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Executive Summary

Despite being touted as a responsible and sophisticated framework for business and investment, Environ-
mental, Social, and Governance (ESG) criteria lack logical cohesion and internal consistency. Conceptually,
no reason exists for why the fundamental ideas within the ESG label should correlate with one another. For
instance, social criteria regarding diversity, equity, and inclusion often undercut environmental criteria
and vice versa. And “good” environmental or social scores can be used to paper over significant governance
issues. This makes the ESG label a confusing concept and an incoherent umbrella label under which a wide
variety of social, political, economic, and environmental interest groups compete to advance their agendas
using the label of “responsible” or “sustainable” investment.

Part of the incoherence of ESG stems from mixing sound business and investment practices with ideolog-
ical priorities. These new ideological priorities have little to do with successful business performance or
high financial returns. Nor are they backed by sound research or substantial evidence. Instead, they are
a collection of “just-so” stories glommed onto existing business practices and strategies. Even those who
embrace ESG should recognize the value of disaggregating it into its three different components. Evaluating
disaggregated environmental, social, and governance categories independently of each other will help com-
panies and investors allocate capital more efficiently and effectively while encouraging more transparent
engagement of societal problems.

KEY POINTS

e The acronym “ESG” is not a coherent framework of analysis but rather an umbrella label for
a host of often unrelated ideological causes.

o Contradictions between Environmental, Social, and Governance goals abound.

o The Social category has the most ideology and the least connection to company performance
and profitability.

e ESG ratings vary widely and often contradict one another - making them poor indicators of
financial risk or future business performance.

e Both ESG advocates and ESG skeptics would be better served by disaggregating the “E,” the
“S,” and the “G.”

Introduction

This paper contends that using Environmental, Social, and Governance (ESG) as an umbrella label taints
sound business practices and risk analysis with nonfinancial ideological goals and causes. The ESG frame-
work does not contribute anything substantive to running companies profitably. Nor does it provide an
effective way of addressing social issues. Furthermore, ESG criteria generate costly, and often garbled, in-
formation for investors. We ought to scrap the ESG acronym entirely as a distracting, often ineffective, and
inappropriate method for doing business and investing.

A key shortcoming of ESG lies in the lack of logical coherence between the Environmental, Social, and
Governance categories. No clear connection, or even correlation, exists between the “E,” the “S,” and the
“G.” As Richard Morrison points out: “ESG means very different things to different people. Some advo-



cates want to advance specific environmental or labor policy outcomes. Some are individual investors who
want a competitive rate of return but want to minimize their carbon footprint. Others are professionals
looking to sell ESG-themed financial products and consulting services[.]”* These objectives cannot all be
pursued effectively.

The appropriation of reputable business practices and ideas drove ESG’s initial popularity within the busi-
ness and the investment community. But the ESG label has become a convenient vehicle to advance non-fi-
nancial concerns in corporate governance and the investment community. Over time, advocates co-opted
proven existing risk-related criteria from business and finance and added nonfinancial social and envi-
ronmental criteria. These new criteria often depart from sound business practices - creating tensions and
contradictions for firms with fiduciary duties to shareholders, investors, and clients.

Terrence Keeley, a former Managing Director of ESG investing at Blackrock, has written extensive crit-
icisms of ESG as an investment framework. He points out that ESG investing generally delivers lower
financial returns.” Divesting from “non-ESG” firms does not reduce their customer base or their market
or carbon footprint.>* Most ESG criteria reduce motivation and accountability for business executives to
create value.*

In addition to these problems, the logical incoherence of ESG criteria often results in high levels of ambigu-
ity, sometimes to the point of meaninglessness. ESG has become, in effect, a large amorphous blob creating
costs, distortions, and inefficiencies throughout the economy. It ought to be broken into its distinct catego-
ries (E, S, & G) with much closer scrutiny of the ideology embedded in social criteria.

Section Descriptions

Section two explores the incoherence of the ESG label. ESG ratings firms often come to opposite conclusions
about the same companies. The high costs of complying with environmental goals undermine the social
goals of creating equity and inclusion for minorities and the poor. Advocating the pursuit of stakeholder in-
terests undermines accountability in governance. So too does giving human resource departments greater
discretion and authority to pursue diversity, equity, and inclusion priorities. The dozens, or even hundreds,
of environmental, social, and governance goals cannot be pursued simultaneously.

Section three points out problems created by ESG’s incoherent framework. It highlights several studies
that question whether adopting the ESG label leads to better financial or better social outcomes. Although
claims that adopting ESG criteria will improve a company’s performance abound, most are little more than
“just-so” stories - that is, stories told with little or no evidence. Indeed, evidence that the pursuit of ESG
harms profitability and rates of return continues to increase.

Section four shows how ESG became a convenient acronym for mixing non-financial ideological goals (of-
ten described as “politically correct” or “woke”) with sound business practices. Despite protests to the
contrary, many ESG reporting requirements are not material to companies’ financial prospects because
they are unrelated to, or even negatively related to, profitability. This especially concerns the “Social” cat-
egory that typically advances the concerns and goals of progressive activists and government officials. The
social category creates economic inefficiency and hinders the advancement of important environmental
and governance goals because it foments so much division and political opposition.



Section five concludes with a better path forward: disaggregating ESG and dropping the social category.
Breaking ESG into its component parts will provide greater investment clarity. Investors, business exec-
utives, and government officials concerned about environmental and governance issues should welcome
such a change. Returning to business and investing norms and practices before the development of the
“Social” category will also improve financial performance and increase economic growth.

Section lI: The Incoherence of the ESG Framework

ESG has often been touted as the future of capitalism.

Its advocates claim that executives, politicians, and investment fund managers who don’t get with the ESG
program open themselves to greater risk, public censure, and lower performance. As Deutsche Bank puts
it: “ESG investing: once a nice-to-have, now a must-have.”

CEOs at Fortune 500 companies got the memo and have largely fallen in line with ESG and its broader
stakeholder capitalism roots. Consider, for instance, how the Business Roundtable redefined the purpose of
a corporation in 2019. Its “Updated Statement Moves Away from Shareholder Primacy, Includes Commit-
ment to All Stakeholders.”

The signatory CEOs write: “we share a fundamental commitment to all of our stakeholders” including
customers, employees, suppliers, communities, and shareholders.® This suggests a real, perhaps an equal,
obligation to all stakeholders, whoever they might be. But the signatories make no distinction between
contractual stakeholders (customers, employees, and suppliers) and non-contractual stakeholders (such as
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the “community,” “environment,” or “nature”).

From where does the obligation to non-contractual stakeholders arise? Long-term business success depends
on good relationships with all these groups - so why the change in language prioritizing “stakeholders?”
Did these companies treat their contractual stakeholders - customers, employees, and suppliers - badly in
the past?

These questions were not addressed by the Business Roundtable statement. Nor does that statement have
anything to say about the costliness and potential distraction these new commitments create.

COSTS CREATED BY ESG POLICY REDUCE EQUITY

ESG advocates do not adequately address the costs of their net zero agenda. Although they claim to cham-
pion “equity” in the social category, burdensome regulations, and reporting requirements in the environ-
mental category create significant and uneven costs. For example, the SEC has estimated that compliance
costs for its Climate-Related Disclosure rules will be $6.37 billion annually; though some argue the actual
cost will be even greater.’

Some of those costs will be borne by investors who see lower returns - which includes pensioners of modest
means. But much of the cost will fall on consumers in the form of fewer options and higher prices. Although
higher prices are on people’s minds because of the recent spike in inflation created by loose monetary
policy in 2020 and 2021, ESG advocates rarely mention how many of their recommendations ultimately
increase prices and, in doing so, disparately impact the poor - including many minority communities.?



Implementing environmental policies like more stringent limits on vehicle or power plant emissions, re-
ducing carbon footprints by purchasing carbon offsets, or mandating more renewable energy use, increases
the cost of doing business. Electricity and gasoline prices in the state that has done this the most - Cali-
fornia - are much higher than in other parts of the country. The retail price of electricity in California is
about 29 cents per kilowatt-hour while more than half the other states have a retail electricity price under
15 cents per kilowatt-hour.’ The average price of gasoline in California is $5/gallon while the average U. S.
price is about $3.50/gallon.™

These elevated prices, especially as they grow over time, will significantly impact people’s quality of life.
The Wall Street Journal ran a news piece about the impact of high electricity prices on Californians living
in Borrego Springs. One resident saw her electricity bill exceed $1800 in one month - fifty percent higher
than the rent she pays for her house. Similarly, the proprietor of a small grocery store said his monthly
electricity bills averaged around $8000 a month, nearly equal to the monthly rent he pays*

It is not harder to get electricity or gasoline to California. In the name of protecting the environment,
the Californian government has implemented policies and taxes that make electricity and gas far more
expensive. Similarly, the cost of electricity for at least seven European countries (including Germany and
the United Kingdom) is more than double the average cost of electricity in the United States - even as the
average cost of electricity in the United States is about twice that of China."* The higher cost of electricity
has a greater impact on the poor than on the wealthy.

Price increases due to environmental regulation extend beyond gas and electricity prices. Ever stricter
emissions and miles-per-gallon requirements (CAFE standards) make cars far more expensive than they
would otherwise be. Food prices rise as ESG policies restrict the types of fertilizer and equipment farmers
can use. A recent report conservatively estimates that farming costs will increase by a third, in real terms,
should the U. S. implement a net-zero carbon regime.”® These rising energy costs will affect the costs of
building houses, apartments, roads, trains, airplanes, clothing, furniture, and nearly every kind of good -
because manufacturing and transportation require energy.

ESG advocates want Europe’s and California’s energy policies to proliferate globally. But how is that fair to
those living in poor countries for whom easy access to raw minerals and natural gas reserves is critical for
their economic development? Should they be denied the opportunity for development enjoyed by wealthier
countries because those same wealthy nations have decided that everyone must reduce their greenhouse
gas emissions? The same questions can be asked about states within the U. S. that have different industries,
different demographics, and different economic challenges.

How does that square with Diversity, Equity, and Inclusion (DEI) values? Economies with higher prices are
not “inclusive” - far from it! The costliness of these things may have little consequence for highly paid pro-
fessionals and bureaucrats - the ones most stridently advocating for ESG priorities - but severely hinders
the poor from finding good job opportunities, pursuing further education, and putting their children in
good schools or enriching extracurricular activities.

We can see this inequity in the most pressing problems faced by poorer people: expensive food, expen-
sive housing, and expensive transportation. The Bureau of Labor Statistics’ Consumer Expenditure Survey
shows that the poor spend greater proportions of their income on food, housing, and utilities than the



middle class or the wealthy do."* Increasing the price of those staples through more red tape and ineffective
emissions restrictions will only worsen that phenomenon.

Some ESG advocates claim that more government welfare programs can address these problems - sub-
sidized housing, subsidized education, free government programming, and other transfer payments. Yet
these kinds of programs tend to reward consumption and discourage saving and investment. This does
little to increase inclusion or equity over time. The income dynamics of welfare also discourage work, en-
courage dependency, and ensnare people in the “safety net.””* We can’t wave the magic wand of government
programs to fix higher prices, inefficiency, and the disparate impact on the poor that arise from pursuing
environmentalist dreams.

PURSUING DEI PRIORITIES REQUIRES UNJUST DISCRIMINATION

Within the social dimension of ESG, the concepts of equity and diversity run into internal inconsistency.
Both concepts can be weaponized. For example, what counts as “diversity?” Is it the color of one’s skin?
Or where one’s parents are from? Or how one “identifies” their sexual orientation? Or what political party
one supports? “Diversity” requirements can easily be co-opted by ideological commitments and beliefs.
Ironically, those in positions of authority gain more power and less accountability through DEI programs
because they have additional tools for exercising their preferences.

Promoting greater discrimination in hiring based on racial categories cuts against the whole idea of in-
clusion and intersectionality. Part of the “logic” of these values is to empower those who have little or no
power. DEI purports to do this by giving more power to the “right” kinds of people to advance the interests
of various “oppressed” groups - yet it doesn’t protect anyone from unfair discrimination.

The Supreme Court made exactly this point in Students for Fair Admissions v. Harvard.'* Harvard’s admis-
sions policies did not treat applicants equally. The university’s attempt to advance DEI reduced diversity
by admitting fewer Asian applicants based on their ethnicity. The DEI admissions policies gave staff more
power to “right” alleged injustices or social wrongs. Yet the policies proved to be inherently racist and dis-
criminatory by reducing the inclusion of students of Asian descent who were otherwise qualified, save for
their ethnicity.

Similar problems emerge when incorporating DEI into human resource teams or corporate governance
structures. Pushing DEI priorities within organizations reduces accountability for HR departments and
hiring managers. More specifically, they are given greater discretion in hiring (and firing) because they
can use DEI-related criteria to justify exercising their personal preferences and prejudices. Supposedly in-
clusive policies lead directly to exclusion and persecution of people who do not agree with or do not fit the

beliefs and agendas of those who wield the power to define “equity,” “diversity,” and “inclusion.””

WEIGHTING ESG SCORES INVOLVE SUBJECTIVE MATTERS OF OPINION

What do people get when they invest in “ESG?” Less emissions? More diversity? More reporting? Higher
wages? Less pollution? Unfortunately, ESG ratings could involve any or all of those things to varying de-
grees. But there are also mutually exclusive ESG criteria.

Terrance Keeley describes some of the problems that emerge from treating the “E,” the “S,” and the “G”
together in his book Sustainable:



thoughtful investors and financial advisers must segment “E,” “S,” and “G” risks and opportuni-
ties....[averaging] excellent “S” and “G” but problematic “E” scores....often masks how potentially
devastating specific “E” exposures may be....Similarly, debilitating “G” concerns could overwhelm
positive “E” and “S” attributes....In the interests of all sides, it may be best for “E,” “S,” and “G” to
divorce. Their relationship appears irreconcilable.*®

Analysts and investors cannot simply average E, S, & G scores. They are often totally incommensurate with
each other.

The incoherence of ESG can be seen in its inconsistent rating of companies. While ESG scores for the same
company can vary widely based on the outfit doing the assessment, traditional credit scoring has far less
variation even when done by different agencies.” Consider how the ESG scoring of PepsiCo, Inc. and Co-
ca-Cola Co. by two of the most sophisticated ESG rating firms varied dramatically.

In 2021, MSCI rated Coca-Cola AAA in their ESG scoring but they rated PepsiCo AA. Sustainalytics, on the
other hand, gave PepsiCo a low-risk score of 16.0 while they gave Coca-Cola a medium-risk score of 22.5
- with low scores being better than high scores - all based on ESG factors!*® These companies are not in
different industries. They should be an apples-to-apples comparison - yet the subjective elements of ESG
scoring led to significant disagreement.

Or consider how in May 2022 Exxon Mobil was scored more favorably and included in the S&P 500 ESG
Index while Tesla - the pioneering electric vehicle company - was dropped from the index. The argument

put forward at the time was that Tesla fell into the bottom quarter of its “industry group peers.”*

Although scoring well on some environmental factors, Tesla was penalized for lacking an explicit low-car-
bon strategy document. On the social and governance fronts, S&P highlighted two events involving claims
of racial discrimination and poor working conditions. They also said that several crashes had been “linked”
to Tesla’s autopilot system.** The idea that documentation matters more than a company’s actual track
record has been found in other studies.”

This episode highlights the tensions and contradictions within the ESG label. Tesla outperforms Exxon Mo-
bil when it comes to greenhouse gas emissions. Yet the company was excluded from an ESG index for not
checking the right boxes and for subjective evaluations of “other risk factors.” People investing in ESG-la-
belled funds, because they care about climate change, would presumably be shocked to learn they were
holding Exxon Mobil in their portfolio but not Tesla.

Finally, consider how problematic Sustainalytics’ ESG rating of Fisker in May 2024 was. They gave Fisker
a “Medium Risk” ESG score of 25.1, similar to Tesla’s “Medium Risk” ESG score of 24.7. Less than a month
later (June 18, 2024) Fisker, Inc. declared bankruptcy. ESG’s framework for assessing risk is flawed if it
misses imminent bankruptcy and gives a failing electric vehicle manufacturer a similar risk profile as the
most valuable vehicle manufacturer in the world.

ESG advocates also tend to turn a blind eye to poor governance when a company has the right DEI stances
and favorable language on other ESG issues. Corporate governance at Meta and Alphabet, for example, can
hardly be called independent or accountable. At Alphabet, Larry Page and Sergei Brin have most of the
voting rights even though they own less than twelve percent of the company. For Meta, Mark Zuckerberg
has more than half the voting rights but owns less than fifteen percent of the company. These massive in-



fluential companies are governed by the beliefs and goals of just a few individuals rather than the majority
of their shareholders.

How is this inclusive? Or even a best practice when it comes to making good corporate governance deci-
sions? This is less, rather than more, stakeholder representation. Yet these companies score highly on ESG
because they don’t produce or use as many emissions as other industries do, they have made various net
zero commitments (as opposed to tangible progress), and they have extensive DEI divisions.

This represents merely the tip of the iceberg regarding the contradictions and wastefulness of most ESG
criteria. Yet many different people have strong interests in sailing ESG full-steam ahead: financial advis-
ers, consultants, and green energy companies that collect billions of dollars through ESG-related activity;
legislators and government bureaucrats who use ESG to justify expanding their authority and power; and
the thousands of people working at international NGOs, nonprofits, and UN-related organizations whose
livelihood depends on ESG evaluation and adoption; not to mention the powerful elites who want to radi-
cally reshape the global economy.

Section lll: Economic Problems Emerging from
ESG’s Incoherence

The deep and pervasive disagreements in the U.S. about ESG suggest that it is not solely, or perhaps even
primarily, about improving business performance. While ESG advocates are happy to use government to
promote and enforce their ideas, many of their objectives are progressive political goals rather than scien-
tific, economic, or financial improvements.

The most obvious reason to suspect the business merits of ESG is that most corporate executives must be
pressured to use it. If ESG criteria improved their company’s performance and profitability, executives nat-
urally would incorporate it into their management. Instead, we see groups of ESG advocates in nonprofits,
consulting, and investment circles actively pressing companies to expand their ESG analysis - while many
of the executives in the company are lukewarm or hostile because they don’t believe many of these ESG
criteria are necessary or helpful in running their companies.

ESG advocates often assert that there will be economic benefits and lower risks when companies pursue
net zero or more DEI or a better “social license to operate.” Yet many scholars argue that implementing
ESG does not reduce risk or improve performance, financial or otherwise. Raghunandan & Rajgopal, for
example, found that investment funds labeled “ESG” did not correlate with better stakeholder outcomes
as measured by violations of health, safety, and other regulations.** These ESG funds also did not invest in
companies with smaller carbon footprints. Instead, the authors found that high ESG scores correlate with
“the existence and quantity of voluntary disclosure...but not with the actual content of such disclosures.”*

The authors also found that, in most cases, the funds’ prospectuses and websites “explicitly consider
ESG-related issues as reasons to invest in, avoid, or divest from individual stocks, without citing the po-
tential financial consequences of those firms’ ESG issues as a reason for picking or avoiding them.”?® What
seems to matter when it comes to ESG funds is not whether or how firms use ESG criteria to improve their
financial outlook, but how well they check the formal pro-ESG boxes created by various ratings agencies.*



This raises significant problems for investing using ESG metrics to evaluate which companies are better
investments. ESG advocates simply assume more information is better than less - without acknowledging
the significant costs of collecting certain information. Nor do they recognize that most ESG-related infor-
mation muddies the waters instead of improving clarity.

Similarly, Gibson et al. show rampant “greenwashing” in the U.S.?® That is, they find that the portfolios of
institutional investors committing to ESG by signing onto the Principles for Responsible Investing (PRI)
initiative do not have higher ESG scores than the portfolios of institutional investors who did not sign the
PRI initiative. Institutional investors that signed the PRI initiative but did not report any effort to comply
had significantly lower ESG scores in their portfolio than non-signatories. This suggests that significant ESG
investment amounts to virtue-signaling support for ESG rather than substantive behavioral change.

In another study, the University of Chicago’s Hartzmark and Sussman analyzed investment flows and re-
turns based on Morningstar’s “globe” rating regarding sustainability.”® They found that high sustainability
ratings led to greater capital inflows and low ratings led to capital outflows. They also discovered that high-
er sustainability scores did not produce higher financial returns.

Consider how S&P Global, itself a major proponent of ESG, distinguishes between ESG credit factors and
ESG non-credit factors - admitting that only some ESG criteria matter for a company’s creditworthiness.
(Figure 1)

Figure 1
The Intersection of ESG and Credit

ESG credit

factors

m

SG--Environmental, social, and governance. Source: S&P Global Ratings.
Copyright ® 2021 by Standard & Poor’s Financial Services LLC. All rights reserved.

This raises an obvious question: what value does the ESG circle bring when the credit factors circle con-
tains all relevant information for determining creditworthiness? As the ESG label has become more wide-
spread and all-encompassing, business faculty and business schools have become more hesitant to criticize
it. Many embrace ESG because it opens new vistas for research, consulting, specialization, and building
careers. ESG-related roles have also proliferated, increasing student demand for ESG content in their pro-
grams at business schools.



All the top business schools have extensive ESG programs and research. At Stanford, many of its sci-
ence departments have been reorganized into the Doerr School of Sustainability. Wharton has added new
MBA programs: “Environmental, Social, and Governance Factors for Business” and “Social and Govern-
mental Factors for Business.” It also renamed its Risk Management and Decision Processes Center the
“Climate Center.”

The Kellogg School of Management has many “pathways” for its students to follow including: “Diversity,
Equity, and Inclusion,” “
Impact and Responsible Leadership.” The Sloan School of Management’s Climate Policy Center has various
objectives known as “Climate Missions” all pulled out of ESG criteria. Similar policies and centers exist at
Harvard, New York University, University of Chicago, and other elite business schools across the country.

Sustainability: Climate, Environment, and Energy,” and “Sustainability: Social

Consultants like ESG because it creates more consulting opportunities. Asset managers like ESG because
they can create more funds with higher fees. Corporate managers buy into ESG because it makes them less
responsible to shareholders and, frequently, to consumers. Elevating the claims of numerous stakeholders
using ESG shifts power from shareholders to boards and company management.

People often use the language of “stakeholder” to justify business practices that pursue social or politi-
cal goals unrelated, or opposed, to shareholder interests. For example, considering “goodwill” in a com-
munity makes business sense in brand, reputation, recruiting workers, and navigating political and
regulatory landmines. This contributes to long-term profitability. But labeling these groups as “stake-
holders” and advocating that companies be run in their interest and for their benefit will undermine
long-term profitability.

Claims that ESG contributes to a company’s bottom line or improves the environment are often little more
than just-so stories. While advocates claim clear connections between ESG criteria and desirable results,
they generally have little or no evidence supporting their claim - it is “just-so.” Of course, isolating and
measuring the effects of specific policies is difficult. Still, instead of recognizing such difficulties and the
paucity of evidence, most ESG advocates simply assume their criteria are beneficial and stridently work to
enshrine them into regulatory and legal frameworks while also pressuring companies to adopt them.

One common story says that DEI improves corporate performance. McKinsey & Company released a study
in 2015 arguing that there was a positive relationship between diversity among company executives and
the company’s “industry-adjusted earnings before interest and tax margins.”° They have released subse-
quent publications continuing to make this case.’ The publications bolstered their consulting pitch to help

companies polish their DEI bona fides - yet their evidence is poor.

A recent study by Jeremiah Green and John R. M. Hand examined these McKinsey articles and attempted
to replicate their results. Instead of reproducing the results, they found no evidence that board diversity
was even associated with better performance, let alone the cause of better performance.* Their study
included a broader set of data than the McKinsey studies - which means they used a more representative
sample, reducing the risk of cherry-picking.

Similarly, claims about the high intangible value of companies are part of the founding of ESG: “ESG issues
can have a strong impact on reputation and brands, an increasingly important part of company value. It is
not uncommon that intangible assets, including reputation and brands, represent over two-thirds of total



market value of a listed company.”® ESG advocates say this high intangible value justifies greater use of
ESG criteria because it helps companies build a valuable brand, reputation, and goodwill.

Yet the growth of intangible value in business enterprises arises from the shift towards information and
services and away from manufacturing. For example, U. S. Steel’s intangible value will be far less than Al-
phabet’s because the former makes money using significant fixed assets to generate physical output, while
the latter generates services with a relatively small physical footprint.

But consider how “goodwill” or “intangibles” are used under the ESG label. When it comes to Social or Gov-
ernance criteria, ESG advocates argue for a “social license to operate” concept that would require compa-
nies to have specific kinds of social appeal, or rather the approval of certain social groups - again, generally,
those groups identified by progressives as deserving special status in society.

In this formulation, concern for business reputation as it relates to profitability turns into a kind of extor-
tion racket where companies can improve their official social score (according to highly progressive ESG
rating organizations) by doling out money or favors to vocal special interest groups - most of whom are of
the progressive variety.

Yet intangible value primarily stems from a superior ability to:

o create new products

¢ build and maintain goodwill and customer loyalty
o assess and mitigate risk

o reduce regulatory burden

« avoid potential legal liability

How valuable is a “green” brand or an LGBTQ+ brand? How would one measure such value? What about
other constituencies deterred by that brand? ESG rating agencies disagree with one another about how to
weigh competing social issues or branding. What’s more, why rate companies according to a few highly con-
tested issues in the “S” category when a multitude of factors matter? Firms in a competitive marketplace
should decide such things, not regulators, analysts, or pundits.**

Section IV: Jettisoning the Inefficient and Divisive
“Social”’ Category

Is ESG about increasing value for shareholders or is it about advancing social and political goals? The ori-
gins of the ESG framework in the corporate social responsibility movement and international development
community suggest the latter.>> Advocates label many traditional business tools and practices “ESG,” even
though the label does no analytical work. This places progressive, non-financial criteria, goals, and expec-
tations, which often detract from profitability, into the label.

The authors of the 2004 “Who Cares Wins” UN report and subsequent ESG advocates recommend that
businesses extend their time horizons to twenty years, fifty years, and even one hundred years. However,
extending the time horizon dramatically increases uncertainty. This necessarily generates conjecture and
little real information. Companies should only be required to report data that are “reasonably estimable.”



Requiring companies to provide guidance and forecasts for their business and the state of the world ten or
more years in the future does not meet that standard.

The initial ESG criteria highlighted in that 2004 UN report are reasonable, if ambiguous, business concerns
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such as “the need to reduce toxic releases and waste,” “workplace health and safety,” “community rela-

tions,” “board structure and accountability,” and “management of corruption and bribery issues.”*

All these criteria, however, mattered before the ESG label was created. The report failed to explain how all
these factors correlate with and reinforce one another. By importing a variety of historical risk manage-
ment terms and business management practices, and couching ESG in terms of shareholder primacy, ESG
advocates have successfully enlisted business faculty, consultants, and asset managers to support their
invariably progressive political agendas. Yet it has become abundantly clear that many ESG advocates si-
multaneously try to undermine shareholder primacy.”’

Yet U. S. corporate law enshrines shareholder primacy.*® The corresponding fiduciary responsibility of
boards of directors and company managers to advance the long-term interest of shareholders creates prob-
lems for the ESG label - especially as it has become less and less connected to profitability.*

In the corporate board room, another just-so story goes, having more diversity in the form of more women
or more minority board members will help the company make better decisions. Advocates claim that:

o Diversity helps boards avoid “group-think” because diverse board members have different
backgrounds, beliefs, and perspectives that will prevent them from just going along with the
majority.

» Diversity brings more knowledge to bear in corporate decisions because women and mem-
bers of minority groups presumably have different lived experiences, knowledge, and per-
spectives.

» Diversity on the board might help a company reach more customers who can relate to mi-
nority communities better. Serving more stakeholder interests could improve a business’s
reputation and reduce its future legal liability.

Yet none of these claims is true. Sure, boards that don’t consider many alternatives or don’t examine their
strategies critically are more likely to make costly mistakes. But do we know that having more women or
minorities on the board will change this? And how would we determine this, especially considering the
questions now surrounding the McKinsey study that advanced this thesis? Many successful firms have
increased their diversity as a defensive measure against unfavorable regulatory treatment or financing.

Perhaps such DEI candidates will often go along with the majority out of peer pressure. Or maybe they will
tend to agree with the majority because they hold similar beliefs and ideals, despite seeming to have dif-
ferent backgrounds. And why assume that different ethnic or gender backgrounds automatically translate
into different views? Maybe their backgrounds won’t be all that different.

Similarly, the generalization that more “diverse” board members will bring better knowledge also falls flat.
This could happen, but it might not. What counts, though, as important knowledge for making corporate
governance decisions? Is it primarily knowledge of one’s upbringing and social context? Or is it the ability
to assess market trends, legal liabilities, technological change, revenue and cost dynamics, and capital



markets? Children would increase the “diversity” of a corporate board, but that doesn’t mean the board
would then make better decisions.

Having more diverse board members might help a company figure out how to access more niche demo-
graphics, but it might not. More importantly, there are many other ways to gain such information than
adding certain people to a corporate board. Consultants, market research, and consumer surveys are all
means to learn about an unfamiliar market. “Serving” broader stakeholder groups, presumably represent-
ed by more “diverse” board members, may or may not improve a business’ reputation.

Yet, despite the highly speculative nature of these claims, major investment institutions push companies
to adopt these practices.*® The shareholder proxy advisory services, Institutional Shareholder Services
and Glass-Lewis have ethnic and gender diversity standards for boards.* Similarly, the Nasdaq stock ex-
change began requiring companies to have at least one woman on the board before earning a listing on
the exchange.*

Given the scale of these problems, we should not be surprised that those outside the ESG movement recog-
nize these fundamental inconsistencies and contradictions. Even a few ESG insiders recognize it.** Growing
awareness of these inconsistencies and contradictions explains why many companies have begun scaling
back their ESG initiatives - especially their DEI programs.**

Evidence continues mounting that DEI and other social criteria cut against profitability while stoking heat-
ed disagreement. Besides the significant backlash seen in high-profile cases of Disney, Target, and Anheus-
er Busch, including noteworthy declines in their enterprise values, 2024 has seen a wave of companies
dismantle and abandon their DEI-related initiatives: Harley Davidson, Tractor Supply Co., John Deere,
Ford, Lowes, and more.

Activist investor Robby Starbuck argues that DEI quotas, training, and priorities have been reducing com-
pany performance. So too does reporting to and attempting to comply with the Corporate Equality Index
created by the Human Rights Campaign. Some CEOs, like Brian Armstrong at Coinbase, proactively sought
to avoid these issues by issuing memos to employees to focus on work and leave political and social cru-
sades out of their work.*

The just-so stories about the benefits of DEI or other social criteria may*® hold in some situations but cer-
tainly haven’t held in many others. Determining when they apply requires judgment and context, not uni-
formity or dogmatic quotas. The decision about who should serve on boards should be left to the discretion
of those with the most knowledge and the best incentives to make a value-adding decision: current man-
agement, board members, and shareholders.

Section V: A Better Path Forward: Disaggregating ESG

ESG fails on its own proffered terms. It has no unified standard or set of recommendations. Many of its
criteria directly contradict each other. DEI requirements require discrimination. Racial and gender quo-
tas mean sometimes not getting the best board or management candidates. Net zero goals create massive
costs, especially for the poor. ESG indices and ratings tend to reward companies for measuring ESG criteria
rather than for implementing ESG criteria. Furthermore, these ratings vary widely based on the subjective
evaluations of analysts.



The explosion of corporate “social” activism in 2020 fomented widespread resentment and significant op-
position to ESG across the United States. The rebirth of virulent political correctness and the spread of
“wokeness” in corporate America alienated customers and large numbers of the workforce.

High-profile examples include the feud between Disney and the Florida government and Target’s and An-
heuser Busch’s aggressive pushing of LGBTQ products or marketing upon customers. These companies paid
a price in terms of market share and revenue for pushing social criteria unrelated to their business model,
their customer base, and their long-term profitability.

A wave of large U. S. companies from Ford to Lowes to Coors to Tractor Supply have decided the best
way to operate successfully and improve shareholder returns is to stop pursuing social criteria like DEI
initiatives. Their ESG ratings will no doubt decline, but that may not matter if the ratings are flawed and
inconsistent anyway.

More broadly, the widespread pushing of social criteria by the ESG movement has also created a significant
political backlash as state legislators and state attorney generals have become concerned about the finan-
cial implications of ESG for their pension and retirement funds. The ideological basis of the social catego-
ry, without any connection to profitability, calls into question the entire ESG movement. ESG advocates
would be wise to drop the social category altogether if they want to make progress on environmental or
governance issues.

It is time to disaggregate Environmental, Social, and Governance criteria. The internal problems of the ESG
label suggest many avenues for reform. The financial industry created most of the ESG mess - from writing
the Who Cares Wins UN Report to pushing ESG reporting and disclosure through proxy firms - so many
reforms should start there.

Strengthening and clarifying fiduciary duties of boards, corporate executives, and asset managers will
require them to prioritize the financial well-being of their companies and clients. Requiring more ESG dis-
claimers for funds that invest in ESG - whether that be asset managers offering ESG funds or the directors
of large pension funds allocating part of their portfolios to ESG causes - will provide greater transparency.*

Business schools that have boarded the ESG Titanic should get off before it sinks. ESG is not a framework
for good business practices. Nor is it a compelling approach to addressing social problems. Business faculty
should resist pressure to teach ESG because of its status in some elite circles. Although there is a lot of en-

» <

ergy around buzzwords like “sustainability,” “climate,” and “social responsibility,” these schools will serve
their students better by teaching them hard management and accounting skills rather than how to cross
ESG t’s, dot ESG i’s, and push ESG paper - activities that generate little value for society but significant rev-

enue for consultants and lawyers.

Society would also be better served if regulators refused to use ESG criteria and only focused on legal and
fiduciary matters. Internal contradictions and the lack of clear standards and measurement of ESG criteria
mean such regulations will be ambiguous and costly to comply with. ESG mandates will also reward form
over substance. Ambiguous regulations can be weaponized to advance the values and goals of regulators,
not the public good.



If regulators have a compelling reason to focus on an environmental, social, or governance issue, they
should do so directly without bundling them. No value is added from aggregating them. If anything, the use
of ESG as an umbrella term makes it more difficult for firms to provide a faithful representation of their
accounting and business practices.

Ultimately, we should disaggregate the ESG label and jettison the Social category altogether. Governance
and Environmental concerns can then be addressed directly without the ideological baggage of DEI, “li-
cense to operate,” “intersectionality,” and the like. Proposals to subsidize renewable energy, restrict green-
house gas emissions, or set net-zero targets would have to stand or fall on their own merits without being
rolled into a broader ideological agenda. Advocates would have to articulate how their criteria advance the

interests of shareholders, pensioners, and investors.

Breaking apart the ESG moniker will allow investors, regulators, and corporate executives to refocus their
attention on substantive business matters while leaving social and political matters to the public square.
C. S. Lewis once wrote,

“Progress means getting nearer to the place you want to be. [I]f you have taken a wrong turn, then
to go forward does not get you any nearer. If you are on the wrong road, progress means doing an
about-turn and walking back to the right road; and in that case the man who turns back soonest is
the most progressive man. **

That aptly describes what ought to be done when it comes to ESG.

Paul Mueller is a Senior Research Fellow at the American Institute for
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