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Climate change and how we respond to it will fundamentally transform our 
economies. This, in turn, means that it could become a key (if not main) driver  
of risk in business valuation. As such, how should investors and external 
stakeholders view a company’s resilience in the face of increasing climate change 
risk? More importantly, how can market participants capture new opportunities that 
will arise in this changing landscape? In response to this, executives will need to 
communicate demonstrable resilience to a very substantial risk; but how should 
they do this in relation to the uncertainty of climate risks and energy transitions that 
are coming to the forefront? 

Many companies are feeling the pressure to disclose their exposure to climate-related risk 
and provide more transparency around their actions to mitigate the harmful effects of 
climate change. A reporting and regulatory framework is developing around this. For 
example, in 2017, the Financial Stability Board (FSB)1 through its Task Force on Climate-
Related Disclosures (TCFD) identified four core elements of company disclosure in 
relation to climate risk:2 

• Governance oversight of climate-related risk and opportunity; 

• Reflection of risks and opportunities in strategy and financial planning; 

• Risk management processes to identify, assess and manage risk; and 

• Metrics and targets used to manage those risks and opportunities. 

At the same time, there is now a booming industry centred on reporting environmental 
(including climate), social and governance (ESG) information based on a growing belief 
that companies that are well-run along these three axes present a better opportunity to 
generate greater long-run value for investors.  

In this paper, we argue that the currently booming industry of reporting around the TCFD’s 
four categories of information, and more broadly reporting on ESG, is an excellent step 
forward but still does not provide sufficient clarity around companies’ future resilience 
pertaining to climate risk.  

The rapid increase in the number of available ESG performance indices has led to 
confusion and scepticism among the investor community. The reality is the nature and 
magnitude of risks are yet to be well understood, and might not be captured in a single 
metric depicting performance, or commitments, in a point in time.  

  

 
 

1  The FSB coordinates national financial authorities and international standard-setting bodies as they 
develop regulatory, supervisory and other financial sector policies. Its members comprise national finance 
ministries, central banks and multilateral finance institutions. 

2  Recommendations of the Task Force on Climate-related Financial Disclosures, Final Report, June 2017. 
https://www.fsb-tcfd.org/publications/final-recommendations-report/. 
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With so many unknowns, not being prepared to act before it is too late is a frequently cited 
concern. As Warren Buffett has mused: 

“You only learn who has been swimming naked 
when the tide goes out.” 

This new flow of information allows companies and their investors to somewhat gauge 
relative positioning as regards to climate risk today, but we argue that companies and 
investors will need to develop and use robust scenario analyses to consider future 
potential performance and strategic responses to evaluate future resilience. 

Climate disclosure is becoming a requirement – not a “nice  
to have” 

In various jurisdictions, companies are increasingly required to incorporate non-financial 
climate-related performance metrics into their reporting.  

In 2019, for example, the UK Government announced that listed companies and 
institutional investors should report in line with the FSB’s recommendations by no later 
than 2022.3  

Figure 1: EU environmental objectives 

 
In the EU, the Non-Financial Reporting Directive has required listed companies, banks, 
insurance companies and other designated public interest companies to report on the 
policies they implement in relation to a range of environmental, sustainability and 
governance objectives.4 

 
 

3  UK Government Green Finance Strategy, July 2019, https://www.gov.uk/government/publications/green-
finance-strategy. 

4  Directive 2014/95/EU, https://ec.europa.eu/info/business-economy-euro/company-reporting-and-
auditing/company-reporting/non-financial-reporting_en. 

 
 

https://www.gov.uk/government/publications/green-finance-strategy
https://www.gov.uk/government/publications/green-finance-strategy
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Within this framework (and as part of its Action Plan for Financing Sustainable Growth and 
consistent with the TCFD framework), the EU has also developed a taxonomy for key 
sectors with the largest impact on climate risk.5 This comprises screening criteria for 
climate change mitigation and adaptation activities as they relate to its six environmental 
objectives (see Figure 1), on the basis that they: 

• Make a substantive contribution to one of these objectives;  

• Cause no significant harm and 

• Where relevant, meet minimum safeguards (e.g., OECD Guidelines on Multinational 
Enterprises and the UN Guiding Principles on Business and Human Rights).  

Over time this taxonomy will extend beyond the key sectors identified. The intention is that 
with increased coverage on companies’ stewardship to the community and the 
environment, capital and growth opportunities will flow to socially and environmentally 
responsible businesses.  

The demand for climate risk transparency extends well beyond Europe. According to 
TCFD, as of February 2020, over 1,000 organisations globally with a combined market 
capitalisation totalling $12 trillion support their recommendation.6 Although lagging the EU 
on a relative basis, several leading organisations in the US have also committed to 
support TCFD guidelines – including Ford Motors, Bank of America, BlackRock, Harvard 
University Endowment, amongst many others. 

This is a significant step towards tighter regulation of climate disclosure, highlighting the 
need for investors and companies to have a deeper understanding of the risks. It is also 
the case that, clarity on ESG and good performance as measured against the various 
emerging ESG metrics is becoming seen as a proxy for good management. ESG (and, 
within that, climate risk disclosure) reporting is, therefore, as much driven by investor 
demand as regulatory pressure. 

Reporting ecosystems have emerged and continue to develop 

In recent years, capital has been increasingly diverted towards firms that perform well 
under ESG metrics, as demonstrated by capital flows into ESG-driven equity funds and 
soaring levels of green bond issuances. This has fuelled the growth of an industry aimed 
at reporting and disclosure of sustainability and climate-related risks. Many companies 
now issue stand-alone reports on ESG topics. Some companies now fully integrate this 
analysis into their annual reporting documents. 

 
 

5  Taxonomy: Final report of the Technical Expert, March 2020, Group on Sustainable Finance, 
https://ec.europa.eu/info/sites/info/files/business_economy_euro/banking_and_finance/documents/20030
9-sustainable-finance-teg-final-report-taxonomy_en.pdf. 

6  Task Force on Climate-related Financial Disclosures, “More than 1,000 Global Organizations Declare 
Support for the Task Force on Climate-related Financial Disclosures and its Recommendations,” news 
release, February 12, 2020, https://www.fsb-tcfd.org/wp-content/uploads/2020/02/PR-TCFD-1000-
Supporters_FINAL.pdf. 
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A number of reporting frameworks have emerged which seek to provide guidance on how 
to measure ESG performance, introduce more transparency, and produce more 
standardised metrics and comparable reporting. Additionally, an industry of ESG data 
providers and ratings firms is developing to benchmark ESG performance for various 
types of investors, asset managers and investment coalitions. Some examples of 
participants in this burgeoning ecosystem are shown in Figure 2.  

Figure 2: Example ESG-related reporting ecosystems7 

 

Source: CRA analysis of data from Bloomberg, MSCI and CDP collected on 3 June 2020.  

 

As Figure 2 shows, numerous frameworks and standards have been developed in recent 
years by various types of organisations – ranging from non-profits and commercial players 
to international bodies such as the UN. While this enhances the level of disclosure, 
investors increasingly have to navigate a complex stream of information on a firm’s ESG 
performance as new players within the reporting market attempt to differentiate their 
service offering. Although there has been some recent market consolidation driven by 
broad market data providers such as S&P and others, the ratings sector is still immature 
and lacks integration of platforms and common standards across industries or 
geographies.  

More coherence across this ratings industry is understandably 
required 

ESG scores can help investment managers to comply with their investment mandates, as 
well as determine companies’ cost of debt. They can also be used to verify the “green 

 
 

7 Not intended to be comprehensive. 
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credentials” of a bond and/or whether a company is eligible for a “sustainable” stock 
benchmark. For example, RobecoSAM ESG assessments have been used to assess the 
eligibility of firms to the Dow Jones Sustainability Index.8 According to an article published 
by the MIT Sloan School of Management, about $30 trillion of investments in assets have 
relied in some way on ESG ratings.9 

However, unlike credit ratings, ESG ratings are mostly unregulated. The final rating is 
dependent on the agency’s bespoke evaluation methodology and, of course, the quality of 
the input data. Most companies are still at the beginning of their ESG reporting journey. 
Much is self-reported by the companies and inevitably, variation in the quality and level of 
disclosure exists. In some cases, no information is volunteered at all.   

In addition, while a number of reporting platforms have emerged to help with aggregation 
and standardisation of data (see Figure 2), the four elements identified by the FSB as 
requiring treatment on climate risk as well as the factors in the “S” and “G” parts can only 
be largely subjectively analysed. Furthermore, there is no comparable historical evidence 
base to assess the impact of climate risk (of the future potential magnitude) upon 
companies and the effectiveness of companies’ strategy and risk management processes 
towards it. This creates a conflict of interest for management in that climate risk is upon us 
now but largely, its corporate impact is in the future.   

Unsurprisingly, there has been discussion about divergence between ESG ratings despite 
providers analysing the same company. An MIT Sloan School of Management paper 
found that five ESG raters had a correlation of only an average of 61% as compared to 
99% when comparing Moody’s and S&P’s credit ratings.10 The author found about half of 
the divergence came from measurement methodology and most of the rest from scope. 
The head of the European Securities and Markets Authority (ESMA) recently said, 

“The lack of clarity on the methodologies underpinning those scoring mechanisms 
and their diversity does not contribute to enabling investors to effectively compare 
investments which are marketed as sustainable, thus contributing to the risk of 
greenwashing…where ESG ratings are used for investment purposes, ESG rating 
agencies should be regulated and supervised appropriately by public sector 
authorities.”11 

 
 

8  S&P Dow Jones Indices, Methodology Document, https://www.spglobal.com/spdji/en/indices/equity/dow-
jones-sustainability-world-index/#overview. 

9  Tracy Mayor, “Why ESG ratings vary so widely (and what you can do about it), MIT Sloan, Ideas Made to 
Matter,” August 26, 2019, https://mitsloan.mit.edu/ideas-made-to-matter/why-esg-ratings-vary-so-widely-
and-what-you-can-do-about-it. 

10  Ibid. 
11  Huw Jones, “EU watchdog says ESG rating firms need rules to stop 'greenwashing',” February 12, 2020, 

Reuters, https://www.reuters.com/article/us-eu-climate-regulator/eu-watchdog-says-esg-rating-firms-
need-rules-to-stop-greenwashing-idUSKBN2062H6. 
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To give an idea of how the ratings can differ, Figure 3 shows the recent ratings for a 
selection of different European energy companies. We have anonymised the companies 
as it is not our intent to opine on the validity of the rating (or their ESG performance) but 
rather to illustrate how they have been reviewed.  

First, the different agencies provide different qualitative outcomes for each company and 
there is a difference in comparative preferences (rank ordering in the parentheses) across 
firms. This is the logical outcome of different approaches to qualitative as well as 
quantitative inputs.12 In addition, each ratings system has a different focus – some are 
more general to ESG and we have included some which are more climate/sustainability 
focussed. 

Figure 3: Example ESG ratings of energy companies 

Rating 
Agency 

Marking 
Criteria 

Scoring 
Methodology  A B C D E F 

Sustainalytics 
(Morningstar) 

ESG 
performance 

relative to 
peers 

1-100 

Risk categories:  
negligible (1-10),  

low (10-20), medium  
(20-30), high (30-40),  

severe (40-100) 

98.9 
(1) 

32.0 
(6) 

89.7 
(4) 

94.7 
(2) 

79.4 
(5) 

91.5 
(3) 

Bloomberg 
ESG Disclosure 

ESG 
disclosure 
relative to 

peers 

1 - 100 
Level of ESG disclosure:  

1 indicating no disclosure, 100 
indicating full ESG disclosure. 

48.8 
(5) 

30.2 
(6) 

67.4 
(2) 

69.4 
(1) 

57.0 
(4) 

66.8 
(3) 

2019 CDP  
Climate Score 

Performance 
and ambition 

(climate 
change only) 

A - F 

A & A-: Leadership level 
B & B-: Management level 
C & C-: Awareness level 
D & D-: Disclosure level 

F: Failure to provide sufficient 
information to be executed 

A 
(1=) 

D 
(5) 

B 
(4) 

A- 
(3=) 

A 
(1=) 

A- 
(3=) 

MSCI  
ESG Ratings 

ESG risk 
compared  
to peers 

CCC - AAA 
AAA & AA: Leader 

A & BBB & BB: Average 
B & CCC: Laggard 

A 
(3=) 

A 
(3=) 

BBB 
(6) 

AAA 
(1) 

A 
(3=) 

AA 
(2) 

ISS 
Governance 
Quickscore 

Company 
governance 

practices 
1-10 Scores range from 1 for best  

to 10 for worst 
7 

(5) NA 1 
(1) 

3 
(3) 

6 
(4) 

1 
(1=) 

Source: CRA analysis of data from Bloomberg, MSCI, CDP, Sustainalytics and ISS collected on 3 June 2020.  
 

 
 

12  Sustainalytics breaks their ratings into five risk categories (negligible, low, medium, high, severe). 
Bloomberg’s disclosure score (0-100) isn’t grouped into brackets. MSCI breaks their ratings into three 
categories (laggard, average, leader). ISS score (1-10) isn’t grouped into brackets. CDP is based on a 
score of 0-8 and with corresponding letter scores (8=A, 7=A-, … etc.) where A represents leadership 
level, B represents management level, C represents awareness level, D represents disclosure level and F 
represents failure to disclose. 
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The development of reporting standards and the emergence of platforms to support and 
compare data collection is a really positive development. Ultimately conformity and quality 
of measurement will be enforced through a mix of competition between framework/ratings 
providers, customer demand and greater regulation aimed at safeguarding investors and 
importantly, achieving climate goals. As we discuss in the following section, ratings alone 
are not yet a sufficient indicator of resilience in risk management and strategy. 

“Predicting rain doesn’t count, building arks does.” 
— Warren Buffett13 

Company executives need to be able to communicate (a) how much is at risk; (b) what’s 
manageable; (c) what offsets might exist; and (d) what irreducible risk/impact exists (as 
illustrated in Figure 4). 

Figure 4: The climate communication challenge 

 
 

Source: CRA analysis 
 

This cascading set of questions makes a number of demands on companies to build not 
only its ESG reporting capability but to embed it into performance management metrics 
and incorporate it into strategic planning. For this, companies must develop a robust 
scenario-based view of the future against which to assess strategic resilience. 

  
 

 
13 Berkshire Hathaway's 2001 annual shareholder report. 
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Mapping performance into “value at stake” and future strategy 
through scenario analysis 

To understand how an organisation may be exposed to climate change (directly and 
indirectly) and to estimate what percentage of business value is “at risk” from that climate 
change (and societal responses to it) requires the following actions: 

• Create robust processes and monitoring systems to capture climate-related exposures; 

• Map those exposures to key financial and non-financial performance metrics which 
form part of the strategic planning process and 

• Develop granular industry- and geography-specific scenarios against which to test 
performance under the existing strategic plan. 

Done well, this would deliver the data flow necessary for external ESG reporting and allow 
decision-makers to focus on key exposures to consider for operational issues and 
strategic planning exercises. Many organisations have begun at least the first of these 
three bullet points and have begun to practise the third. In our experience, outside of a few 
(energy-related) industries where scenario analysis is common, the third bullet point is 
typically not well addressed. 

The TCFD has advocated for greater use of scenario analysis when analysing the 
resilience of company strategies to climate risk. It reasons that scenario analysis is 
needed because: 

“For many organizations, the most significant effects of climate change are likely to 
emerge over the medium to longer term, but their precise timing and magnitude are 
uncertain. This uncertainty presents challenges for individual organizations in 
understanding the potential effects of climate change on their businesses, strategies, 
and financial performance.”14 

Executives (and their investors) may have a good intuition of the direct impact of the low 
carbon transition on their business, but the indirect impacts are often notable “blind spots.” 
Long-term strategy is still often derived by extrapolating current trends; despite evidence 
that this approach has been unsuccessful in anticipating paradigm shifts within industries. 
Instead, the scenarios must examine quite possibly substantial and non-linear changes in 
policy and regulation as well as industry-specific technology trajectories and demand. 

There is a plethora of well-constructed, macro-level global scenarios about future economic 
development. The biggest challenge, as outlined in Figure 5, is many industries can’t alone 
generate actionable strategic choices at a company level because they either do not address 
sufficiently detailed geographic- or industry-specific topics. 

 
 

14  Final TCFD Technical Supplement, “The Use of Scenario Analysis in Disclosure of Climate-Related Risks 
and Opportunities,” https://www.fsb-tcfd.org/wp-content/uploads/2017/06/FINAL-TCFD-Technical-
Supplement-062917.pdf. 
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Figure 5: Examples of scenario analyses 

 

Source: CRA analysis 
 

As shown in Figure 6, a well-designed scenario development process which speaks to 
meaningful high impact trends, specific to the company, can be a source of competitive 
advantage to a firm and one which could communicate resilience to the investment 
community. 

Figure 6: Scenario analysis benefits 

 
Source: CRA analysis 
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Conclusion 
With this kind of foundation in place, the right information can be used to mitigate risk  
and capitalise on opportunities in an increasingly uncertain business landscape arising 
from climate risk.  

Ultimately this framework also allows companies to communicate: 

• Current residual (or unmanaged) risk to the organisation; 

• Impact this risk will have on the company’s operations; 

• Implications for the financial footprint and valuation of the company; and 

• Currently unaddressable impact of the organisation on the environment. 

This should also form the basis for the opening set of assumptions (relating to climate risk) 
that go into the next round of strategic planning. Companies should view internalising ESG 
metrics not only as stewardship to the environment; alternatively, companies should also 
enter ESG metrics in their baseline planning processes to make informed decisions about 
the macro environment in which the business operates today and in the future. 

About CRA’s Energy Practice 

Charles River Associates is a leading global consulting firm that offers strategic, 
economic, and financial expertise to major corporations and other businesses around the 
world. CRA’s Energy Practice provides services to a wide range of industry clients, 
including utilities, ISOs, RTOs, large customers, and investors. The Energy Practice has 
offices in Boston, New York City, Washington, DC, Toronto, and London. Learn more 
at www.crai.com/energy. 
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