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CONSOLIDATION OF THE ESG RATING INDUSTRY AS ENACTMENT OF
INSTITUTIONAL RETROGRESSION

Abstract: Since the late 1980s, a plethora of Environmental, Social and Governance (ESG)
rating agencies have sprung up, developing new rating methodologies to meet the (new) needs
of concerned investors and to help companies to improve their CSR performance. Since 2005,
the industry of ESG ratings has witnessed an important number of both national and cross-
border consolidations. Based on a set of 37 interviews and secondary data, the paper reveals
growth strategies of ESG rating agencies and explores the driving forces and impacts behind
this wave of consolidation. Our focus is on four ESG rating agencies based in the United
States, the United Kingdom, France and Switzerland. We have found financial motivation to
be the main driver of consolidation. Additionally, and according to the perceptions of the ESG
experts interviewed, a decrease in employee motivation coupled with a decrease in the quality

of ESG research was observed to be one of the negative impacts of consolidation.

Keywords: ESG rating agencies, growth strategies, industry consolidation, socially

responsible investing.



INTRODUCTION

Over the past two decades, with the global spread of the Socially Responsible Investment
(SRI) movement, the importance of Environmental, Social and Governance (ESG)rating
agencies has become more pronounced among investors who are interested in screening
companies based on non-financial criteria. The emergence and further evolution of these
rating agencies as new institutions resulted from the convergence of interest of various
stakeholders of the Corporate Social Responsibility (CSR) field (Avetisyan and Ferrary,
2013) such as investors, companies and regulators.

ESG rating agencies provide investor-solicited and company-solicited rating services,
corporate research, compliance and consulting services analogous to those provided by a
credit rating agencies—but with a focus on ESG criteria.

While the research publications addressing credit rating industry encompass rich investigative
work emanating from scholars (with various disciplinary approaches), journalists, freelance
authors, self-reflecting practitioners and consultants, the research on ESG rating industry is
relatively less diverse and developed, despite several publications in Academy of
Management Journal (Graves and Waddock, 1994; Thomas and Simerly, 1995; Turban and
Greening, 1996; Berman et al., 1999; Johnson and Greening 1999), Strategic Management
Journal (Waddock and Graves, 1997b), Journal of Management (Ruf et al.,1998) Although
these publications were an important step in legitimizing ESG data in the academic
community as indicators for the measurement of Corporate Social Performance (CSP), ESG
rating agencies still lack the merit being the focus of sustained research topic in management
scholarship as compared to consulting firms. Given their visible influence on the behaviour of
investors and companies (Slager et al., 2012).

and have paid even less attention to the origins, historical evolution and growth strategies of
ESG rating agencies and industry structure in general, which is much needed to improve our
understanding of the development of this industry and of how different growth strategies
explain current consolidation trend and its impacts.

This paper attempts to give the first overview of growth strategies of ESG rating agencies and
therefore explores the driving forces and impacts of current consolidation trend.

In the remainder of the paper, we first do a literature review on ESG rating agencies. In this
part we also present growth strategies and consolidation of a parallel industry of accounting

and management consulting firms. We then outline the methods of our study, which comprise



cases selection, research methodology, data collection and analyses processes. In the section
that follows, we give a brief description of our cases and present their revenue models, which
partly explain their choice of growth strategy. Later, we present and relate our findings to our
research questions and compare them with accounting and management consulting industry.
We conclude with final comment on positive and negative impacts of consolidation and give

avenues for future research.

LITERATURE REVIEW

ESG rating agencies

The last two decades have seen a growing interest in socially responsible investing (SRI) by
individual and institutional investors (Hutton and d’Antonio, 1998; Schueth, 2003; Johnsen,
2003; Vallentin, 2003; Sparkes and Cowton, 2004; Hill et al., 2007; Fieseler, 2011). This
trend has had two main consequences. On the one hand, firms have become much more
sophisticated in their communications regarding ESG topics (Hockerts and Moir, 2004;
Morsing and Schultz, 2006; Vandekerckhove et al., 2008). On the other hand, we have seen
the emergence and evolution of specialized ESG rating agencies (Koellner and Weber, 2005;
2008; Collison et al., 2009; Scalet and Kelly, 2010; Delmas and Blass, 2010).

We use the term ESG rating agencies as an umbrella term intended to cover a number of
similar terms. Often, ESG rating agencies are also referred to as CSR) rating agencies
(Avetisyan and Ferrary, 2013; Scalet and Kelly, 2010) or social rating agencies (Arjalies,
2010; Chatterji and Toffel, 2010; Chatterji et al., 2009; Igalens and Gond, 2005). We realize
that there are subtle differences between the ways in which these terms are used. We will look
at the different philosophies of those organizations in the ‘data description’ section. However,
for the majority of the paper, we will use ESG rating agencies as our umbrella terminology.
In the research community, especially KLD Research & Analytics Inc. (hereafter referred to
as KLD) data, has been widely used in academic studies of CSR and SRI (Graves and
Waddock, 1994; Brown and Perry, 1994; Berman et al., 1999; Waddock and Graves, 1997,
Ruf et al., 1998). According to Harrison and Freeman (1999), KLD Social Ratings data is the
most frequently cited source of CSP in academic researches, and it has been quoted as being
‘the de facto research standard for measuring CSP’ in academic research (Waddock, 2003).
Chatterji et al. (2009) suggest that KLD’s social and environmental ratings are among the

oldest and most influential and, by far, the most widely analyzed by academics.
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Meanwhile, skeptics argue that ESG ratings cannot truly discern which firms are socially
responsible, and that such ratings result in metrics that are often invalid and can be misleading
to stakeholders (Entine, 2003a). As such, Vogel’s 2005 study, which compared returns of the
KLD Domini 400 Social Index and the S&P 500 (between May 1990 and June 30+ 2004),
revealed that KLD outperformed S&P, but this difference is largely attributable to the
industries in which the fund invested; there was no evidence of a social factor. Moreover,
according to Galbreath (2013), the governance dimension of the KLD database appears to
lack a robust assessment of dimensions considered critical in the literature. Finally, raters are
accused of 1) giving high marks to firms that are later more likely to be embroiled in scandals,
and 2) relying upon often unreliable, anecdotal, and highly interpretable data (Entine, 2003a,
2003b).

However, whether their measurements are accurate or not, ESG rating agencies undoubtedly
influence the behavior of firms and investors. Addressing ESG issues has become a point of
interest as a risk-management concern for investors, shareholders and governments; for firms,
addressing these issues has become an emerging part of competitive strategy (Galbreath,
2013). If in the early 1990s, the majority of companies were not interested in CSR and SRI
conversations, over time they started to value their ratings and communicate about the subject
both internally and externally (Slager et al., 2012). The investment community in particular
sees ESG as important, because ESG issues are increasingly seen as being financially
‘material’ to an investment portfolio (Richardson, 2009), and ESG criteria is considered to be
a crucial value for success (Hart and Milstein, 2003, p. 57) while investors are looking for
greater transparency in relation to a firm’s performance (Harrison and Freeman, 1999).

From theoretical perspective, recent studies used ESG data to advance the theorization of the
institutional dynamics of CSR standardization, shedding a new light on this dynamics, the
tensions that structure each level of analysis, and the interrelationships between
standardization processes across levels of analysis. Other studies explored the role of CSR
rating agencies in the institutionalization of the CSR field and investigate historical
construction of certain CSR rating agencies by mobilizing prior sociological and historical
works on calculative practice, commensuration and measurement (Gond and Avetisyan, 2014,
Avetisyan and Ferrary, 2013).

We now turn to present growth strategies and consolidation of accounting and management

consulting firms.



Growth strategies and consolidation of accounting and management consulting firms
Mergers and acquisitions have become an increasingly common way of growth for auditing
and management consulting firms since 1980s. During this period, management-consulting
firms grew faster than the economy as a whole in many Western nations (Kipping and Clark,
2012) and the field became even more attractive for accounting firms, which were already
providing ‘management advisory services’ to their clients.

Meanwhile, in the first phases of their development accounting firms adopted an external
growth strategy through partnerships or by forming alliances with local firms, except Arthur
Andersen, which expanded organically by opening its own offices internationally. Around
1980s Arthur Andersen (renamed Guy Barbier at that time) acquired GPA (Peyronet
Gauthier) in order to obtain a number of large French clients. Arthur Andersen, from its
formation had seen itself more as a provider of business advice than as a mere accounting
firm, which differentiated it from other accounting firms and contributed to its rapid growth
(McDougald and Greenwood, 2012). The fact that five of the top ten management-consulting
firms in the nation were accounting firms raised the potential conflict of interests as auditing
firms were providing consulting services to the same clients. In the 1980s, all the auditing
firms of Big 8 used acquisitions to face strong competitive pressures but also to push further
their growth strategies (e.g. Price Waterhouse merging with BEFEC in 1989 and Deloitte
merging with Calan Ramolino in 1997). To accelerate growth of its consulting activities and
access new client segments in the United Kingdom, Price Waterhouse acquired Urwick Orr
and Partners in 1985 (Jones 1995, pp. 314-315). Auditing firms entering new markets had to
grow quickly to reach a size at which their operations would be cost-competitive with
incumbent firms if they are to survive (Garnsey, 1998; Porter, 1980; Shane, 1996).

In 1987, the Big 8 transformed into Big 6 when Ernst & Whinney merged with Arthur
Young to form Ernst and Young, and Deloitte, Haskins & Sells merged with Touche Ross to
form Deloitte & Touche. More than a decade later, in 1998 the Big 6 became the Big 5 when
Price Waterhouse merged with Coopers & Lybrand to form PricewaterhouseCoopers.
Downplaying their roots in accounting and portraying themselves as a different type of
advisory firm, the Big 5 began rebelling themselves as ‘business advisory firms’,
‘multidisciplinary practices’ or ‘professional service firms’ (Hining et al., 1999). Finally, the

Big 5 became the Big 4 after the demise of Arthur Andersen in 2002 as a consequence of



Enron Scandal.

Kipping and Clark (2012) summarized three main possible arguments in the academic
literature to explain the wave of mergers in this industry: 1) large size, which enable firms to
spread the costs involved in the development and deployment of new technologies, 2) the
growing sophistication of clients, especially the growing number of international and

transnational clients, 3) firms’ difficulties to position themselves as number one.

Regarding the literature on consolidation of accounting and management consulting firms, a
recent study by Francis et al. (2013) revealed concerns raised by high-profile reports in the
United States, the United Kingdom, and the European Union over the concentration of supply
by the Big Four accounting firms, and the potentially adverse effect this concentration may
have on audit markets and the quality of audits in these legal jurisdictions (European
Commission, 2010; General Accounting Office 2003; Government Accountability Office,
2008; House of Lords, 2010; Oxera, 2006, 2007; United States Treasury, 2006, 2008).

The report from the General Accounting Office (GAO, 2003) states that audit quality is
considered to have fallen by some measures in the past years, although not as a result of fewer
audit firms. Linking audit quality to consolidation has been difficult, and the results have been
inconclusive. The report of Government Accountability Office (2008) continued to warn of
potentially negative effects resulting from market concentration. Meanwhile, Henry Paulson,
the Secretary of the U.S. Treasury (2006-2009), mentioned that “The Big Four firms dominate
the industry in terms of revenues and professional staff; the remaining accounting firms face
significant barriers to competing with the Big Four, at a time when auditors are in real
demand.”

This situation raised several questions about the credit-rating industry’s sustainability and
effectiveness, given the importance of accounting to the U.S. financial system (United States
Treasury, 2006), and it led to the formation of an ad hoc committee to undertake a
comprehensive assessment of the accounting profession (United States Treasury, 2008). The
final report showed a continuing threat posed by Big Four dominance, and it recommended
actions be taken to reduce the barriers that limit the growth of non-Big Four firms (United
States Treasury, 2008, Sec. VIII: 4).

The second stream of literature on auditing-market consolidation studies the positive and

negative effects that the mergers of accounting firms have, and have had, on competition,



mainly relating to the Big Eight mergers of 1989. In regards to possible negative effects,
Hermanson et al. (1990) were among the first academics to outline the antitrust
considerations. The paper concluded that if the mergers were not opposed by the Justice
Department or Federal Trade Commission, there would be significant effects on competition,
clients and other Certified Public Accounting (CPA) firms. It also argued that the price
competition was likely to decrease, and that some domestic clients may decide to switch from
the largest firms to national, regional or local firms, resulting in a resurgence of these smaller
firms (Hermanson et al., 1990, p. 15). Tonge and Wootton (1991) highlighted the positive
effects of consolidation and found that the mergers would not necessarily result in less
competition and higher prices. Still other studies have found little evidence to support the
view that the 1989 mergers had any effect at all on competition (Menon and Williams, 2001;
Iyer and Iyer, 1996).

Finally, the research on audit industry consolidation has paid attention to the study of the
impact of the consolidation on the audit market share (Dunn et al., 2011, Hogan and Jeter,
1999, Danos and Eichenseher, Feldman, 2006). Particularly, Dunn et al. (2011) show that
while overall market concentration increases, the market shares of the Big Four are more
equal than were the market shares of the Big Five prior to the consolidation. However, the
authors’ findings also suggest that the largest four clients in each market they examined are
more likely to share the same auditor after consolidation, which suggests that the largest
clients face constrained choices. Similarly, the study of Hogan and Jeter (1999) provide
evidence that the market leaders continue to increase their market shares, while Big six firms

with smaller market shares lose market share over time.

While several above-mentioned academic and governmental reports uncovered the growth
strategies and impacts of consolidation of the credit rating industry from different
perspectives, most of the research on ESG rating agencies is focused on the measurement of
companies’ CSP, on exploring methodology and ranking criteria (Chatterji et al., 2009;
Igalens and Gond, 2005; Wood and Jones, 1995). No attempt has been made to date to
uncover growth strategies and consolidation determinants in the ESG rating industry. A
notable exception is the Rate the Raters report, wherein the authors reinforced this blind spot
by arguing that the financial non-viability of many ESG ratings, and the current inadequate

demand and funding for the number of ESG ratings have contributed to the consolidation in



the market (SustainAbility, 2010). The authors of the report point out the likelihood of a
greater demand for fewer, higher-quality ESG ratings in the future, and predict that the market
will settle on a few ‘winners’ in different ratings types. This lack of research might be due to
the relatively recent appearance of the phenomenon, the lack of statistical data, and the non-
transparence of ESG rating agencies regarding their growth strategies and motivations behind
these strategies. This study seeks to overcome this gap by uncovering growth strategies of
ESG rating agencies and providing evidence regarding the driving forces and impacts of

consolidation in the ESG rating industry.

METHODOLOGY AND DATASET

Research Method and Cases Selection

Drawing on Eisenhardt (1989) and Yin (2003), we have undertaken a multi-case-study
approach by focusing on four ESG rating agencies located in Europe and the United States to
explain the consolidation of the industry; the evidence from multiple cases is considered more
compelling, making the overall study more robust (Yin, 2003). Qualitative research is
required when the purpose of the study is to increase understanding of a phenomenon about
which little is known (Ghauri and Grgnhaug, 2005), which is the situation of the present
research. The focal phenomenon, namely growth strategies and the consolidation of the ESG
rating field, have not been explored yet. Moreover, Lee (1999, p. 43) argues that qualitative
research is appropriate when contextualization and vivid description under study is important.
The four cases were chosen following theoretical sampling (Eisenhardt, 1989; Yin, 2003). All
rating agencies had to have an international reach in regards to both clientele and the
companies they rate. We selected two ESG rating agencies that have been particular active in
industry consolidation: Morgan Stanley Capital International (MSCI), which has acquired two
leading U.S. ESG rating agencies namely Innovest Strategic Value Advisors (hereafter
referred to as Innovest) and KLD; and the French agency Vigeo, which has acquired Arese,
Stock at Stake and Avanzi SRI Research. These two examples were then compared with two
ESG agencies that have not acquired other rating agencies: the Swiss-based Sustainable Asset
Management (SAM) and the U.K.-based Ethical Investment Research Services Ltd (EIRIS).

Over the past decade, these four rating agencies together have been the most active



international players in the ESG rating sector. Table 1 outlines the key descriptors and growth

strategies of studied ESG rating agencies.

Data Collection and Analysis

Interviews were chosen as our primary source of data, as they allowed us to elicit information
that was complicated, sensitive and firm specific. Additionally, interviews enabled the
interviewer to probe for further elaboration of answers and attitudes (Ghauri and Grgnhaug,
2005).

In order to avoid ‘company bias’ answers and to correspond with the research’s main
interests, we adopted a multi-perspective approach by choosing two levels of interviewees to
include 1) key individuals of ESG rating agencies and 2) experts and professionals of the ESG
rating domain including Sustainable Development Managers and Corporate Affairs and
Sustainability directors of companies rated by those agencies (see Appendix A). The rationale
for the choice of informants was to have a broad range of interviewees in order to collect
pluralist data describing competing versions of reality (Pettigrew, 1990).

During the semi-structured interviews, people referred to other ESG agencies and data
providers; we mentioned this information in our analysis, but they are not the parts of our
focal cases (e.g., BMJ Ratings, EthiFinance, Bloomberg, Thomson and Reuters). All
interviews were taped and later transcribed and coded according to key issues of the research
objectives. The quotations that appear in this study come from transcripts; however, certain
details were removed to maintain confidentiality of information.

The evidence gathered from interviews—together with Rate the Raters report, Guides to
Sustainability Analysis Organizations published by ORSE (2005, 2007, 2012), press releases
and data provided in official websites of these ESG rating agencies—was triangulated in a
conscious attempt at data-quality improvement.

In this research, we used the qualitative analysis software QSR® NVivo as a tool to assist
with the coding process. The iterative work between first and secondary sources of
information allowed us to develop appropriate themes and later reduce those themes to more

precise categories (Miles and Huberman, 1994; Yin, 2003). Consequently, codes and sub-
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codes were created for driving forces and impacts with some later refinements as new

important issues emerged (see Figure 1).

DATA DESCRIPTION
This section provides data on the four rating agencies that we studied. It gives a brief

historical review of each case and outlines their business models.

Ethical Investment Research Services — EIRIS Foundation

EIRIS is the oldest rating agency researched in this study. It was founded in 1983 as a not-for-
profit organization in the United Kingdom and is a wholly owned subsidiary of the EIRIS
foundation. It has kept this organizational status, which underlines its ambition to provide
independent research and be somewhat removed from and reflective of the shareholder-value-
maximization goal of most investors.

EIRIS began its work with the goal of informing churches and charity organizations about the
ethical dimensions of their investments, and the intention of helping them put their principles
into practice when investing their pension funds and other assets. Over the years, EIRIS has
expanded its client base and, among other things, it provides research for the FTSE4Good
index. The EIRIS revenue model is geared toward investors, to whom it provides data on 300
indicators for over 3300 FTSE-listed companies worldwide, including emerging markets.
EIRIS does not accept fees from companies that it rates (i.e., company-solicited ratings or
ESG-related consulting services) and considers it as a conflict of interest.

As a registered charity, Eiris’ profits are either reinvested in the subsidiary to further develop
research capacity and expertise, or they are distributed to the charity so that it may continue
its public information and grant-giving role. As apparent from the EIRIS Foundation Report
and Account financial document and the Responsible Investment Platform, EIRIS turnover
stalled in 2009 and 2010 (see Table 2), while profits fell. For this reason, EIRIS had to cut

down its annual Gift Aid payment to the EIRIS Foundation.

11



Morgan Stanley Capital International - MSCI ESG Research Unit

In contrast to the other three case companies, MSCI joined the rating agency sector quite late
in the game. MSCI goes back to the Capital International Indices, which were first published
in 1968. They were acquired in 1986 by Morgan Stanley and were rebranded as Morgan
Stanley Capital International. In 2010, Morgan Stanley spun off MSCI in an Initial Public
Offering (IPO). Over the past decade, MSCI has grown through a number of high-profile
acquisitions of investment-risk metrics providers.

MSCI is a provider of decision support tools for over 2400 institutional investors, including
some of the world's most influential mutual funds as well as a broad range of investment
managers, pension funds and hedge funds. Today, MSCI is one of the leading providers of
investment indices, competing with firms such as FTSE, Standard & Poor’s and Dow Jones. It
is also competing with brokerage research organizations such as Bloomberg, which decided to
enter this market by launching its own sustainability ratings. MSCI’s index-related revenue is
based on fees paid by investors who peg their funds to that index.

MSCI entered the ESG market by acquiring RiskMetrics, which enabled it to obtain the
knowledge, capabilities, methods, and client bases of the two rating agencies that created and
dominated the SRI sector since the 1990s. This is because RiskMetrics, in 2009, had
consolidated the U.S. ESG-rating-agency sector by acquiring two industry pioneers: KLLD and
Innovest (see Figure 1). Based on the methodologies and client bases of these two firms,
MSCI has been able to build a leading ESG rating presence.

Given that ESG ratings represent only a small part of MSCI’s turnover, no separate data is
available on turnover and profitability of this unit. However, a close reading of MSCI’s
Annual Report gives some indications as to the probable size of its ESG business. MSCI
reports a rise of $13,200,000 in turnover due to the acquisition of RiskMetrics. Given that
KLD and Innovest were subcomponents of RiskMetrics, it can be assumed that neither KLD

nor Innovest were much larger than Vigeo or EIRIS in 2010.

Vigeo
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Vigeo was founded in 2002 as a limited company under French law. It followed a similar
approach to MSCI by deciding to acquire France’s ailing rating agency Arese. In response to
SAM forming a partnership with Dow Jones, Areése launched Advanced Sustainable
Performance Index (ASPI Eurozone) in partnership with STOXX. Vigeo draws on a diverse
set of stakeholders that is meant to represent the different interests of a firm’s stakeholders. It
is a privately held company owned by financial managers and pension funds (47%), trade
unions (27%), and some of the companies that it rates (26%). In 2013, Vigeo launched an
index family with the world’s largest exchange group, New York Stock Exchange Euronext.

In order to diversify revenues, Vigeo also offers company-solicited ratings (provided by
Vigeo Entreprise) in addition to the investor-solicited ratings (provided by Vigeo Rating) that

are the main source of Vigeo’s revenues.

Despite the diversification of revenues, Vigeo has not always been able to produce profits
(see Table 3). As stated in Vigeo’s annual reports, the company has only had four positive
years. For the majority of its existence, Vigeo has reported considerable losses. Turnover-

wise, Vigeo is roughly the same size as EIRIS.

Sustainable Asset Management (SAM)

The last case of our study is SAM, created in 1995 by Reto Ringer, a Swiss investment
banker. SAM’s business model differs somewhat from those of traditional ESG rating
agencies in that SAM is primarily carrying out research on its own behalf. It offers investment
funds in areas such as clean energy, sustainability or water.

Provision of data to third parties came only as an afterthought, and was a response to demand
from the marketplace. In 1999, SAM became the first ESG rating agency to join into a
partnership with an existing index provider when it launched the DJSI.

The philosophy of SAM is its focus on sustainability and the future impact of companies’

actions, rather than a focus on companies’ past social responsibility. SAM looks on
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sustainability from business and investor perspectives, trying to see how sustainability adds

value to companies.

GROWTH STRATEGIES OF ESG RATING AGENCIES

Most ESG rating agencies started out on the national level (e.g. Vigeo began its existence
with a focus on the French market, EIRIS had its roots in the United Kingdom), catering for
the local investors by rating firms in that region. However, soon ESG agencies began to reach
out to other markets, both in terms of investors and in terms of firms being rated. Based on
our data analysis, three types of growth strategies have emerged: organic growth,
partnerships, mergers and acquisitions. These three strategies are briefly analyzed in this

section.

Organic growth and Partnerships

In a globalized world, SRI investors expect data on firms from all major countries. As a
result, several agencies have begun opening their own outposts to access data and to attract
more clients. Innovest, for example, had offices in London and Paris, EIRIS has offices in
Boston and Paris, and France-based Vigeo has an office in London. The advantage of this
organic growth lies in the fact that ESG ratings can better control the applications of their
research methods. Moreover, this growth also helps to build a global brand in the ESG
industry.

A cheaper alternative to organic growth is the establishment of exclusive partnerships, an
approach that was particularly used in the early days of the ESG industry. It was by way of
this method that the Sustainable Investment Research International (SiRi) Group was founded
in 2001 under the leadership of KLD. The SiRi alliance included, among others, ESG
agencies such as Arese in France and Avanzi SRI Research in Italy. However, when Arese
and Avanzi SRI Research were acquired by Vigeo, KLD lost these partners, thus highlighting
one of the main disadvantages of the partnership system.

EIRIS has also used partnerships as a main growth element. In order to provide a truly global
research, EIRIS draws on a network of seven international research partners in the EIRIS
global platform who have strong expertise and provide insight about the local area. One of the

reasons that EIRIS has been slow to embrace organic growth may lie in its organizational
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structure. It is owned by a charitable foundation; consequently, it doesn’t have the amount of
resources to invest that would be available to a for-profit owned company. EIRIS thus has to
rely on its local partners to provide data.

“We prefer to have a Global network of alliances and partnerships rather than
spending money buying other research groups. Most of our research partners are also
sales partners, so we are selling across Australia, Germany, Spain, Mexico, Korea and
Israel. We also have set up offices in Boston and in Paris. We choose not to outsource
research to offshore research houses, as it is important to have tight control of research
quality. At the same time, we seek new local partners where we can gain new expertise.
[...] Our key USPs are being both foundation-owned and independent with a network of
partners, and going from being a UK-centric organization into a global organization
whilst maintaining our independence” . (EIRIS interview)

Mergers and acquisitions

Regional Extension. As reported by the majority of interviewees, without networking and
economies of scale, it is very difficult to generate revenues in this industry. ESG rating
agencies were on the edge, struggling to remain profitable and to offer good quality research.
Some of them were forced to sell out their companies for the sake of their reputations and the
jobs of their employees. The first type of consolidation observed was regional extension,

which occurs when two or more ESG rating agencies decide to merge and join their forces.

“You have to be in all of these different markets. You can’t just be only a rating agency
for France. So, in all of these countries you need a consolidation”. (TBLI Group,
interview)

Vigeo launched the first round of cross-border consolidation in the ESG industry in order to
increase its geographical coverage, clients and establish a stronger presence in the European
ESG market, thus a better position as compared to its main French competitors, BMJ Ratings
and EthiFinance. At the end of 2005, Vigeo acquired the Belgian company Stock at Stake and
became the owner of Ethibel Sustainability Indices (ESI). The following year, Vigeo bought
the Italian company Avanzi SRI Research (see Figure 2). Both Stock at Stake and Avanzi SRI
Research were part of the EIRIS/KLD research network prior to being bought, thus Vigeo had

some knowledge about their methodologies and client bases.
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“Investors wanted a broader geographical coverage. In the beginning, Vigeo was
purely a French company, whereas now it can offer a wider range of services and
analyses in Maghreb, Italy and Belgium” . (French Network on CSR Study, interview)

The growth strategy of Vigeo followed a pattern that can be framed to some extent within the
literature on the internationalization of service industries, which prefer entering new markets
through acquisitions often with a local partner (Sarathy, 1994).

Entry of financial data providers and asset managers into the ESG rating industry. On the
one hand, the market has seen consolidation between purely ESG rating agencies; on the other
hand, some large data providers and asset managers—such as MSCI, Bloomberg, and
Robeco—have shown an expanding interest in entering the ESG rating field. They have
created economies of scope by offering both specific views on ESG performance and full-
service research to their clients, either by way of acquiring or merging with ESG rating
agencies, or by developing in-house CSR evaluation products (e.g. Bloomberg). This has
certainly affected the competition and the pricing, as the sell-side broker can deliver the full-
service research to clients with attractive prices.

As such, MSCI invested heavily in ESG research by acquiring, in 2010, KLLD and Innovest,
which were already parts of RiskMetrics Group. Robeco bought SAM in 2006. With the jump
of these big players into the market, ESG ratings are now solidly in the mainstream, as these
companies have resources and very high credibility within the mainstream investment

community.

“The fact that MSCI is now offering ESG indexes is attacking us, because we have
another strong competitor in the market. At the beginning, the main competitor was
FTSE4Good ..[...]... and now MSCI with its ESG indexes has become a big
competitor. Again, every time you have a competitor, it’s on the one hand bad and on
the other hand it’s good, because it shows that the market is getting bigger.” (SAM,
interview)

For example, Robeco is now using the information provided by SAM for its responsible-
investment products. Thus, SAM’s products and services have a wider application, and it is

easier to make the business case for doing their research.

“Well, we consider ourselves asset managers. We were looking for a partner ..[...]...
so at that time ..[...]... the issue for SAM was how to grow more and how to become
also more financially stable. In this perspective, different options have been seen, and
the Robeco option was chosen because it allowed SAM to be kept as a company, not to
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be slashed into different parts, with the perspective for SAM to be able to tap into a
larger market and so on. It was mainly done considering the benefit for asset
management side.” (SAM, interview)

DRIVING FORCES AND IMPACTS OF COSOLIDATION

Our findings also revealed the main drivers of consolidation and the impacts of
consolidation on the ESG rating industry. The consolidation trend of the ESG rating market
can be best viewed as a result of a combination of two underlying motives: financial
(economies of scale, financial sustainability) and market power (integration and
collaboration with acquiring firm, standardization, building a global-market-leader
reputation). These consolidations have carried both positive and negative aspects such as
quality loss and price war, motivation decrease, and knowledge loss. Below we discuss each
motivation and impact and, where possible, compare our results with previous literature on

the consolidation of accounting and management consulting firms.

Financial motivations

Economies of scale. Our findings show, that it has become mainstream for ESG rating
agencies to be more stable, to deliver more sophisticated products and services on more
numerous locations in the world. Economies of scale are needed to reach that level.

Scaling up with MSCI and possessing infrastructure and place allowed both KLD and
Innovest to perform activities that they couldn’t have done previously, being smaller separate
industries. The Executive Director and Head of Product Development of ESG research at
MSCI reflected that upon the time when he was still in INNOVEST (of which he was a
president and co-founder), the company was intending to do the activities, which they are
currently doing in MSCI. As such, MSCI financed the partnership with Barkley’s Capital to
do ESG bond indexes and allowed mapping all the corporate ratings they do to corporate
bonds. Moreover, scaling up with MSCI created possibilities for rating all the sovereigns
INNOVEST needed for sovereign bonds.

From MSCI perspective, consolidation with RiskMetrics was a cheap way to get into the
market of ESG ratings. By acquiring RiskMetrics, MSCI acquired many years of experience
and knowledge, as well as the reputation of KLD and Innovest in one go. Building this up

without consolidation would have been quite costly to MSCI.
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Overall, through large-scale audit assignments, ESG rating agencies are able to achieve higher
margins, take advantage of economies of scale and develop global brand and reputation.
Financial sustainability. A number of ESG rating agencies have a difficult time raising
money and growing independently without economies of scale and networking effects.
Because of increasing demands from buy-side players, as well as the rise of new ESG issues
to be measured and the need for extending regional reach, the overall demands run faster than
the revenue streams do.

Having begun as a privately held company, SAM eventually realized that it was not able to
reach profitability on its own. Therefore, in 2006, its shareholders sold a part of SAM’s shares
to Robeco (see Figure 2), a prominent Dutch asset management company that is a full
subsidiary of Rabobank. Robeco fully acquired SAM in 2010 and renamed the firm
RobecoSAM in 2013. For the sake of brevity, we kept the established brand name of SAM in
this paper.

“l ran a company Innovest, and we built up a very good brand and we had great
clients, but it was pretty hard. We had all sorts of constraints. It’s not that it’s not hard
now. Doing business is hard, but we are way more stable in terms of data delivery and
so on, which makes us a more compelling offer to institutions. I know from the inside
and I know from the other small firms out there. They are hard to run and there is not a
lot of money in this field either. Another thing is that the part of the consolidation was
absolutely necessary because when you added up everybody in the ESG field—all their
incomes and all their expenses—nobody was making any money. It’s because most of
the people by their natures are interested in subject matter, and they are actually more
NGO and inspirational [CSR motivated] than they are saying that this is a fantastic
[successful] business.” (MSCI, interview)

In sum, ESG rating agencies have to build up a huge scale in order to have a commercial
business model and may have to provide both company-solicited and investor-solicited
services. Meanwhile, maintaining independence for a rating agency is essential in protecting
its credibility and ensuring that the objectivity of its judgment is not impaired by any conflicts
of interests, which is also a longstanding question of criticism for auditing and management
consulting firms.

The issue of whether the provision of company-solicited and investor-solicited services
weakens ESG rating agencies’ independence concerns all the rating agencies of our study,
except Eiris. In the case of auditing firms, Ernst and Young was the first to overcame this
problem, in 2000, by formally and fully separating its consulting practices via a sale to the

French IT services company Cap Gemini (and creating a new company Cap Gemini Ernst &
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Young) following the concerns raised by the U.S. Securities and Exchange Commission
(SEC) about potential conflicts of interest between the consulting and auditing activities
provided by the Big 5. The same year KPMG divested its consultancy group renamed as
KPMG Consulting. Before that Arthur Andersen separated into two global business units
Arthur Andersen and Andersen Consulting. If the interest of legislators and regulators about
the impact of auditors’ fees on audit judgments (SEC 2000, U.S. House of Representatives
2002) and particularly Sarbanes-Oxley act limited the type of non-audit services an American
accounting firm is allowed to offer to an audit client, to date the ESG rating field remains non
regulated on this issue and leaves the boundaries of the conflict of interest to be managed by
the agencies themselves. In the case of Vigeo, even though company-solicited notation is not
the main source of revenue, its dependence on the client increases and investor-solicited
notation may be compromised by the risk of losing those consulting projects (included in

company-solicited notation) as a source of revenue to remain profitable.

Market Power

Integration and collaboration with acquiring firm. Some interviewees found synergies with
acquiring firms to be drivers for consolidation. The transition period of consolidation might
be long, as the gains from market consolidation only fully emerge after some time has passed.
Therefore, the newly consolidated ESG rating agency requires some time to 1) be integrated
into the business of the acquiring company, 2) retrain personnel with different institutional
backgrounds and approaches to ESG assessment, and 3) adapt to the change in company
culture and values.

However, if the acquiring ESG rating agency has the ability to correctly use the power of the
acquired firm and combine it with its own network advantages in the market, both companies
can benefit from the learning, which may result in a creation of a more effective approach.
This, in turn, can augment the quality and the range of the available services by making them
more consistent.

As such, there was a very good overlap between the legacy of Innovest and KLD products,
although Innovest was much more focused on the impact to a company (e.g., how ESG
factors could affect long-term shareholder value), whereas KLD was more focused on the
impact to external stakeholders (e.g., how that company’s operations could impact society and

have a more global impact). MSCI was able to partially integrate both. What Innovest brought
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to the table was that they were strong on risk, an aspect that KLLD didn’t focus on. KLD
contributed a much stronger database of management indicators—which was something that
Innovest was lacking. MSCI adapted the Innovest model for ratings, using a combination of
KLD management indicators and Innovest risk indicators, both of which were relevant by
industry.

“When RiskMetrics bought Innovest, they didn’t have any ESG research. We were
basically this new unit and the integration was not really an issue. When KLD came,
they had their own products. They also had indexes, which Innovest didn’t have. We
combined the different products, reworked ...[...]... and now we have those two
products. [...] We went a long way to improve the products, changing the way that they
can exist together and respond to different demands. I think MSCI has brought a lot of
technology and IT expertise in terms of platforms that we have been using. Everything
is much more formalized than it used to be, because we were a small firm and didn’t
have the ability to do that. Now I think that’s something really positive.” (MSCI,
interview)

Setting a standard and building a global-market-leader reputation. Consolidation allows an
ESG rating agency to become the standard in the industry by eliminating competing
methodologies, mutualizing similar methodologies, or making the agency’s own methodology
more predominant. This standardization can in turn influence and contribute to the
institutionalization of the CSR field.

Meanwhile, ESG ratings exist more in a service industry where reputation matters a great
deal. For an ESG rating agency, the reputation is created by the ability to impact local and

global markets, but also by the number of (global) customers.

“If one of your customers is Veolia in France, potentially it’s Veolia worldwide. If you
target IBM in France, potentially, if you are credible, you target IBM worldwide. And if
you have IBM and Veolia as customers, probably the local company will accept your
offer rather than [that of] your competitor’s and will pay a higher price for you than for
the local competitor.” (BMJ Ratings, interview)

Quality loss and price war

As reported by our interviewees, there have been a lot of implications that are not
necessarily positive regarding the quality of the research provided by ESG rating agencies
that were merged or acquired by other entities. If the acquiring company streamlines the

methodology in order to reduce costs and make the methodology smaller, more superficial

20



and less cost intensive, then it is likely that the agency could lose out on quality aspects. The
concentration of supply in ESG rating markets is harmful for the quality of the research,
because the lack of competition reduces the incentives of existing agencies to conduct high-
quality audits and may increase the potential for collusive behavior. This holds similarities
with the issue raised in the preface of the report from the GAO (2003) on the consolidation of
accounting and management consulting firms and its potential choice, price, quality, and

concentration risk concerns.

“[...] My worry is that the quality and the choice for clients will go down. [...] The
market will be less flexible and everything will just have to fit into the big box that the
large players want the clients to fit into, which is not the approach that we do. Maybe
that’s fine, but then I do worry that if the quality of traditional rating agencies goes
down, then the clients, all the financial community, will turn to people like Bloomberg,
who have terminals and who are trying to double their business now. Maybe their
quality is not that conceived. They haven’t got the long-standing feel for the importance
of ESG.” (EIRIS, interview)

Knowledge loss and motivation decrease

Another negative aspect of consolidation is that most of the companies’ former pioneers,
knowledge leaders and independent thinkers have left the companies, as they perceived a
diminution of motivation and not belonging to the company.

The majority of those who departed have founded their own companies, started providing
consulting services to major corporations, or joined smaller companies where they can bring
in their expertise and knowledge again. Given that ESG rating is a highly knowledge-based
industry, this can have a direct impact on the quality of the research, as the methodology is
only as good as the quality of the employees.

“I was one of the first to leave the company. [...] I stayed at RiskMetrics for a while but
then I left. [...] I was already working for a buy-side hedge fund in clean tech, and I just
moved to them very quietly. A little later, I saw everybody leaving. [...] We had a very
difficult time once we got to RiskMetrics figuring out who we were going to sell to, who
was going to buy this rating.” (Innovest, interview)

Meanwhile, an ESG rating agency might undermine the trust of the loyal clients; the
advanced investors (in the way they use sustainability data or rating information) realize that
if a company becomes a member of a large organization, investors won’t get the quality of

research that they need. For example, Institutional Shareholder Service, which rated MSCI as
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one of the lowest on governance criteria, was bought by MSCI. This has disappointed many
investors of the field.

“The vulnerability is [that there is] some lost of specialization. This usually means that
you end up dealing with maybe higher data that you didn’t specialize in. would imagine
it’s similar to S&P, Moody’s, and Fitch kind of issue, where errors in the model are
amplified because everyone is using a similar model. (MSCI, interview)

CONCLUSION

In this paper, we have taken the first step toward the study of growth strategies and
consolidation of ESG rating agencies. Based on our findings, we categorized growth
strategies into regional extension or cross-border acquisitions (e.g., Vigeo with Stock at Stake
and Avanzi SRI Research); and entry of big data providers, asset management companies, and
banks into the ESG rating industry through merger or acquisitions (e.g., MSCI with
RiskMetrics and Robeco with SAM). In the case of Vigeo and MSCI, our findings converge
with Kipping and Clark’s (2012) arguments explaining mergers of accounting and
management consulting firms. The large scale and presence in big cities would enable these
rating agencies to cut costs, to offer sophisticated clients more services and to reshape their
position as one of the industry leaders. Within this part we also presented organic growth and
partnerships as growth strategies (e.g. EIRIS).
Above-mentioned findings allow us concluding that this industry does not purely follow a
standard industry life cycle, because the permeable boundaries of the industry have resulted in
mergers between purely ESG players but also between ESG rating agencies and broader data
providers or brokerage organizations. This has highly fragmented the industry and made
difficult the entry to the market, because now big entities such as MSCI are becoming

dominant in the field and it is increasingly challenging for new entrants to replicate the ratings
at lower cost than do the existing players. On the one hand, this raises a question of the

deinstitutionalization of ESG rating field and possible ‘death’ of Institutional Entrepreneurs
(pure ESG rating agencies). On the other hand, the entry of various above mentioned
organizations into ESG rating industry provides strong evidence that data providers and
brokerage research organizations strongly view ESG ratings as profitable activities.

Our findings highlighted motivations but also impacts of the current consolidation trend,

which have carried both positive and negative aspects for players from each side of the
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industry. Depending on the level of investors’ professionalism, the consolidation may be seen
as a positive or negative trend. Highly knowledgeable investors, in terms of the ways in which
they use the data, may realize that the quality of the data will not be the same if the ESG
rating agency has been acquired by a big data provider. Less sophisticated investors are less
aware of potential quality deterioration.

Meanwhile, clients benefit from consolidation if the rating agency is embedded in a more
stable financial entity that guarantees long-term survival. Also, from the ESG market’s
perspective, consolidation leads to the provision of increasingly standardized and
commoditized sustainability data. However, several of our respondents indicated that
consolidation has caused an erosion of trust among investors, when doubts remained about
whether values remain the same when ESG agencies are embedded in a larger organization.
Interview data suggests that employees of acquired firms tended to lose motivation. This was
partly explained by feedback stating that the staff felt they no longer belonged to the group or
could contribute to its development in the same way they did before.

Consolidation was also seen skeptically by some investors who prefer to see a
competitive landscape where they don’t have to rely on a few mega players, as in the credit
ranking industry. This would indicate a demand for a variety of independent market players
who are jointly presumed to guarantee overall quality.

On the positive side, consolidation has increased the market share of the remaining
rating agencies, which consolidated by acquiring businesses and their clients. Having
additional companies on their client lists has added value and reputation to the ESG rating
agencies. Furthermore, the field has become more professionalized, and remaining players

seem to be financially more robust.

Future waves of consolidation

Although the main wave of consolidation has slow down considerably, in our opinion there
could be a potential for further ESG rating market consolidation, where the quality and value
of the data will be the main drivers of success. Joining established ESG rating agencies, asset
management companies, brokerage research organizations and even financial rating agencies
might be the only way local small ESG rating agencies can compete by offering a broad array

of products and services to clients.
However, there is always going to be a thriving industry of innovative ESG rating
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agencies that are specialized with their market focus either by the geography or by the issues
they cover, as sometimes there is a cultural preference for local firms on the part of
businesses. That level of the market will continue to be vital because of increasing interest in
ESG investing. Besides, there will be growing numbers in Asia, where there are not really
many incumbents for the moment. If in the long-term success of management-consulting
companies depends on the establishment of successful external (client) and internal (partner)
networks (Kipping, 1999), the rating agencies, which will thrive in the future, may be those

that will generate the most valuable information for investors, companies and other users.

Limitations and Future Research

In this paper, we examined growth strategies and consolidation of ESG rating agencies based
on selected representative cases and we accept that there might be more drivers and impacts
of consolidation. We do not submit that our cases show all the particularities of ESG-rating-
industry consolidation, but we believe that our set collectively covers the main tendency and
gives insight into understanding the phenomenon of consolidation, its drivers and its impacts.
Yet, we are mindful of how much more effort is necessary in order to fully explain the
consolidation trend of the ESG rating industry.

While our sample covers the United States and some European countries, additional research
illuminating the patterns of ESG-rating-industry consolidation will help to explore the
similarities and differences in other countries by enabling a more complete assessment of our
contribution. We also encourage other researchers to conduct studies of changes in the
business models of individual ESG rating agencies before, during and after consolidation, and
to question which business models will be the most sustainable in the long term. Finally, there
is a need to explore how rating agencies transferred their methodologies into other markets

and the extent to which it influenced the way ESG audits are carried out in those markets.
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Table 1. Key Descriptors of studied ESG Rating Agencies

EIRIS SAM MSCI Vigeo
ESG Research
Business Unit
Founded 1983 1995 1969 2002
Acquisitions of other MSCI acquired Vigeo acquired Arése
ESG rating agencies RiskMetrics in (France) in 2002, Stock at
2010. RiskMetrics Stake (Belgium) in 2005 and
acquired KLD and Avanzi SRI Research (Italy)
Innovest in 2009 in 2007
EIRIS Ltd is a Robeco Publicly traded since Vigeo is a privately held

Ownership Structure wholly owned
subsidiary of EIRIS
foundation, which is

a registered charity

1986. The majority
shareholder is
Morgan Stanley

acquired 64% of
SAM in 2007; SAM
is now wholly
owned by Robeco

company owned by financial

managers and pension funds

(47%), trade unions (27%),
companies (26%)

FTSE4Good
Indexes
ICP Sustentable

Provide research for
the following index

DJSI MSCI Socially

Responsible Indexes

ASPI; ESI
NYSE Euronext Indexes

Number of ~60 (out of which, ~130 employees ~130 (out of which, ~105 (out of which, 60 full-
employees in 2012 36 full-time analysts 80 full-time time analysts and 21 full-
plus 25 via partners) analysts) time auditors)
Growth Strategies Organic Growth and Merger and Acquisition Acquisition
Partnerships Acquisition

Sources: Data in this table has been collected in the Guide to Sustainability Analyses Organizations, produced by the ORSE (2012, 2007)

and official websites of ESG rating agencies.

Table 2. EIRIS’s financial results (£)

2006 2007 2008 2009 2010

Turnover 2123 186 2 585 220 3258 189 3233084 3271962

Profit/(loss) before Gift Aid 8 653 207 025 246 391 77 868 8515

Gif Aid to EIRIS Foundation -82 825 -173 196 -55 559 -28 859

Profit/loss on ordinary activities 124 200 73 195 22309 -20344

before taxation

Corporation tax payable -675 -13 343 -2198

Retained Profit / (loss) for the 8653 123 525 59 852 22309 -22 542

year

Table 3. Vigeo’s financial results (€)

Vigeo 2003 2004 2005*%  2006%** 2007 2008 2009 2010 2011 2012

Turnover 1129356 2709911 3297276 4300927 6475000 6886000 6708000 7976000 8071000 8 143000

Vigeo Rating 834148 1624914 2052353 4437000 5002000 5279000 5621000

Vigeo Entreprise 295208 1084997 1244923 1901000 2296000 2246000 2013000
Net results 23507 155 -1746991 -1597802  -808 886 98 000 931000 -3 095 000 73 000 54000 -2 385000

* Stock at Stake not included; ** only Vigeo
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