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Abstract

The relatively new world of ESG indicators displays many similarities with the original markets
for ratings and benchmarks but it also has some distinguishing features. This paper explores to
what extent the regulatory strategies that were developed in ‘traditional’ financial law to
support confidence in ratings and benchmarks can be exported to the ‘new’ world of ESG
finance. It concludes that policymakers should be cautious when transposing rules from the
‘old world’ to the ‘new’ one.

This is especially the case with ESG ratings, for which credit ratings are the immediate reference
for regulation with the common label of ‘rating’ being rather misleading and leading to the risk
of an anchoring effect in the design of new rules. First, due to their multivariate nature, the
assessments underlying ESG ratings are often more subjective than those supporting traditional
indicators. Second, there seems to be a higher risk of regulatory failures connected to the
authorisation and registration labels in the new world of sustainability.

The paper therefore suggests that the legal framework for financial analysts could be a more
suitable model to consider at this stage and that the initial approach to ESG ratings should
mostly focus on disclosure.
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ustainable finance has been steadily expanding over the last few years. Financial

products that qualify as ‘sustainable’ (or display equivalent labels such as ‘green’ or

‘ESG-compliant’) represent a significant portion of capital markets —according to some

metrics, the value of sustainable assets under management (AUM) at the end of 2021
was equal to USD 2.74 trillion worldwide, with EU-domiciled funds having an 80 % lion’s share
(Morningstar 2022). The regulatory lining of this impressive growth was an explosion of new
European rules aimed at addressing a broad array of concerns that surround investors’ reliance
on the quality of sustainable financial products. At the time of writing, other measures are also
in the pipeline to fill regulatory gaps and to update statutes that only entered into force only a
few years ago.

Key elements in the development of sustainable finance are sustainability ratings, benchmarks
and indices or listing requirements that support investment decisions in this field. In turn, firms
providing these services rely on external reviewers to ascertain the reliability of the data they
use to release a sustainability rating or include a financial instrument in an index. All these
entities are collectively referred to as ‘information intermediaries” due to their role in the
analysis of data and the production of synthetic indicators that other financial market
participants can use when determining the composition of their portfolios. Due to their
importance in the world of sustainable finance, information intermediaries have been — or will
be — made subject to specific rules, with the ultimate purpose to foster investors’ trust in the
quality of the financial products that are labelled as sustainable.

The overall impression is that a brand-new area of European law is developing that mirrors in
many respects the ‘old” world of financial law, and that this exercise will rapidly generate a
system whose complexity is comparable to that of traditional financial law. In this paper, we
will rely on this parallel between the law of sustainable finance and traditional financial law to
explore the role and the regulation of information intermediaries in supporting ESG targets in
the European Union (EU).

In particular, we will explore to what extent market failures that justify the regulation of
traditional information intermediaries can also explain (from a positive perspective) and shape
(from a normative perspective) existing and prospective rules on information intermediaries in
the world of sustainable finance within the EU. By the same token, we also consider whether
regulatory failures form the past have been — or, respectively, should be — considered in the
design of that regulatory framework. The analysis proceeds as follows: Section 2 provides a
synthetic theoretical framework for the analysis; Section 3 addresses ESG ratings; Section 4
deals with ESG indexes and benchmarks; and Section 5 concludes with some policy
recommendations.
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1. Information intermediaries in financial markets: the old, the new,
and the not-so-new

A key objective of financial regulation is to prevent market failures. These are situations where
equilibria resulting from the free interactions among market forces determine suboptimal
outcomes in terms of efficiency and, therefore, in terms of social welfare maximisation
(Lambert 2017). Among the various market failures that taint financial markets are asymmetric
information and agency costs, both of which are particularly relevant to understand the role
and the functioning of information intermediaries.

1.1 Market failures and information intermediaries

Free interactions in the market for financial assets may lead to misallocation of resources when
some investors are unable to access the same information their counterparty possesses. This
dynamic leads to typical adverse selection and moral hazard problems, and exacerbates agency
costs after the investment is made. The nature of financial products as experience or credence
goods makes asymmetric information particularly intractable because investors will only have
full knowledge of the quality of their purchase long after the decision to invest — possibly as far
into the future as the maturity date. Or they may not even gain this knowledge by the maturity
date, when it proves impossible to tell whether the unsatisfactory performance of the
investment is due to mismanagement (normally to be assessed in the light of the business
judgment rule) or to the vagaries of market conditions. For ESG factors, even measuring
performance can be a complex matter and lead to no clear-cut result.

While the party to the contract who is in possession of material information may have strong
incentives to share their superior knowledge to prove the quality of the asset they are selling,
finding ways to convey credible signals may prove difficult despite the commitment of market
participants — especially in the financial sector. As has been outlined by interinstitutional
economics, some firms developed precisely to help address transactions costs, including the
negative consequences of asymmetric information and agency costs, some firms developed
precisely to help address transactions costs, including the negative consequences of
asymmetric information and agency costs. Such firms do so by gathering relevant data and by
disseminating, as a specific output, derived information of a synthetic nature that is easier for
investors to handle. For this reason, such entities are normally referred to as ‘information
intermediaries’. In so doing, they also give credibility to the information they release by putting
their reputation on the line in a way that their clients (or the public at large) can trust. This kind
of credibility explains why such entities are also labelled as ‘reputational intermediaries’.

Unfortunately, the market for informational intermediaries’ services is subject, in turn, to the
same kind of market failures that taint the market for financial products, although with a
different level of intensity. In this paper, we will discuss the role and the functioning of two
informational (or reputational) intermediaries, namely sustainability rating agencies and index
providers, and will explore how regulation does (and should) approach the market failures that
impact their activities.
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1.2 Different notions of sustainable finance

All markets are, with variable intensity, prone to asymmetric information or agency problems,
and the markets for traditional and sustainable finance are no exception. However, the
dynamics of these market failures are not necessarily identical in the ‘old” and the ‘new’ world.

In a traditional setting, material information includes all the data the investors involved in the
transaction would use as a basis for their investment decisions!, and particularly the factors
that determine the risk/return profile of the financial product. How different things can look
when ESG factors come into play depends on the context.

In a first scenario, investors may include ESG factors in their strategies because they believe
that aligning with sound ESG practices will (most likely) have a positive effect on returns or
reduce the risks to which the investments are exposed (‘outside-in perspective’)?. Here, the
new world of sustainability is, indeed, not entirely new. Factoring ESG criteria into the definition
of the portfolio is not qualitatively different than factoring other relevant criteria that measure
financial risks. In this context, due consideration to sustainability improves the assessment of
investments by including a broader range of relevant data in the analysis. This does not mean,
however, that the regulatory problems are identical to those of traditional finance.
Methodologies for the definition of ratings as well as indices and benchmarks may need to be
adjusted. Moreover, the specific nature of the data that it chosen to be included may trigger
‘garbage in, garbage out’ problems that are peculiar to ESG criteria.

In a second scenario, investors may want to look not so much (or not only) at the quality of
their investments alone, but rather (or also) at the impact of those investments on ESG targets
(an ‘inside-out perspective’), regardless of the potential ability of these consequences to
backfire on the risks or the returns of their exposure. This approach, which is less profit-
oriented and more focused on pure sustainability, is very different from the traditional
approach. This is because the information that the asymmetry refers to is focused not so much
on the issuer as such, but rather on all (or some) of the many consequences the investment
can have on each of the elements that the environmental, social and governance pillars
comprise.

To be sure, the boundaries between the two scenarios may be subjective. For instance, metrics
that assess the risk of principal adverse environmental impacts of an investee company (the
inside-out perspective) are crucial for evaluating the reputational and liability risks of that
company?. To distinguish between the outside-in and the inside-out perspectives of
sustainability metrics, this paper relies on the European Commission’s distinction between the

1 We borrow here the paradigm of the model investor in EU law (see in particular Article 7(4) Regulation (EU)
596/2014 on market abuse — MAR).

2 European Commission, 2021, Proposal for a Directive as regards corporate sustainability reporting (COM(2021)
189 final) (21 April 2021), 1.

3 See Bengo et al. (2022) classifying metrics of principal adverse impacts on sustainability factors as pertaining to
the assessment of long-term financial risks.
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two prongs of double materiality, one that looks at how non-financial factors affect the value
of the company, the other at the impact of the company’s activities on ESG factors*. It therefore
looks at what ratings, indices and benchmarks measure rather than how users can include
those assessments in their decision-making processes.

The following sections will flesh out how the differences between the old, the new, and the
not-so-new world play a role in the positive and normative analysis of the legal frameworks on
information intermediaries in sustainable finance. The analysis will then proceed with some
reflections on the most suitable regulatory strategies to address the market failures that affect
ESG ratings and benchmarks. As we shall see, these services are often subject to more pervasive
and more intense market failures compared to their traditional equivalent. However, this does
not automatically lead to the conclusion that stricter regulation is required. First, market
failures leading to large welfare losses may originate from simple dynamics that light-touch
strategies can successfully tackle. Second, pervasive strategies may lead to heightened
regulatory failures, which might more than compensate for the reduction of market failures.

2. Sustainability ratings

An explosion of sustainability-related products has fuelled the burgeoning market for
sustainable investments, and sustainability ratings have played an essential role in this
development. For this reason, sustainability ratings have been in policymakers’ spotlight since
the outset of the agenda for sustainable finance, even though this has not yet led to ad hoc
reforms. Already in its 2018 Action Plan, the Commission identified the lack of a clear
framework for sustainability ratings as an area of concern®. More recently, the 2021 Action Plan
anticipates that the Commission will ‘take action to improve the reliability and comparability of
ESG ratings’®.

The urge to adopt measures addressing SRAs is the result of a combination of the rapid increase
in the number of products and suppliers with a generalised perception that such a development
has not been met by adequate levels of transparency. This applies first and foremost to what
ESG ratings are actually measuring. In line with the broad distinction we drew in Section 2.2,
the main dividing line differentiates ‘ESG risk ratings’, which focus on issuers’ exposure to ESG
risks and assess issuers’ ability to manage such risks (outside-in perspective), from ‘ESG impact
ratings’, whose purpose is instead to measure the overall effects of issuers’ operations on
sustainability factors (inside-out perspective) (ESMA 2020; Larcker et al. 2022).

4 European Commission, 2019, Communication. Guidelines on non-financial reporting: Supplement on reporting
climate-related information (C(2019) 4490 final) (17 June 2019), 6-7.

> European Commission, 2018, Action Plan: Financing Sustainable Growth (COM(2018) 97 final) (8 March 2018),
7-8 (Action 6).

6 European Commission, 2021, European Commission, Strategy for Financing the Transition to a Sustainable
Economy (COM(2021) 390 final) (6 July 2021), 16 (Action 4).
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2.1 Sustainability ratings, credit ratings and investment recommendations
compared

While sustainability (or ESG) rating agencies (SRAs) may be regulated entities for other activities
they perform (ESMA 2022), the preparation and dissemination of sustainability (or ESG) ratings
is not, for the time being, a regulated activity and it does not require any authorisation or
registration. In this subsection, we compare sustainability ratings with the closest activities that
are currently regulated, namely credit ratings by credit rating agencies (CRAs) and investment
recommendations by financial analysts.

2.1.1 Services and methodologies

SRAs do not qualify as CRAs as they do not assess the creditworthiness of debtors or debt
instruments. First, they address equity and debt indifferently. Second, when they deal with
debt, they do not measure credit risk (or the issuers’ ability to pay back their debt).

The services offered by traditional CRAs consist of assessing the creditworthiness of a debtor
or of a financial obligation, quantified through a system of symbols that ranks the result of the
evaluation (Article 3(1)(a) Regulation (EC) 1060/2009 on credit rating agencies — CRA
Regulation). As we mentioned, this exercise can hardly ignore the risks stemming from ESG
factors (High-Level Expert Group on Sustainable Finance 2018). For this reason, CRAs stress
they include ESG factors in their methodologies (S&P Global Ratings 2022), although with few
details on the assessment criteria’.

To help shed light on these aspects, ESMA has adopted specific guidelines to enhance
disclosure about which key driving factors, among those that determined a rating or an outlook,
CRAs consider to be ESG factors and the reasons why they were material (ESMA 2019). At the
same time, ESMA has also stressed the importance of not considering credit ratings as an
opinion on the sustainability of the rated entity and has suggested that rules mandating the
inclusion of ESG factors in CRAs’ methodologies be avoided (ESMA 2019). However, the
Commission has more recently maintained its commitment to ensure that CRAs consider those
factors when determining credit ratings and credit outlooks®, so that some more pervasive
rules can be expected to come in the near future.

As SRAs do not provide an assessment of creditworthiness, they do not qualify as CRAs under
EU law. At the same time, SRAs do not typically convey their conclusions through
communications that directly or indirectly propose an investment decision. Hence, SRAs are
not financial analysts for the purpose of Market Abuse Regulation, either (Regulation (EU)
596/2014 — MAR). While one can imagine that robust financial analysis can hardly ignore
sustainability-related risks, financial analysts do not appear to make broad use of ESG data

7 European Commission, Summary Report: Targeted consultation on the functioning of the ESG ratings market in
the EU and on the consideration of ESG factors in credit ratings (3 August 2022), 4-5; Daniel Cash, 2021.

8 European Commission (n 6), 12, 14 (Action 3).
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(Hinze and Sump 2019), mostly because they do not trust the reliability of such information
(Abhayawansa 2018).

This shows how the availability of trustworthy ESG ratings and benchmarks is still not optimal,
which is likely a symptom of market failures. This situation may connect to the more challenging
task SRAs face compared to CRAs and financial analysts. The main difference lies with the higher
complexity of the multivariate analyses that underlies their exercise. To begin with, significant
uncertainties surround data reliability, which may lack the support of quality assurance
mechanisms comparable to those used for credit ratings (European Commission and ERM
2021). Even if one leaves aside these concerns and trusts external reviewers, many scholars
criticise the robustness of ESG ratings in general, as they rely on backward-looking information
and are prone to inevitable shortcuts as well as to issues in the identification of causation (Ingo
2020).

To give just an idea of the arduous methodological choices underlying ESG ratings and of their
implications, let us briefly focus on the different perspectives that can be adopted to define the
impact of certain activities on greenhouse gases®. Some investors may prefer to avoid investing
in any activity that significantly contributes to carbon dioxide emissions, and therefore may
prefer not to fund any fossil-intensive products at all (constant approach??). Others may instead
start from the assumption that fossil-intensive industrial process are still entrenched in the
economic system and, therefore, reward firms that rely on those processes but credibly strive
to improve them (the dynamic approach). The methodologies of sustainability ratings SRAs can
and do adopt one or the other criteria (Pagano et al. 2018), which is understandable in the light
of heterogenous investor preferences. Yet ESG ratings may also diversify their criteria
depending on the geographical area of the concerned issuers'. For instance, they can adopt a
stricter approach for developed countries and a more flexible one for developing countries —
at this point, different metrics could be adopted to weigh the level of a particular country’s
development.

Other uncertainties may surround differentiations between a constant and a dynamic approach
based on the nature of the financial instrument. For instance, equity instruments may
accommodate for dynamic criteria better than debt, if only because they allow investors to
have a voice in the investees’ governance®?. However, how much greener the investment could

9 A comparison of ESG rating methodologies can be found in Larcker et al. 2022.

10 This static assessment is also the most common among the technical screening criteria (TSC) defined in
Regulation (EU) 2021/2139, which supplements Regulation (EU) 2020/852 (Taxonomy Regulation). However, not
only does Regulation 2139 also include dynamic TSC, but all the TSC are subject to periodical revision to keep pace
with technological development (Platform on Sustainable Finance, Public Consultation. Report on Taxonomy
extension options linked to environmental objectives (July 2021), 16, available at https://ec.europa.eu).

1 Ibid.

12 See e.g. Recital 6 and Article 3 Regulation (EU) 2020/1818 (requiring equity EU Climate Transition Benchmarks
and equity EU Paris-aligned Benchmarks to retain exposure to oil, gas, mining and transportation. On these
benchmarks see section 4.3 below).
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be would depend on the asset manager’s engagement policy or the institutional investors as
well as on the implementation thereof, which are both difficult to measure objectively.

Also casting doubts on ESG rating is the discretional nature of the weight of each indicator (such
as the tons of carbon dioxide released into the atmosphere over a certain period) in the
pertinent criterion (such as climate risk). The same applies to the aggregation of each rating
criterion into its respective pillar (such as gathering environmental factors — ‘E’), let alone into
the overall ESG rating!®. While quantifying the relative importance of indicators within the
context of ESG risk ratings may be challenging, it becomes entirely subject to value-judgement
in ESG impact ratings.

Interactions with issuers are also a sensitive part of methodologies. While disclosure to ESG
rating agencies of inside information remains subject to the limitations of the market abuse
regime (Articles 10 and 18(1)(a) MAR)*, the communication of other confidential information
is not subject to limitations under EU law. Some ESG rating agencies, nonetheless, commit to
rely only on publicly available information in their methodology (MSCI 2022; Pagano et al. 2018
p. 357). This reduces the risk that ESG ratings may be subject to capture, although at the risk of
reduced accuracy.

The same trade-off affects the sharing of preliminary results with issuers. Once again, market
practices are diverse. Some ESG rating agencies anticipate their draft assessment and collect
feedback from the issuers (Sustainalitics 2021), while others make the report public and rely
on issuers’ initiative in case of complaints (MSCI 2022). This is of course a sensitive practice,
which may reduce the risk of mistakes but may facilitate capture when combined with issuer-
pays remuneration models (AMF and AFM 2020). Frequent exchanges of information in this
fashion have reportedly contributed to the inflation of credit ratings for structured finance
(securitisation) transactions that preceded the 2007-8 financial crisis (Gene 2018; European
Commission 2016). For this reason, these practices are subject to ESMA’s scrutiny for CRAs
(Articles 17(1)(c), 18(a) and Annex VII(2)(c) and (4)(g) Regulation), and financial analysts that
are banks, investment firms or independent analysts must disclose whether the
recommendations they release have been disclosed to the relevant issuers and, if so, whether
they have been consequently amended (Article 4(1)(a) Regulation (EU) 2016/958).

Concerns about conflicts of interest also stem from the joint provision, in addition to
sustainability ratings, of advice or other services that support corporates and financial market
participants in the definition of their ESG risk profile (MSCI). Once again, the history of credit
ratings shows that rating agencies may have an incentive to be more lenient towards clients
that purchase additional services from them (ESMA 2022, p. 19). Today, CRAs are subject to
organisational requirements for the identification, management and disclosure of conflicts of
interest (Article 6(4) and Annex I(A)(7), (B)(l) and (E)(I) CRA Regulation).

13 1bid, 333-4. For a breakdown of the steps that lead from ESG indicators to ESG ratings see Neisen 2021.

14 0On the potential nature of ESG-related information as inside information see Miilbert and Sajnovits 2021.
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For financial analysts, the regulatory framework relies instead on disclosure alone, but it does
so with more detailed provision. This difference reflects two different regulatory strategies.
Where supervisors are policing conflicts of interest, as is the case with CRAs, disclosure towards
the public at large does not play as important a role as it does when, in the absence of a
registration system, investors directly assess the kinds of conflicts they are willing to tolerate,
as is the case with financial analysts.

For financial analysts, transparency addresses all relationships and circumstances that may
reasonably be expected to impair the recommendation’s objectivity, including interests or
conflicts of interest, including financial interests and the provision of other services to the
issuer. For banks and investment firms, this information also includes the internal
organisational and administrative arrangements as well as Chinese walls that have been set up
for the prevention and avoidance of conflicts of interest. For the same entities, the contents of
the recommendations given (such as ‘hold’, ‘buy’ or ‘sell’) are disclosed with a breakout that
shows the percentage of the recommendation’s content that concerns issuers that the analyst
has provided investment or ancillary services in the previous year (Articles 5 and 6 Regulation
(EU) 2016/958).

2.1.2 Market structure

Although mapping ESG rating providers is not always easy (Douglas 2017), the market structure
of ESG ratings displays remarkable similarities with that of traditional credit ratings, thus raising
comparable regulatory concerns. According to ESMA, the market is divided into two segments.
The first comprises large firms based in third countries that hold a significant market share.
Small EU-based providers with no market power make up the second segment. Overall, this
reveals a relatively high level of market concentration (Larcker et al. 2022), which appears to
increase over time (ESMA 2022, p. 3 and 19)

Just like in the realm of CRAs, competition is a double-edged sword when it comes to regulatory
concerns (Coffee 2006; Dombalagian 2011). On the one hand, as in any other market, low
market concentration easily leads to allocative efficiency and it may reduce the systemic impact
of major misjudgements. On the other hand, some market power enables incumbent firms to
reduce the risk of rating shopping.

Unsurprisingly, traditional players in the market for credit ratings have also entered the market
for sustainability ratings (Cash 2021, p. 1-2), partially through the direct provision of those
services and partially by external growth via acquisitions (AMF and AFM 2020, p. 5). These
developments may be the result of various factors, possibly in combination. The most obvious
one seems to be the synergy between the methodologies supporting credit ratings and
sustainability ratings. Even if the traditional methodologies can hardly be transplanted in the
sustainability segment, ESG factors became part of the risk analyses supporting credit
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ratings.Therefore, firms developing expertise in measuring ESG factors from an outside-in
perspective will likely develop economies of scope when assessing inside-out impacts.

More uncertain is the role of reputational capital. On the one hand, brands play a role for
reputation intermediaries, so that a well-established name can leverage on the trust gained in
the old market to attract customers to the new one. At the same time, it appears that some
rating agencies prefer to allocate ESG-related services in separate organisational units and to
sell them with distinct brands. This strategy may respond to the fear that the low quality of ESG
ratings may backfire, causing reputational damage to the main brand.

Finally, SRAs are mostly paid by investors, which somewhat reduces the risks of conflicts of
interest. However, the issuer-pays model is also widely used, so that the risk of some rating
shopping may exist also for sustainability-related assessments (ESMA 2022, p. 3).

2.2 What do ESG ratings measure?

The obvious distinction between ESG risk ratings and ESG impact ratings raises some regulatory
concerns from the perspective of transparency. While the bulk of the available ESG ratings are
in fact risk ratings (European Commission 2021, p. 58), the public at large —and reportedly even
professional investors — seems to believe that those ratings measure issuer ability to promote
ESG factors (impact ratings) (Simpson 2021). As we mentioned, there may be good reasons why
a company that performs well from an outside-in perspective might do so because of its
positive impact on ESG factors. This is for the simple reason that a smaller environmental
footprint or better care for societal and governance matters will likely reduce corporate
exposure to the corresponding regulatory, reputational and liability risks. However, the reverse
may not be true because there are other actions that may improve ESG risk scorings, including
hedging strategies.

In this regard, an essential regulatory measure would be to mandate the disclosure of the very
nature of the ESG ratings involved. This form of transparency should refer not only to the
alternative between outside-in and inside-out perspectives, but also to other forms of ESG
ratings that only measure instrumental factors, such as the availability and (possibly) the quality
of non-financial disclosure documents (ESMA 2020, p. 17). For ratings that have a composite
nature, rating agencies should also quantify the weight of each approach in their methodology.

A different question relates to the regulatory approach that can best support the development
of ESG impact ratings in a world where private incentives are mostly supporting ESG risk metrics
(Chiu 2022). As we shall see, in the world of sustainability benchmarks, a soft-law provision
delivered good results, but a ‘comply or explain’ rule for ratings could further support the
mechanisms by asking for a justification of the decision by SRAs not to publish any ESG impact
ratings.
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2.3 The quality of ESG ratings

But there are other concerns surrounding the methodology of ESG ratings —and particularly of
ESG risk ratings — due to their larger market share. Sustainability metrics try to convey soft
information through symbols that are typical of hard data, or at least information than can be
quantified, such as the probability of default in credit ratings. This sits uneasily with the nature
of sustainability as soft information, which makes it often more amenable to being assessed
than to being measured (Edmans 2020).

Therefore, it is not surprising that a growing literature has noticed low levels of correlation
among ESG ratings addressing the same issuers. (Kumar et al. 2020; Berg et al. 2022; Gibson et
al. 2021; Chatterji et al. 2016; Dimson et al. 2020; Cleary 2022). Inconsistent outputs are not
necessarily a matter of concern, the question being whether they result from the noncongruent
scope of the underlying assessments (looking at different ESG factors would justify different
ratings), dissimilar methodological assumptions (ESG ratings may legitimately rely on different
indicators when measuring the same criteria) or different levels of robustness in the
methodology or the quality of data. Therefore, one should not rush to the conclusion that low
correlation is a sign of poor quality, as only the third alternative would reveal a market failure.

Unfortunately, the empirical literature does not rule out the third alternative, which leaves the
question of the reliability of ESG ratings open (European Commission 2021, p. 120-1 and 172-
3). While some qualified opinions believe that divergences among ESG ratings are more
pronounced at an aggregate level and tend to disappear at the more granular stage of
indicators (EU Technical expert Group on Sustainable Finance 2019), part of the empirical
literature reaches opposite conclusions®®. This seems to show that ESG ratings may be even
less consistent than a superficial analysis would imply, as different assessments of indicators
could compensate each other in the aggregations that lead to the final score®®. Any regulatory
measure on ESG ratings will therefore have to deal with their methodology if it wishes to
restore trust.

For the sake of comparison, CRAs are subject to a detailed set of rules and to strict supervision
over their methodology. Substantive requirements include the duty to ensure that ratings are
based on a thorough analysis of all the available information, that such information is reliable
and originates from reliable sources. The methodologies shall be ‘rigorous, systematic,
continuous and subject to validation based on historical experience, including back-testing’,
and they should entail a review of the ratings every year (twice a year for sovereign ratings).
Methodologies should be reviewed on an annual basis and, in case of material changes, these
should be subject to public consultation (Articles 8(2)-(7) and Annex I(A)(9) CRA Regulation;
Articles 4-7 Regulation (EU) No 447/2012).

15 Berg et al. 2022 noticing that poor methodology may explain low correlation among ESG ratings.

16 Dimson et al. 2020 showing that divergence among SRAs assessments is not only at the ‘macro’ ESG level, but
also at ‘micro’ E, S, or G levels.
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Transparency requirements support the substantive regime by mandating the disclosure of the
methodologies, models and key assumptions underlying credit ratings, including the
mathematical or correlation assumptions (Article 8(1) and Annex I(D)(2)(b), (2a), and I(E)(1)(5)).
All these requirements are subject to ESMA supervision, subject to the Authority’s duty not to
interfere with the contents of the ratings or their methodology (Articles 22a and 23 CRA
Regulation).

The regulatory regime for financial analysts also relies on substantive and information
requirements but its provisions have a more open texture. Investment recommendations must
clearly distinguish facts from interpretations and estimates, and have to refer to reliable
sources of information (a warning is added in the case of uncertainty as to their reliability).
Financial analysts shall also make public their basis of valuation and methodology, together
with their underlying assumptions, or information on the proprietary models they use. A
summary of these data must accompany each recommendation, together with a sensitivity
analysis of the assumptions.

An overview of all the recommendations disseminated during the previous year is also made
public, together with the price target and the relevant market price at the time of dissemination
and the validity time period of the price target or of the recommendation (Articles 3 and 4
Regulation (EU) 2016/958). As to supervision, financial analysts are bound to substantiate their
recommendations to the competent authority upon request (Article 3(3)).

2.4 Arisk of overreliance?

Even though not all results are conclusive, empirical evidence can provide hints to financial
market participants and policymakers. The low level of correlation among ESG ratings plays a
role because this lack of certainty about the quality of the underlying assessment does not
seem to reduce their use by investors, which is reportedly widespread?’. Just like with
traditional CRAs, overreliance is a matter for both market participants and regulators to
consider (Articles 5a, 5b and 5¢c CRA Regulation), and the regulatory implications of overreliance
depend in part on whether such reliance is spontaneous or induced by the applicable rules. The
following subsections explore to what extent the regulatory framework relies on ESG ratings,
and to what extent financial market participants are induced to refer to ESG ratings, even in
the absence of explicit requirements.

2.4.1 Avoiding requlatory licences

Regulatory failures stemming from overreliance on ratings are particularly intractable. The risk
is that rules incentivising the use of sustainability ratings may lead to an implicit licence that
directly or indirectly adopts ratings as a requirement to enter the market. As the credit ratings
experience has demonstrated (Partnoy 1999), this approach can magnify the systemic
consequences of misjudgements. In the world of sustainability ratings, this risk can manifest

7 Deloitte 2021 reporting that 65 % of investors declare to use ESG assessments at least once a week.
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itself through overinvestments in assets that turn out to be not as sustainable as expected. In
this regard, however, policymakers seem to have learned from the past and the current
regulatory framework should be praised for its attention in avoiding blind recourse to ESG
ratings by market participants (Steuer and Troger 2022). EU provisions defining transparency
obligations for financial market participants perfectly illustrate this point.

Financial market participants must disclose their policies on the integration of ‘sustainability
risks” in their decision-making process, be it part of an investment or advisory activity (Articles
3 and 6 Regulation 2019/2088 on sustainability-related disclosures in the financial services
sector —SFDR). In this context, ‘sustainability risks’ refers to possible future occurrences that,
if materialised, can ‘cause an actual or a potential material negative impact on the value of the
investment’ (Article 2(22) SFDR), which is relevant from an outside-in perspective (Chiu 2022,
p. 92). Remarkably, no reference is made to ESG or credit ratings in any of these rules.
Therefore, while the inclusion of ESG or credit ratings in the financial market participants’
statements is certainly not prohibited, nothing in this regime determines an implied regulatory
licence in favour of sustainability rating agencies.

Even more evident is the lawmaker’s care in avoiding excessive reliance on ESG ratings from an
inside-out perspective. Here, disclosure is also due at entity level and product level, in this latter
case through both pre-contractual and periodic information. The central legal concept for such
disclosure is that of adverse impacts on sustainability factors (Article 2(24) SFRD), which market
participants have to identify and prioritise based on their due diligence policy — the
requirement is mandatory for large market participants and applies on a ‘comply or explain’
basis otherwise (Article 4(1)(a) and (2)(a) SFDR)'. Entity-level and product-level disclosure
include reference to the ‘indicators’ adopted to measure principal adverse sustainability
impacts (Articles 4(2)(a) and 7(1), par 2, SFDR). This also applies to products that claim to
‘promote’ environmental or social characteristics (Articles 8 and 10 SFRD — ‘light green
products’) or have ‘sustainable investments’ as their objective (Articles 9 and 10 SFRD — ‘dark
green products’)?°.

How ‘green’ a financial product can be is, of course, not just a matter of purpose, as in the
alternative between light and dark green. It also depends on the allocation of investments
among alternative assets (Articles 5, par 2, and 6 Regulation — Taxonomy Regulation).

18 For corresponding organisational duties for AIF and UCITS managers see Regulation (EU) 2021/1255 and
Directive (EU) 2021/1270, respectively.

19 This is mandatory for large financial market participants, i.e. for firms having more than 500 employees. For
smaller firms, an alternative exists to declare that no consideration is given to those adverse impacts, subject to a
duty to explain why (‘comply or explain” approach (Art. 4(1) SFDR)).

20 Consistency between indicators adopted for entity-level and product-level disclosure is ensured by cross
references between Arts 2a (for the ‘do no significant harm’ principle), 4(6) and (7) (for entity-level indicators
concerning the principal adverse impacts on climate and environmental matters and, respectively, social and
employee matters) as well as 7(1), par. 2, SFDR (for product-level disclosure of principal adverse impacts). See also
Arts 10 and 11 for website and periodic reports on those matters.



13 | INFORMATION INTERMEDIARIES AND SUSTAINABILITY: ESG RATINGS AND BENCHMARKS IN THE EUROPEAN UNION

Quantifying this allocation may be up to discretion, however, because the exercise involves the
selection of suitable metrics and criteria for their aggregation. This is another area where the
SFDR defines standardised methodologies to ensure comparability. In so doing, the SFRD also
reduces the need to resort to metrics provided by external suppliers, such as ESG rating
agencies. In particular, the default key performance indicator to measure the ratio of the
taxonomy-aligned investments and the total investments underlying the product is the
turnover (Recitals 36 and Articles 15, 17 and 19 Regulation (EU) 2022/1288)%*. The aggregation
of the data on the ‘green’ turnover occurs on the basis of the specific activity (Annex I
Regulation (EU) 2022/1288).

The regulatory licence effect in favour of ESG ratings has also been carefully avoided for
benchmarks. As we shall see??, benchmarks play a crucial role in orienting investors’ decisions
on sustainable finance, so that reliance on ratings in that context would bring back what was
thrown out by the SFDR. In the framework of the European Benchmark Regulation (Regulation
(EU) 2016/1011 on indices used as benchmarks — Benchmark Regulation), disclosure
obligations concerning the role of ESG factors in the index are drafted in such a way that all the
many references to ESG ratings are marked as ‘voluntary’ (Annex Il Regulation (EU) 2020/1816).

One last way to reduce a regulatory-induced demand for ESG ratings is to ensure that there is
no need to translate issuer information on ESG factors into different metrics under other
mandatory disclosure frameworks, such as the SFDR. In this regard, ongoing regulatory efforts
are aiming to ensure that common reporting standards for issuers under the forthcoming
Directive on corporate sustainability reporting (CSRD, %3 the successor of Directive 2014/95/EU
on non-financial reporting — NFRD) are aligned with the indicators financial market participants
have to adopt for their investment products or advisory services (ESMA 2022). This should help
streamline the information flow from the raw data to disclosure provided under the SFDR
without the mandatory involvement of sustainability ratings in the process.

Finally, the consequences of the low correlation among ESG ratings also reverberate on
prudential regulation. This is an area where reliance on credit ratings is embedded in the law,
a regulatory choice that has already raised criticisms because of the risk it creates in
jeopardising bank stability (Kern 2014). Such concerns apply even more to the inclusion of
sustainability factors in the definition of own funds and capital requirements (Zetzsche and
Anker-Sgrensen 2022).

This expansion inevitably relies on the availability of robust methodologies and, for the
standardised approach to the definition of capital requirements, on the fact that ECAls actually
adopt them. These are matters that EBA has already considered from an outside-in

21 Capital expenditure (CapEx) and operational expenditure (OpEx) are the available alternatives, but their
adoption requires the disclosure of the reasons why they are able to reflect the features of the portfolio better
than the turnover (ESAs Joint Committee 2022).

22 See section 4 below.

23 See European Commission (n 4).
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perspective?*. Policy choices on the role assigned to ESG ratings would become critical should
the regulatory framework consider focussing on the inside-out prong of double materiality
through any means, including adjustments of own funds requirements based on sustainability
supporting factors or capital buffers targeted on ESG-related concerns (Dankert et al. 2018;
Neisen 2021). For the time being, disclosure duties on ESG risks due under Article 449a
Regulation (EU) No 575/2013 (Capital Requirement Regulation — CRR) do not make express
reference to ESG ratings, which shows awareness of these matters from the supervisory side
(EBA, 2022).

2.4.2 The need for simplification in the investment process

The previous section tested the level of regulators’ reliance on ESG ratings, and it concluded
that this is relatively low. However, direct legal requirements are not the only reason why
financial market participants make use of rating services. Investment decisions consist of
relatively simple elements (buy or sell a certain quantity at a certain price at a certain time),
but they often involve decision-making processes that factor in a very broad set of information
on the potential target assets. Sustainability ratings help this process because they equally
reduce the complexity of ESG factors to the simplicity of symbols (Dombalagian 2011, p. 63-4).

The importance of sustainability ratings therefore stems from the natural tendency to use
synthetic indicators to simplify difficult decision-making processes (Steuer and Troger 2022,
p.7). This inclination is well known to EU policymakers, which require CRAs to warn users that
ratings are merely the opinions of CRAs ‘and should be relied upon to a limited degree’ (Article
8(2) CRA Regulation). Regardless of such warnings, there is however a clear interest in reducing
the costs of decision-making and ratings perfectly satisfy this demand. Rational and less rational
attitudes co-mingle to magnify the effect of this reliance. On the one hand, there are obvious
economies of scale and specialisation factors that make recourse to ratings an efficient way to
take decisions. On the other hand, availability and representativeness heuristics may boost
reliance on ratings even when their accuracy is notoriously low (Avgouleas 2009).

The traditional concerns about the passive approach towards the use of credit ratings are all
the more pertinent to ESG ratings. As we have seen, not only are the metrics on which ESG
ratings rely prone to uncertainties but the aggregation of those metrics into synthetic indicators
relies on subjective assumptions. In spite of the detailed regulatory framework of the SFDR and
the Taxonomy Regulation, many open questions remain as to its implementation by financial
market participants. For instance, it is uncertain to what extent the quantification of a
‘significant harm’ under the SFDR, on the one hand, and the Taxonomy Regulation, on the other
hand, can rely on identical quantification techniques (Busch 2021; ESA Joint Committee 2022,
p. 11). At the same time, the disclosure of ‘principal adverse impacts’ and compliance with the
‘do no significant harm’ principle require the use of the same indicators but the relationship

24 EBA, Report on Management and Supervision of ESG Risks for Credit Institutions and Investment Firms
(EBA/REP/2021/18) (2021), § 33-42 (focusing on the outside-in perspective) and §§ 135-139 (identifying issuer in
the use of ESG ratings and similar metrics).
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between the two measures remains blurred and entail, especially for the latter requirement,
broad discretion in the assessment (ESA Joint Committee 2022, p. 10-11).

Some of these uncertainties are not necessarily inherent to ESG-related regulations and
progressive clarifications may help to solve them. Others, however, seem more ingrained with
the very need to handle complexity when aggregating activity-level metrics, first into
investment-level or company-level and then into product-level ones. Economic ‘activities” are
the main target of the Taxonomy Regulation and are the reference point for the definition of
‘sustainable investments’ in the SFDR. However, the SFDR refers the ‘do no significant harm’
principle to the ‘investment’ and requires compliance with good governance practices by
companies for an investment to qualify as ‘sustainable’ (ESA Joint Committee 2022, p. 11). Yet
at another — different — level of granularity, disclosure duties under the SFDR require
aggregation at the product and entity level.

There are various ways to combine the building blocks of more granular metrics (such as those
referring to the assets) to produce more general indicators (such as those referring to the
entity). For instance, one may prefer to proceed with a strict proportionality principle that
mirrors the disclosure on the alignment of the asset allocation of ‘light green’” and ‘dark green’
products with the Taxonomy Regulation?. Industry may follow other criteria, however. For
instance, financial market participants may decide to only deem activities as ‘green’ that
pertain to companies that also meet, in combination with other activities, certain
requirements. These could include a minimum percentage of green turnover or the absence of
principal adverse impacts on ESG factors (Pierron and Carabia 2022).

For the reasons highlighted at the outset of the section, financial market participants, such as
institutional investors and asset managers, have strong incentives to rely on information
intermediaries to fill these gaps between information concerning the investee activities and the
labelling (in terms of greenness) as well as the disclosure duties that accompany their products.

However, financial market participants can only be satisfied that the quality of an asset with a
good ESG score is consistent with their investment strategy after thoroughly checking the
assumptions and the methodology underlying that opinion. In this regard, disclosure of the
methodology on the model of credit ratings should be a requirement for sustainability rating
agencies (Article 8(1) and Annex I(E)(1)(5) CRA Regulation)?®. In a context where different
methodologies may lead to divergent results, overreliance on ESG ratings is even more
detrimental than in the traditional segment of credit ratings.

Therefore, financial institutions should endeavour to run an internal assessment of the
investment and refrain from implicitly outsourcing the evaluation of ESG criteria to ratings.
Once again, this would mirror the requirement that financial institutions do not ‘solely or
mechanistically rely on credit ratings for assessing the creditworthiness of an entity or financial

% See text accompanying n 21 above.

%6 Enhanced transparency on methodologies was suggested already in the Commission’s 2018 Action Plan (n 5).
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instrument’ under Article 5a CRA Regulation. A major difference would be, however that ESG
ratings do not seem to have as many alternatives as credit ratings have. While the latter can be
complemented by market-based tools such as information on the pricing of bonds or credit
default swaps, in the case of sustainability assessment, internal assessment methodologies
seem to be the only viable solution?’.

One may also wonder whether low rating consistency strengthens the need for measures that
support the engagement of small rating agencies, as is the case with the soft law provision
asking issuers to consider appointing an additional credit rating agency with no more than 10 %
of the total market share (Art. 8d CRA Regulation). In the credit rating market, this measure
aims to reduce the market power of large incumbents by artificially inflating the demand for
ratings issued by small agencies. A similar rationale would also hold for sustainability ratings,
whose market, as we have seen, is also increasingly concentrated.

For sustainability ratings, however, different metrics would be more likely to show divergent
results, thus increasing the informative value of the additional assessments. Currently, users of
ESG ratings often rely on multiple providers, sometimes to have broader coverage in terms of
relevant assets but also to cross-validate ratings on the same assets (ESMA 2022, p. 17-18).
Crucial in making sure that these practices prove helpful is the ability of issuers —or, in principle,
financial institutions — to select the second rating agency based on its methodology, in a
somewhat strengthened version of the equivalent rule that enables issuers to evaluate whether
the second rating agency they engage is ‘capable of rating the relevant issuance or entity’. In
this context, two results delivered by comparable methodologies would be telling about the
actual sustainability of the issuer corporate business.

3. Sustainability indices and benchmarks

Most of the market failures that taint sustainability ratings also affect the market for indices
that rely on ESG factors. Both services rely on the screening and the assessment of the
underlying activities to bridge the information gap between issuers and investors. Most
importantly, even in the absence of regulatory incentives to do so?®, benchmark administrators
heavily rely on ESG ratings to define their indices (European Commission, 2022). On top of this,
many administrators of ESG benchmarks are also SRAs (Pagano et al. 2018, p. 344), which is
testament to how the two services often operate as communicating vessels and rely on
economies of scope.

In spite of these strong similarities, EU law has not followed the same approach for
sustainability benchmarks and ratings. It already set foot in the market for ESG benchmarks
through ad hoc provisions aimed at supporting the development of sustainable finance, in

27.0n the relationship between internal evaluation systems and market-based criteria see ESAs Joint Committee,
2016.

28 See below, in this section.
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contrast with the more prudent approach taken so far for sustainability ratings®®. The
Commission also envisions other measures will support the adoption of sustainability
benchmarks in the future3®. To be sure, even in the absence of any pro-active approach,
sustainability benchmarks were — and are — in any event ‘benchmarks’ for the purpose of the
Benchmarks Regulation, while sustainability ratings do not qualify as ‘credit ratings’ under the
CRA Directive. Therefore, sustainability benchmarks have required some fine-tuning in an
already existing regulatory framework, while regulating sustainability ratings will require some
deeper reflections in the months to come.

3.1 The role of sustainability indices and benchmarks

Sustainability indices define a subset of the investable universe that is selected according to
criteria that take ESG factors into account (European Commission and ERM, p. 64). Strictly
speaking, an index is a public figure that synthetises the value of a basket of underlying assets
based on a pre-defined methodology. When that public figure is adopted as a reference by
market participants, it qualifies as a benchmark (Article 3(1)(1) and (3) Benchmarks Regulation
— therefore, all benchmarks are indices, but the reverse is not true). In the case of sustainable
finance, the importance of an index may lie with the figure itself but also with the composition
of the underlying basket, depending on the way market participants refer to the benchmark.
For instance, active asset managers may use benchmarks as a yardstick to measure their
performance — and calculate their remuneration —in terms of returns, sustainability objectives,
or both. For passive managers, the composition of the index is key, rather than the figure that
displays its performance, as it drives the selection of the target investments (High-Level Expert
Group on Sustainable Finance 2018, p. 53).

The criteria that define indices and benchmarks may, for instance, exclude some financial
instruments when they do not satisfy certain sustainability requirements, include only a
predefined number of top-ranking securities or refer to an open number of financial
instruments that meet minimum ESG rating levels®'. To determine inclusion or exclusion from
the index, ESG factors may therefore follow a discrete binary approach, but they may also take
continuous values that contribute to the weighting of each component in a more calibrated
assessment (Pagano et al. 2018 p. 341-2).

The role of indices in orienting investments combined with the variety of the criteria a
benchmark administrator can select explain why proper functioning of benchmarks is crucial in
addressing agency problems along the investment chain. Just like ESG ratings, ESG benchmarks
may trigger issues of excessive reliance. In traditional finance, blind reliance on benchmarks is
an issue for actively managed collective investment schemes, but is part of the game when the

2 The need for sound regulation of ESG benchmarks is well known also outside the EU. For the UK, see Andrew,
2022.

30 Eyropean Commission (n 6), 7 (Action 1) (on the need to further develop labels for ESG benchmarks).

31 For instance, certain companies cannot be part of EU Paris-aligned Benchmarks but can be part of EU Climate
Transition Benchmarks at the administrators’ discretion (on these labels see the text below, in this section).
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passive approach to asset allocation is declared®?. In the ESG world, complete dependence on
benchmarks is seen as more problematic when financial market participants sell light- or dark-
green financial products®, irrespective of the active or passive asset allocation strategy. In this
case, enhanced disclosure duties help investors understand the consequences of indexing and
therefore incentivise financial market participants to be more active in the selection of the
benchmark, upstream of the alignment to such a benchmark.

Disclosure duties are calibrated depending on the nature of the product (Recital 19 Regulation
(EU) 2022/1288). For light-green products, financial market participants shall disclose if they
refer to a benchmark and, if so, ‘whether and how’ the benchmark is consistent with the
environmental or social characteristics that such products promote (Article 8 SFDR; Article 36
Regulation (EU) 2022/1288). For dark-green products, the SFDR regime focuses instead on
sustainability benchmarks (Recital 21 SFDR). Hence, disclosure is due as to whether financial
market participants make reference to any such benchmark and, if so, ‘how’ that benchmark is
aligned with the sustainability objectives of the product (Article 9 SFDR).

In spite of the unclear wording of level 1 and level 2 provisions, reference to a benchmark also
seems to remain voluntary with regard to benchmarks that qualify as EU Climate Transition
Benchmarks or EU Paris-aligned Benchmarks; the two labels that, as we shall see in the next
subsections, qualify indices aiming at decarbonisation targets (Article 9(2) and (3) par 2 SFDR
and Article 49(1)(b) Regulation (EU) 2022/1288). For both light- and dark-green products that
have designated a reference benchmark, periodic performance reports shall compare the
performance of three terms of reference: that of the financial product, that of the reference
benchmark, and that of a relevant broad market index. The comparisons involving the
reference benchmark should focus on the sustainability indicators that characterise the
product, and compare them with the ESG factors that characterise the benchmark in light of
the methodology the benchmark administrator discloses (Article 57 and 63 Regulation (EU)
2022/1288)%,

3.2 Governance of administrators and data providers for sustainability
benchmarks

Due to the applicability of the regulatory framework in force for benchmarks, policymakers did
not need to set up a brand new system to foster sustainable indices. The framework therefore
also applies to ESG benchmarks, which take on the calibrated regime that distinguishes
between critical, significant and non-significant benchmarks. These labels hang on the
importance of the benchmark defined by a supervisory decision or are measured in terms of
assets under management (AUM) that refer to it and lack of substitutes that can avoid adverse
consequences in case of cessation (Articles 20, 24 and 26 Benchmark Regulation). At the

32 See e.g. Art. 7(1) Reg. (EU) No 583/2010 (for UCITS funds).
33 On these categories of sustainable products see section 3.4.1 above.

34 0n the contents of such disclosure see section 4.3 below.
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moment, no ESG benchmark qualifies as critical®® but the systemic impact of such indices is
already material and likely to increase in the future.

The tripartite taxonomy for benchmarks determines different regimes, from access to market
onwards. All administrators of critical benchmarks are subject to authorisation, as well as
administrators of significant benchmarks that are not supervised entities. Supervised entities
that are administrators of significant benchmarks, as well as any administrator (supervised or
not) of non-significant benchmarks are subject to simple registration (Article 34 Benchmark
Regulation). In terms of the supervisory assessment of the application, authorisation entails
stricter scrutiny than registration but does not lead as such to a lighter regime (Recital 48).
ESMA is the competent authority for critical benchmarks3® and for third-country benchmarks that
are recognised in the EU, while otherwise supervision remains at the national level (Article 40).

Authorisation or registration brings the administrator within the scope of the benchmark
regime. While critical benchmarks are subject to the entire regulatory framework,
administrators of significant and non-significant benchmarks may deviate from some specific
provisions, subject to a duty to explain the reasons for such a decision. For significant
benchmarks, the scope of the provisions subject to the ‘comply or explain’ principle is narrower
than that applicable to non-significant benchmarks. Moreover, for significant benchmarks the
justification due in the case of deviation from the default regime shall be based on
proportionality, in light of the nature or impact of the benchmark or the size of the
administrator. For non-significant benchmarks the explanation can also refer to any other
reasons. Finally, only for significant benchmarks can the competent authority overrule the
administrator’s decision and force the application of the relevant provisions, when this is
appropriate (Article 25(3)).

Among the many provisions of the Benchmark Regulation that can be relevant to ESG
benchmarks, some are worth recalling here due to their ability to adjust to the broad discretion
that characterises certain assessments of sustainability and the high relevance of such
evaluations to stakeholders in general. The most noticeable rules relate to the organisational
requirements for the administrators and the governance of the input data. Administrators shall
identify and prevent or manage conflicts of interests with contributors or users and shall
particularly focus on areas where the determination of the benchmark involves ‘judgement or
discretion” from their side (Article 4(1)). When conflicts cannot be mitigated, the competent
authority may mandate the creation of an independent oversight function that includes a
‘balanced representation of stakeholders’ (Article 4(2)).

Equally suitable to the ESG context is the regime for the governance of input data. The risks
stemming from the lack of reliable inputs is a feature shared by traditional and ESG

35 Regulation (EU) 2016/1368 establishing a list of critical benchmarks used in financial markets (last amended on
8 July 2021).

36 With the exception of benchmarks that qualify as critical due to a national assessment (Arts 20(1)(b) and 40
Benchmark Regulation).
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benchmarks. The very origin of the Benchmark Regulation is rooted in LIBOR’s manipulation
through misleading incoming data from participating banks concerning the estimated
reference interest rates for hypothetical transactions (Ashton and Christophers 2015), so that
part of its provisions addresses the risk of ‘garbage in, garbage out” dynamics. Once again, the
approach is gradual. The general provision is that input data shall always accurately and reliably
represent the reality that the benchmark is supposed to measure (Article 11(1)(a)). The highest
quality comes from data consisting of values from transactions that have occurred among
independent parties (transaction data — Article 3(1)(15)), as this reduces the level of discretion
characterising estimates on future transactions. However, when this kind of data is not
available, as is normally the case with ESG indices which do not refer to transaction prices,
other input data are admissible as long as they are verifiable.

The administrator of the benchmark adopts guidelines that define the types of input data and
their contribution to the benchmark and that delineate the exercise of discretion as to the way
those data contribute to the benchmark (‘expert judgement’; Articles 3(1)(12) and 11(1)(c)).
Specific control mechanisms verify the quality of the input data and the ability of contributors
to provide data from reliable sources supported by their own oversight and verification
procedures (Article 11(2) and (3)). Once again, the requirements are more stringent for critical
benchmarks and become progressively more flexible for significant and non-significant
benchmarks. For administrators of benchmarks other than the non-significant ones, the criteria
for the quality assurance of data by both the administrator and the contributors are further
detailed in delegated measures (Regulation (EU) 2018/1638). In the ESG world, these practices
can help support trust in data whose supply chain may be complex and prone to material
mistakes.

The Benchmark Regulation also sets forth governance and control requirements for
contributors of input data that are supervised entities (such as banks, asset managers or
insurance undertakings; Articles 3(1)(17) and 16). However, in the case of sustainability, more
relevant are the codes of conduct that administrators prepare for each benchmark (or family
of benchmarks). These codes are an example of ‘regulated self-regulation®”” and provide the
backbone of the regulatory approach to the quality of data along the supply chain. They specify
the requirements for contributors and the data they provide, including control systems,
validation procedures, and measures to ensure that all the relevant input data reach the
administrator while, at the same time, suspicious input data are flagged and managed (Articles
11(1)(e) and 15 Benchmark Regulation; Regulation (EU) 2018/1639).

Securities exchanges also play a relevant role in the development of sustainability indices.
Operators of regulated markets have traditionally provided indices to support investors’
decisions and they are now active in the sustainability world with new dedicated products,

37 Wundenberg 2017. The alignment of the codes with the Benchmark Regulation is subject to supervision and, in
the case of divergence, to enforcement (Art. 15(4)).
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which they sometimes develop with the support of CRAs or SRAs®8. To the contrary, they have
made more limited use of listing requirements to support specific ESG targets3, possibly to
avoid excessive fragmentation in their markets*°. As a matter of fact, ESG-related requirements
in the listing standards have traditionally addressed transparency (Chiu 2022, p. 99), a focus
that has also been mirrored by the creation of common disclosure standards through the
networks of regulated markets (Fornasari 2020). Notable exceptions are market segments for
green bonds*! or other forms of aggregation of bonds sharing sufficient sustainability levels*2.

3.3 Disclosure and labelling of sustainability benchmarks

A well-established backdrop of pre-existing rules has also facilitated the main regulatory
strategy that specifically addresses ESG benchmarks, namely disclosure. All administrators —
regardless of the nature of the benchmark they provide as critical, significant or non-significant
— shall disclose, together with the other key elements of their methodologies, whether these
reflect ESG factors (Article 13(1)(d) Benchmarks Regulation; Regulation (EU) 2020/1817).
Additionally, the benchmark statement, which describes the procedures and the criteria
followed to determine the benchmark with a separate indication of the elements subject to
discretion (Wundenberg 2017, p. 705), shall specify whether the benchmark pursues ESG
objectives and, if so, how (Article 27(2a) Benchmarks Regulation; Regulation (EU) 2020/1816).
This disclosure, as we have already seen, enables financial market participants to provide, in
turn, information on the performance of their financial products.

The most salient feature of the European regulatory strategy on sustainability indices is,
however, the creation of standardised labels for benchmarks. Once again, second-degree
market failures explain this strategy. As benchmarks themselves may be subject to asymmetric
information, defining labels facilitates the aggregation and sharing of information concerning
the quality, in terms of ESG impact, of the indices that decide to adopt those labels. The 2018
amendments to the Benchmark Regulation have added two labels characterised by the
inclusion of objectives related to carbon emissions in the selection of the underlying assets.
The two labels differentiate themselves based on the ambition of the targets but they also
share many features.

Albeit with variable intensity, both types of benchmarks aim to reduce greenhouse gas
emissions. Therefore, they do not rule out investments in companies that release these gases
(Scope 1 emissions) or use energy that determines their release (Scope 2 emissions) or whose

38 See e.g. Euronext, ESG Indices, available at https://live.euronext.com/en/products/indices/esg-indices. In the
literature Myklebust 2014, and, on funding platforms more in general, Wendt 2017.

39 For an overview see Sustainable Stock Exchanges Initiative 2017.

40 See however High-Level Expert Group on Sustainable Finance (2018, p. 80) recommending stock exchanges
create dedicated segments for sustainable financial instruments.

4 For a list see Climate Bonds Initiative, Green Bond Segments on Stock Exchanges, available at
https://www.climatebonds.net/green-bond-segments-stock-exchanges.

42 See e.g. Euronext ESG Bonds.
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upstream and downstream value chains involve it (Scope 3 emissions)*. For equity
benchmarks, exposure to these companies is even mandated for an aggregate value that is at
least equal to the aggregate exposure of the relevant underlying investable universe (Article 3
Regulation (EU) 2020/1818)**. However, the investments allowed must have an intensity of
greenhouse gas emissions (for Scope 1, 2, and 3 emissions*) that is simultaneously (i) lower
than the investible universe and (ii) in line with a pre-defined decarbonisation trajectory of 7 %
on an annual basis (Article 7 Regulation (EU) 2020/1818). These two requirements guarantee
the overall high sustainability of the underlying assets, both from a backward-looking and,
respectively, a forward-looking perspective.

The most ambitious label, dubbed the ‘EU Paris-aligned Benchmark’, identifies benchmarks
selecting assets that, taken together, should allow the Paris Agreement target to keep the
global temperature increase well below 2 °C (and possibly 1.5 °C) above pre-industrial levels to
be reached (Article 3(1)(23b) Benchmark Regulation)?®. The intensity of greenhouse gas
emissions connected to the underlying assets shall be at least 50 % lower than that of the
investable universe (Article 11 Regulation (EU) 2020/1818). The benchmark is also subject to a
‘do no significant harm’ principle with regard to other ESG objectives, which entails the
exclusion of investments in critical companies. This includes companies producing controversial
weapons or that derive a predefined percentage of their revenues from activities related to
fossil fuels (Article 12 Regulation (EU) 2020/1818).

The other ad hoc category of benchmarks falls under the ‘EU Climate Transition Benchmarks’
label. In this case, the intensity of greenhouse gas emissions connected to the underlying assets
shall be, less ambitiously, at least 30 % lower than that of the investable universe (Article 9
Regulation (EU) 2020/1818). Just like EU Paris-aligned Benchmarks, EU Climate Transition
Benchmarks are bound to exclude certain companies, but the scope of the exclusion is
narrower (for instance, producers of controversial weapons are excluded but not companies
that derive their revenues from fossil fuels); they shall have a policy concerning additional
exclusions, however, and shall make that policy public with their methodologies (Article 10
Regulation (EU) 2020/1818). A soft-law provision has successfully encouraged the creation of
EU Climate Transition Benchmarks by asking administrators of significant benchmarks to
‘endeavour to provide one or more’ of such benchmarks by 1 January 2022 (Article 19d
Benchmark Regulation).

43 See Annex lll Benchmark Regulation.
4 For an explanation of the rationale see text accompanying n 9 above.
4> Scope 3 emission are included after the expiration of a phase-in period (Art 5 Reg. (EU) 2020/1818).

46 See also Recital 5 Council Decision (EU) 2016/1841 on the conclusion, on behalf of the European Union, of the
Paris Agreement.
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4. Stocktaking: market failures and how to address them

In this section, we take stock of the previous analysis and highlight some differences between
market failures affecting ‘traditional’ finance and their equivalent in the more recent world of
sustainability. This comparison will help us draw some policy recommendations.

4.1 Regulatory and market failures in the old and the new world — how
different are they?

The previous sections have shown the main features of the markets for sustainability ratings
and benchmarks. The failures that impact those markets are currently addressed by the
regulatory framework for benchmarks but not for ESG ratings. But how similar are the market
failures that affect traditional services and the comparable new services that relate to
sustainability? While asymmetric information and agency problems pervade both the old and
the new world, there are some differences that are worth pointing out in the limited space of
this paper.

One element to consider in this comparison is that market mechanisms may not work in the
same way as in traditional finance when one factors sustainability considerations into
investment decisions and, hence, into the dynamics of price discovery?’. This has some
remarkable implications on the ability of equilibrium market prices to approximate market
participants’ preferences. While in a traditional setting market participants will all look,
although with their own personal assessments and biases, at the discounted expected value of
an asset’s future cash flow, attention to ESG factors (particularly from an inside-out
perspective) introduces a set of preferences the diversity and variance of which are typically
higher than those focussing on risk/return considerations. This exacerbates the negative
consequences of asymmetric information because it reduces the ability of market prices to
protect weak market participants, such as retail investors, by enabling them to free ride on the
more sophisticated market participants that move market prices. This mechanism is one of the
main drivers of investor protection, not only on secondary markets (Armour et al. 2016) but
also during IPOs, where book-building mechanisms may support prices” ability to reflect
information“®.

In the ‘new world’, market prices still perform their role as aggregators of information, at least
under the paradigm of the efficient capital markets hypothesis. However, the statistical
dispersion of individual investors’ preferences around market prices will be higher, compared
to the ‘old world” where investor preferences are aggregated along a univariate variable. As the
previous analysis has shown, each investor can have her own preferences as to the ESG factors
to consider, and on the relative weight they should have. Therefore, redress through private
litigation may be hard to obtain and quantify. First, the legal presumption that the damage

47 For a thorough analysis see Steuer and Troger 2022, p. 19-23 and 29-31.
48 CJEU, C-910/19, Bankia, 3 June 2021, ECLI:EU:C:2021:433.
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suffered by any investor can be calculated on the basis of market prices even without proving
reliance on a misleading rating or benchmark — which is the basis of the fraud on the market
theory (FOMT)* —might be harder to defend, for the simple reason that market prices say little
about sustainability.

This brings us to a second connected element that exacerbates market failures in the
sustainability world, which is the weaker role that private enforcement can play in penalising
misleading information or misguided assessment related to sustainability factors. At least until
the regulatory framework starts to address these matters, the already weak role of civil liability
in policing information intermediaries (Picciau 2018) seems to be even more problematic for
sustainability-related matters. Not only may investors have to demonstrate reliance on ESG
ratings or benchmarks, but even quantifying the damage (or at least assessing such
guantification ex ante) for less-than-expected performance in any of the ESG factors will be
challenging (Lenzi 2021).

Finally, asymmetric information and agency problems may also be more intense in the realm
of sustainability because, at least for the time being, knowledge of ESG matters is not yet as
widespread in the investment chain as the well-established expertise in traditional finance
(Zetzsche and Anker-Sgrensen 2022). For this reason, justifying regulatory measures is easier
than in the traditional world. Unfortunately, this knowledge problem also affects policymakers,
not only because pooling the required expertise requires time and effort, just like in the
investment chain, but also because anticipating and quantifying the impact of rules fostering
sustainability may prove impossible (Zetzsche and Anker-Sgrensen 2022, p. 74). The risk of
regulatory failures suggests that, while regulation should play a crucial role, caution is
warranted in its design.

To be sure, some systems may be devised to tackle these shortcomings through private
ordering solutions. For instance, public interest litigation might play a role in enforcing
misleading ESG disclosure, ratings or benchmarks (Macchi 2021). Some forms of guarantees
that attach claims to the violation of predefined ESG targets may also facilitate ex ante
guantification of damages and partially address asymmetric information issues. This technique
is well-known in many markets for non-financial assets where guarantees support credible
commitments®® but it normally cannot support transactions on financial instruments where
investors look — as is the case in traditional financial markets — at the risk/return profile of the
product they buy. Transferring the risk of negative performance to the issuer would usually
contradict the very essence of the contract underlying the financial instrument. To be sure,
specific covenants such as negative pledges can support commitment to pre-defined
performance requirements but criteria that go beyond these instrumental metrics may be hard
to define and ascertain, also considering the nature of financial instruments as credence goods.

4 For an application to credit ratings see Picciau 2018.
%0 See in general Lambert 2017, p. 201.
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When performance instead relates to sustainability, nothing prevents the issuers from
committing to attaining pre-defined ESG targets and to paying damages when the targets are
missed. To be sure, the ability of such a remedy to fix the serious market failures we identify
above remains dubious, as the ascertainment of these targets will be subject, in turn, to issues
of asymmetric information which will make information intermediaries all the more necessary.

4.2 Learning from the past: ‘The $64,000 Question’ game show

The previous sections have explained why regulation should play a crucial role for sustainability
ratings and why it already does so for sustainability benchmarks. They have also highlighted,
however, that the risk of regulatory failures is quite pervasive. EU policymakers have been
careful not to create a form or regulatory licence that delegates asset quality screening to SRAs
or benchmarks administrators. The risk however remains that such dynamics will develop in
certain areas, including banks’ capital requirements.

Moreover, even in a context where no rules explicitly rely on ESG ratings or benchmarks, the
whole regulatory framework for sustainable finance provides strong incentives to resort to ESG
ratings services or to use sustainability benchmarks. Financial market participants need to
address the uncertainties when assessing sustainability-related information and will always use
synthetic indicators to manage the complexity of ESG metrics. While legal requirements on the
definition of ESG pillars and indicators can be streamlined and clarified over time, the cognitive
need to simplify complexity is here to stay.

Against this backdrop, there is little doubt that targeted disclosure duties can support financial
market participants and — ultimately — investors in the selection and handling of ESG ratings
(and benchmarks). Enhanced transparency on the crucial matters we have highlighted above,
and in particular for methodologies and conflicts of interests, is the cheapest and least intrusive
form of regulation that can help tackle asymmetric information and agency problems in the
market for sustainability ratings (and benchmarks).

The remaining question is whether the uncertainties surrounding ESG ratings and their quality
justify regulatory measures that go beyond mandatory disclosure. Policymakers are always
facing a conundrum in these contexts. On the one hand, strengthening the standards for the
provision of services can increase their quality. On the other hand, regulation comes at a cost
because it can have pervasive side effects in terms of barriers to entry and of implicit regulatory
backup. As to entry barriers, it is no coincidence that the most enthusiastic supporters of the
first railway regulations in the US were incumbent railway companies and similar dynamics can
of course develop elsewhere®!. As to the implicit regulatory backup, past reforms of credit
ratings that involved strengthened supervision have been criticised for underscoring the
importance of CRAs, thus offsetting the efforts to reduce reliance (Manns 2013).

51 Support by the ESG industry for stricter regulation is reportedly increasing: Kishan 2022.
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Luckily enough, regulators are in a better position than the players of The 564,000 Question’
game show (Enriques and Gargantini 2010). The choice is not necessarily between doing
nothing and quitting the regulatory game to avoid regulatory failures, on the one hand, or going
all-in with the full menu of possible measures, on the other. Other intermediate models are
available that can help address the conundrum.

The CRA Regulation model is certainly looming in the background and seems to provide a model
for most stakeholders, which is equal to raising the bet on ESG ratings. The commercial practice
of dubbing ESG ratings as ‘ratings’ may also contribute by creating an anchoring effect that
influences public debate in this regard. The results of the recent Commission consultation on
the ‘Functioning of the ESG ratings market’ show a strong preference not only for transparency
measures of the kind we have summarised above but also for more pervasive strategies and,
among these, an authorisation or registration system>2.

Viable alternative strategies that look at other models should therefore be considered. These
strategies could take inspiration from the regulation of financial analysts, with its lighter-touch
approach that differentiates depending on the nature of the analysts as an ‘expert” and its
reduced barriers to entry. In combination with this, recourse could also be had to self-
regulation and ‘comply or explain” models in the definition of methodologies and governance
requirements>. A wise policy agenda could start with this lighter-touch approach and then
assess its results. Should market failures persist after a reasonable time, a higher bet can be
made with a fully-fledged authorisation and registration system along the line of credit ratings.

52 European Commission (n 5), 4.
53 For a calibrated approach see Chiu 2022, p. 112-17.
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