colombia, or an unlawful promotion of financial/capital 
market products. The offer of the Product is addressed to fewer than one 
hundred specifically identified investors. The Product may not be promoted or 
marketed in Colombia or to Colombian residents, unless such promotion and 
marketing is made in compliance with Decree 2555/2010 and other applicable 
rules and regulations related to the promotion of foreign financial/capital market 
products in Colombia.

The Product is not and will not be registered before the Colombian National 
Registry of Securities and Issuers (Registro Nacional de Valores y Emisores 
- RNVE) maintained by the Colombian Financial Superintendency, or 
before the Colombian Stock Exchange. Accordingly, the distribution of any 
documentation in regards to the Product will not constitute a public offering 
of securities in Colombia.

The Product may not be offered, sold or negotiated in Colombia, except under 
circumstances which do not constitute a public offering of securities under 
applicable Colombian securities laws and regulations; provided that, any 
authorized person of a firm authorized to offer foreign securities in Colombia 
must abide by the terms of Decree 2555/2010 to offer the Product privately to 
its Colombian clients.

The distribution of this material and the offering of shares may be restricted in 
certain jurisdictions. The information contained in this material is for general 
guidance only, and it is the responsibility of any person or persons in possession 
of this material and wishing to make application for shares to inform themselves 
of, and to observe, all applicable laws and regulations of any relevant 
jurisdiction. Prospective applicants for shares should inform themselves of any 
applicable legal requirements, exchange control regulations and applicable 
taxes in the countries of their respective citizenship, residence or domicile.”

THIS OFFER CONFORMS TO GENERAL RULE NO. 336 OF THE CHILEAN 
FINANCIAL MARKET COMMISSION (COMISIÓN PARA EL MERCADO 
FINANCIERO). THE OFFER DEALS WITH SECURITIES NOT REGISTERED UNDER 
SECURITIES MARKET LAW, NOR IN THE SECURITIES REGISTRY NOR IN 
THE FOREIGN SECURITIES REGISTRY OF THE CHILEAN FINANCIAL MARKET 
COMMISSION, AND THEREFORE SUCH SECURITIES ARE NOT SUBJECT 
TO ITS OVERSIGHT. SINCE SUCH SECURITIES ARE NOT REGISTERED IN 
CHILE, THE ISSUER IS NOT OBLIGATED TO PROVIDE PUBLIC INFORMATION 
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IN CHILE REGARDING THE SECURITIES. THE SECURITIES SHALL NOT BE 
SUBJECT TO PUBLIC OFFERING UNLESS THEY ARE DULY REGISTERED IN THE 
CORRESPONDING SECURITIES REGISTRY IN CHILE.

ESTA OFERTA SE ACOGE A LA NORMA DE CARÁCTER GENERAL N° 336 DE 
LA COMISIÓN PARA EL MERCADO FINANCIERO. LA OFERTA VERSA SOBRE 
VALORES NO INSCRITOS BAJO LA LEY DE MERCADO DE VALORES EN EL 
REGISTRO DE VALORES O EN EL REGISTRO DE VALORES EXTRANJEROS QUE 
LLEVA LA COMISIÓN PARA EL MERCADO FINANCIERO, POR LO QUE TALES 
VALORES NO ESTÁN SUJETOS A LA FISCALIZACIÓN DE ÉSTA. POR TRATARSE 
DE VALORES NO INSCRITOS, NO EXISTE LA OBLIGACIÓN POR PARTE DEL 
EMISOR DE ENTREGAR EN CHILE INFORMACIÓN PÚBLICA RESPECTO 
DE ESOS VALORES. LOS VALORES NO PODRÁN SER OBJETO DE OFERTA 
PÚBLICA MIENTRAS NO SEAN INSCRITOS EN EL REGISTRO DE VALORES 
CORRESPONDIENTE.

The securities described herein have not been registered under the Peruvian 
Securities Market Law (Decreto Supremo No 093-2002-EF) or before the 
Superintendencia del Mercado de Valores (SMV).  There will be no public 
offering of the securities in Peru and the securities may only be offered or sold 
to institutional investors (as defined in Appendix I of the Institutional Investors 
Market Regulation) in Peru by means of a private placement.  The securities 
offered and sold in Peru may not be sold or transferred to any person other 
than an institutional investor unless such securities have been registered with 
the Registro Público del Mercado de Valores kept by the SMV. The SMV has 
not reviewed the information provided to the investor.  This material is for the 
exclusive use of institutional investors in Peru and is not for public distribution.

The Products may be offered or sold in Bermuda only in compliance with the 
provisions of the Investment Business Act 2003 of Bermuda. Additionally, 
non-Bermudian persons may not carry on or engage in any trade or business 
in Bermuda unless such persons are authorized to do so under applicable 
Bermuda legislation. Engaging in the activity of offering or marketing the 
Products in Bermuda to persons in Bermuda may be deemed to be carrying on 
business in Bermuda.

Vanguard is not intending, and is not licensed or registered, to conduct business 
in, from or within the Cayman Islands, and the interests in the Products shall 
not be offered to members of the public in the Cayman Islands.

The Products have not been and will not be registered with the Securities 
Commission of The Bahamas. The Products are offered to persons who are 
non-resident or otherwise deemed non-resident for Bahamian Exchange Control 
purposes. The Products are not intended for persons (natural persons or legal 
entities) for which an offer or purchase would contravene the laws of their state 
(on account of nationality or domicile/registered office of the person concerned 
or for other reasons). Further, the offer constitutes an exempt distribution for 
the purposes of the Securities Industry Act, 2011 and the Securities Industry 
Regulations, 2012 of the Commonwealth of The Bahamas.

This document is not, and is not intended as, a public offer or advertisement 
of, or solicitation in respect of, securities, investments, or other investment 
business in the British Virgin Islands, and is not an offer to sell, or a solicitation 
or invitation to make offers to purchase or subscribe for, any securities, other 
investments, or services constituting investment business in the British Virgin 
Islands. Neither the securities mentioned in this document nor any prospectus 
or other document relating to them have been or are intended to be registered 
or filed with the Financial Services Commission of the British Virgin Islands or 
any department thereof.

This document is not intended to be distributed to individuals that are members 
of the public in the BVI or otherwise to individuals in the BVI. The funds are 
only available to, and any invitation or offer to subscribe, purchase, or otherwise 
acquire such funds will be made only to, persons outside the BVI, with the 
exception of persons resident in the BVI solely by virtue of being a company 
incorporated in the BVI or persons who are not considered to be “members of 
the public” under the Securities and Investment Business Act, 2010 (“SIBA”). 
Any person who receives this document in the BVI (other than a person who 
is not considered a member of the public in the BVI for purposes of SIBA, or a 
person resident in the BVI solely by virtue of being a company incorporated in 
the BVI and this document is received at its registered office in the BVI) should 
not act or rely on this Document or any of its contents.

El presente documento no constituyo una oferta o una solicitud de oferta de 
inversión en los valores descritos en el mismo. El presente documento está 
dirigido exclusivamente a inversionistas profesionales / sofisticados en los Estados 
Unidos y es exclusivamente de carácter informativo. Los valores solo están 
disponible para inversionistas finales fuera de los Estados Unidos, por lo que este 
documento no deberá ser distribuido a inversionistas en los Estados Unidos.
Aquella entidad que utilice o reenvíe este material, elaborado por VIGM, S.A. de 
C.V., Asesor de Inversiones Independiente en México, a cualquier otra parte será 
el único responsable del cumplimiento de la regulación en dicha distribución.

This document does not constitute an offer or solicitation to invest in the 
securities mentioned herein. It is directed at professional / sophisticated investors 
in the United States for their use and information. The Fund is only available 
for investment by non-U.S. investors, and this document should not be given 
to a retail investor in the United States. Any entity responsible for forwarding 
this material, which is produced by VIGM, S.A. de C.V., Asesor de Inversiones 
Independiente in Mexico, to other parties takes responsibility for ensuring 
compliance with applicable securities laws in connection with its distribution.
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