Your Introduction to ESG & why
you need it within your financial
institution

You’ve heard of it, but what does it mean for your company? ESG stands
for Environmental, Social and Governance. ESG criteria are the foundations for which
‘Socially Responsible’ investment strategies are built; other terminology that’s
commonly used include ethical, sustainable and impact investing.
The proposed idea behind ESG criteria, when it was first introduced in 2006 by a UN
report, was to develop (socially and environmentally) sustainable investment options
(Atkins, 2020).
There are retions placed by governments to ensure some good practice, for example;
minimum wages/workers’ rights, pollution restrictions and taxes.
Unfortunately, laws cannot cover everything and leave many grey areas for
companies to exploit; a new incentive to practice good conduct is needed.
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At a glance, ESG as a concept can seem altruistic because maximising returns is no
longer the only objective. However, there are also strong financial gains to be made
from ESG analysis; we will discuss the reasoning for this in the following sections.

This whitepaper will cover the data and analysis behind ESG criteria and the
opportunities it creates for financial institutions.
Table 1: Breakdown of ESG factors
Environmental

Social

Governance

-

Pollution (GHGs, Water or Noise
pollution)
Animal Welfare
Water Usage
Energy Efficiency
Renewable Energy

-

Human Rights (Equality, Data Privacy)
Compensation
Community Engagement
Diversity
Labour Standards

-

Share-Class Structures
Corporate Accountability
Corruption
Ethical Business Practices

ESG is a complicated idea to quantify into a single number that can be assigned to a
company. A lot of data is involved and the data itself is not as easily acquired as
standard financial data.
This gap in information has become an opportunity for businesses to use their
analytical expertise as a decision support tool for ESG investing with 3rd party data
to support.
An example of this would be MSCI, which specialise in ESG researching and indexing
(MSCI, 2021). The breadth of interpretation there is for ESG ratings means each
company creates its indexes differently.
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How do you approach indexing
a company to gain an
understanding of how the
process could look?
Whilst ESG consists of
3 separate areas, each
one is not applied with
the same weight when
looking at companies
from different
industries.
For example, the
expected volume of
GHG pollution would
be vastly different for a
company in the mining
industry compared to
one in the software
industry.
Even within a single
sector, the size of the company itself needs to be taken into account. This problem
can be solved by dividing the emissions by something directly relevant to company
size like revenue.
The next area of assessment is understanding how the business in question handles
its risks. This is done by collecting publicly available data from as many sources as
possible as well as accounting for public controversies in the media.
Once the data has been gathered and organised, calculations can take place. A
percentage weight is assigned to each ESG risk (relative to the industry as previously
discussed) then scores are combined and normalised relative to its peers.
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The general consensus amongst the biggest banks and investment firms is that ESG
investing will gradually become standard practice in the future. There are several
initiatives being made by some of the largest corporations to make this happen.

Blackrock, for example, wrote a client letter in 2020 stating ‘every active investment
team at BlackRock considers ESG factors’ and that their goal is to have all active
portfolios ESG integrated by the end of 2020 (BlackRock, 2020).
They achieved this goal as announced in their 2021 client letter (BlackRock, 2021).

Goldman Sachs published a paper concerning their future in integrating sustainable
practises with their business (Goldman Sachs, 2020). They make a point of
improving the ESG data available to themselves and their peers in the industry.
Internally GS are developing a program called ESG Beacon that looks to unify ESG
data and externally they’ve have partnered with Linux to build a platform called
OS-Climate (OS-Climate, 2021).

JP Morgan are also advocating for better data as detailed in their ESG Report in
2020 (JP Morgan Chase & Co., 2020). Their report covered their GHG emissions,
renewable power use, energy consumption and water consumption.
JPM’s metrics are calculated using ‘well-reported and standardised data’ but they
emphasise that gaps do exist and more higher quality data is needed. They’re
looking to engage with the industry on this issue.

Wells Fargo released a document in July 2021 which did a deep dive into their ESG
data and the progress they’d made from previous goals. WF are keen to ‘deepen
efforts to build actionable views on climate change’,
All analysis of their ESG data is conducted within the company. (Wells Fargo &
Company, 2020)

Currently, ESG funds control a massive 1 trillion USD in assets and this number is
expected to continually grow in the future (Schwartzkopff, 2021).
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What are the risks associated
with ESG data? Do you have to
sacrifice returns in exchange
for ethical beliefs?
The most common perception of
ESG criteria is that it’s a way for
investors to take the initiative to
invest in companies that align
with their own values.
This is true and it will only become
more prominent as younger, more
socially conscious investors enter
the financial world. A
misconception about ESG
investing stems from thinking
you’d be sacrificing returns in
exchange for ethical beliefs.
The nature of ESG data is to analyse a company beyond its financial performance
therefore it is a way to approach risk management from an entirely new angle.
Companies that score well on the ESG are generally lower-risk investments, even
non-ESG funds will still use ESG assets (Webb, 2021). The following examples and
case studies provide some insight on why this is true.
Data security would be a social risk in the software industry, water management
would be an environmental risk in the beverage industry and managing conflicts of
interest would be a governance issue for an investment bank.
SASB (Sustainability Accounting Standards Board) explains that ‘effectively
managing these issues over the long-term will likely improve business performance
(Sustainability Accounting Standard Board, 2021).
This begins to show how ESG can be used as a tool, outside of direct financial
data/reports, that can help assess investment options.
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A case of when ESG data can be effectively utilised is when comparing two
prospective investment options that are doing very similarly in purely financial terms.
A deep dive into their ESG could reveal one of the companies does not practice the
correct safety conduct for their employees. Small details like this can end up
massively hurting the company in the future if an accident occurs.
Equifax, a credit reporting agency, had been flagged as having bad data privacy
management by MSCI. Their ESG report on Equifax in April 2017 labelled them as
‘vulnerable to data theft and security breaches’ (MSCI, 2017). In September of 2017,
Equifax announced a data breach that exposed the personal information of 147
million people (Federal Trade Commission, 2020).
Deepwater Horizon was an oil rig owned by BP, it exploded in the Gulf of Mexico in
2010 due to maintenance misconduct. Previously there had been concerns about
ESG for the company. According to Dr. Giese a director at MSCI’s applied equity
research team, ‘low ESG ratings foretold trouble ahead at BP’. (Potter, 2018)
On the 18th of September 2015, Volkswagen admitted that they had installed devices
that cheated federal emissions tests in 11 million of their vehicles; they were forced
to recall 482,000 cars. MSCI had noted a deterioration of VW’s governance practices
and they were removed from an ESG index in May 2015. (MSCI, 2015)
Facebook's data privacy issues went under the radar of ESG ratings providers before
the Cambridge Analytica scandal; many ESG funds held equity in them prior. This
brings to light some of the issues of ESG ratings.
The data collected to assess ESG companies is not always complete and it can
come from many different sources; inconsistencies and inaccuracies can occur.
Also, being able to identify risks is not the whole process. The estimated probability
of the events that occurred were low enough that they did not affect Facebook's
overall score.
Another issue with the rating is how it’s possible that the Environmental score
overshadowed Facebooks Social/Governance scores. Similar to standard investment
analysis, ESG is a decision support tool as opposed to a guaranteed prediction of the
future. (Shibata, 2018)
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ESG Data: Sources, Availability,
Reporting
With the growing demand for ESG
investment options, governments
and companies alike are having to
adapt. The UK government itself
has set a policy requiring them to
produce ESG reports for all central
government procurement (BDO,
2021).
Recently S&P Global launched a
public site offering access to their
scoring of 9,200 companies making
it one of the largest coverages of
ESG scores publicly available. (PR Newswire, 2021).
The path is being set such that eventually, the vast majority of companies will have
to publish their ESG data.
This will create a huge opportunity for investment management companies &
financial institutions to have open access to the data and provide analytics to the
companies that need it.
Currently, mostly large-cap businesses publish data that is freely available like the
aforementioned Wells Fargo.
Wells Fargo carry out their analysis in-house, therefore Bayezian can help drive
forward their ESG strategy by sourcing third-party data & ESG reporting to save time
& resource for our clients, this strategic partnership can be rolled out across any
institution that is considering ESG but doesn’t have the resource.
A use case could be using data collection, to gather employee sentiment about a
particular company (the Social part of ESG).

Page 7

© Bayezian 2022

www.bayezian.com

The 1st step would be to capture employee sentiment using social media data from
sites like Twitter, this will help gauge from a direct source how content they are in the
workplace. Another option is to create custom surveys for our clients which they will
email to employees of the company. Bayezian would then conduct a deep analysis of
the results and report them to said client.
Table 2: Potential ESG Data Sources
Company

-

Data Source
Company Website

-

Type of Data
Self-Report

-

ESG in Annual
Report

-

ESG Statistics

NGO’s

-

Website Report

-

Third-Party ESG
Statistics

Public

-

News
Social Media
Company Reviews

-

Real-Time Information

Data quality can vary, as mentioned earlier in the paper, leading to inconsistencies in
results. Amongst other things, this causes great variation in rating agencies’ ESG
evaluations of the same company (Edmans, 2020). Some data quality factors are as
follows:
● Bias – Results could potentially be skewed to show the company in a better
light. When collecting data from the company directly, this must be kept in
mind.
● Source Diversity – ESG data, unlike common financial data, is not always
easily available. Third-party data is often used in tandem with first-party data
even by the biggest ESG ratings firms. It is important to collect from various
sources to ensure you are getting rid of bias and smoothing out errors.
● Update Frequency – When using first-party data, the most common source is
the company’s ESG section in their annual report. The low frequency of newly
published data means it’s usually advisable to utilise alternate forms of data
sources like media reports and third-party analytics.
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ESG & Data Science from
Bayezian: Creating Actionable
Insights
There is no single way to
approach ESG data analysis. As
mentioned earlier, even the largest
ESG rating platforms can vary
significantly between each other
when assessing the same
company.
This is largely due to the
subjectivity in weighing the
components of ESG and the
different data sources acquired.
As a result, we will focus on the options there are for pure analysis and reporting
strategies.
The Department for Environment, Food and Rural Affairs (DEFRA) has a document
stating guidelines concerning ESG reporting. Their goal is to help companies report
on ESG because at the moment only larger companies effectively do so due to the
complexity of it with 22 environmental KPI’s and environmental impacts of supply
chains/products are set out in this paper.
Bayezian is able to effectively report on companies existing KPIs and maybe
introduce additional ones the client had not considered. (DEFRA, 2010)
Suppose we take on a client that provides us with their ESG data, this could take the
form of spreadsheets containing quantitative data, HSE system information, and
emails to HR.
The latter is heavily qualitative, meaning a system would have to be set up to
condense and quantify it to be usable in analysis. There’d be manual data
management and cleaning involved to prepare the data.
A common and effective way to present data analysis is to create dashboards, this
can be applied to ESG analysis with a focus on KPI’s.
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Using software like R, Power BI or Tableau could be a useful addition to a dashboard
by creating visualisations of the findings. Sourcing third-party data is also an option
that would ensure Bayezian covers all bases of ESG in enough depth.
At the highest level of our analysis, Bayezian could deploy advanced forecasting
methods using Python or utilise machine learning methods with R.
Forecasting and machine learning is useful to ESG analysis for tasks such as
predicting CO2 emissions in the future or creating models that will analyse what
keeps employees happy.
When it comes to ESG analysis, it’s clear that there is so much ground to cover that
it’d be rare for a non-large cap firm to be able to handle everything. A lot of resources
and dedicated analysts are required to cover the entire scope of ESG reporting.
This is where Bayezian can step in to create meaningful insights which will create
high-impact results. Companies will be able to outsource to them their ESG reporting
requirements and provide their data.
In return, Bayezian will provide them with data science expertise in order to create
the highest standard of ESG analysis and data visualisations possible.

Applications of ESG Analysis:
Asset Management
A sector of finance in which ESG has had particularly sharp growth is asset
management (Cobalovic, Mina, & Mullen, 2021). AMCs (asset management
companies) make investments in tangible or non-tangible assets using funds pooled
from their client(s). Important factors to account for when managing funds are
reducing costs, risks and service time whilst increasing profitability.
Their first priority is always going to be getting positive returns but this doesn’t
necessarily conflict with using ESG criteria when screening investment opportunities.
As mentioned previously, ESG oriented investments have an overall lower risk. As the
recognition of ESG criteria grows, its integration into investing does as well. It’s
possible that in the coming years we will see investment strategies evolve such that
incorporating ESG factors becomes standard practice (CFA Institue, 2022).
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Directly related to being lower-risk opportunities, ESG funds have proven to be more
resilient to extreme stress. S&P Global Market Intelligence analysed 26 ESG funds
with more than $250 million in assets under management.
They found that during the COVID-19 period from early March 2020 to March 2021,
19 of the 26 funds outperformed the S&P500. The 19 companies ranged from a
27.3% to 55% increase compared to the S&P500’s 27.1% (Whieldon & Clark, 2021).
Having established the benefits of ESG, we now need to understand how an AMC
would construct an ESG fund/portfolio and how to best carry out analysis on ESG
data to support this.
To be able to carry out ESG analysis you first need to source ESG data which is far
less accessible and organised than standard financial data. Table 2 shows potential
data sources if an AMC wants to task its own employees with finding data. The other
option is to buy data directly from a data vendor given that there are enough funds
available to do so.
EY’s research found that out of ‘60 of the largest financial services firms across
Europe and the US, most companies use between 2 and 5 different providers’ –
some used up to 10 (Zehetmayr & Brandau, 2021). From this, we see there is a huge
market for ESG data due to how demanding the process of collecting it first-hand
can be. An example of this would be how XDI sells physical risk data which can be
used in climate risk modelling (XDI, 2021).
Once an AMC has acquired the data they need, there are various avenues it could
take in terms of analysis.
Sentiment analysis is projected to become an increasingly significant part of ESG
data analysis. It can be used to gain an understanding of stakeholders’ views or even
be used as a tool to help predict price movements in stock (Alva Group, 2021). As a
brief overview, sentiment analysis works by turning positive, negative or neutral
sentiment from a chosen demographic into a quantifiable value.
The idea is simple but the machine learning required to carry this out can quickly
become very involved due to the complex nature of human communication. Generic
research into how stakeholders feel is far too slow at the moment and it cannot keep
up with current affairs (which stocks, in particular, are very sensitive to). A fully
functioning sentiment analysis model would be an invaluable asset to an AMC,
especially to any of their actively managed portfolios.
Another route an AMC could take when utilising ESG data is to create their own
internal ESG scoring index. This would be used as a way to sort companies as
potential investment opportunities by how well they adhere to good ESG practice.
The alternative and more standard approach is to buy access to ESG ratings from
vendors in the same way you’d buy ESG data.
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However, there are downsides to this compared to building a model internally. An
AMC would ideally use a model that is tailored to the industry/market they’re
interested in allowing each firm to have a uniquely calculated ESG score. It is already
known that there is a lack of correlation between ESG scores; two vendors could
have very different takes on a particular firms score (Scherpenzeel & Hoff, 2022).
There is no standard methodology for creating ESG scores hence very little use in
comparing against different vendors.
When buying ESG rating data, the weightings of E, S and G will not always be
transparent hence the fund managers/analysts would be making decisions based on
information they don’t fully understand. This can then lead to sub-optimal decisions,
overall resulting in reduced returns. Building a team of modellers and data scientists
to build an in-house ESG scoring system would inevitably have a high impact on
positive returns for an AMC.
Finally, there is also the option for an AMC to use climate risk modelling as a
decision support tool in choosing potential investment strategies. There are two
types of climate risk: physical and transition risk. Physical risk entails events such as
sea levels rising, droughts or wildfires. Transition risk can include changes in
government policy in relation to carbon emissions (carbon tax), technological
changes (moving towards electric vehicles) or land use. A companies susceptibility
to these types of risks are very dependent on their industry and physical location.
Climate risk modelling is very data-intensive: ‘methodologies are contingent on this
ability to collect, format and process very large amounts of new climate-specific
data’ (Basel Committee on Banking Supervision, 2021). An AMC could collect data
internally and then fill the gaps using data vendors.
Once the data has been collated, an AMC may want to start building climate change
scenarios and then subject the firms to stress tests under these scenarios. The
information gained from this would be used to determine how an investment may
fare in the long term as we enter a new low-carbon economy.
Evidently, there is opportunity to harness ESG data on an unprecedented scale and to
great effect. The sole limiting factor is the number of resources an AMC would be
willing to commit.
Accenture states that ‘Properly sourced third-party partners can play a meaningful
role in addressing talent gaps, whether that involves outsourcing data analytics
needs to consultant companies or looking for staff to augment existing teams, either
for training or for additional eyes and hands on the data.’ (Accenture, 2021)
An AMC that commits an abundance of resources towards carrying out ESG data
analysis will find themselves gaining an upper hand in the financial markets as
everyone starts to adopt ESG.
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About Bayezian
Bayezian combines academic
excellence and industry expertise to
inspire smart people to do amazing
things with data.
At Bayezian we recognised that
Artificial Intelligence has the
potential to improve humanity for the
greater good.
Today, many organisations are
starting out on their journey and are
looking beyond the hype by focusing
on the benefits gained from the
interdisciplinary fields of Statistics, Data Science & Machine Learning.
We found that there was a significant skills gap within the industry, in particular in
early engineering and data ideation (the first mile), throughout projects (the journey)
and in deployment (the last mile.)
So we created Bayezian and the Bayezian Incubator to launch and accelerate early
careers to help bridge this ever-increasing skills gap. We ideate, build, deliver and
operate, taking ideas all the way from initial idea to real-world impact.
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