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Mea sur ing Corporate 
Virtue and Vice

Making ESG Metrics Trustworthy

Paul Brest and Colleen Honigsberg

He knows if  you’ve been bad or good
So be good for goodness sake.

— John Frederick Coots, “Santa Claus Is  Comin’ to Town” (1934)

An increasing number of corporations aspire to meet demands to im-
prove their environmental, social, and governance (ESG) per for-

mance. In 2020, one of  every three dollars  under professional management 
in the United States was managed according to “sustainable”— a term 
broadly synonymous with ESG— investing strategies.1 The stakeholders 
interested in ESG mea sures extend well beyond investors and the compa-
nies’ own managements. They include employees at the com pany and in 
its supply chain, consumers, regulators, and  those subject to companies’ 
environmental and social impacts.2  These stakeholders may wish to assess 
a com pany’s per for mance for any number of reasons. For example, they 
may want to improve per for mance, reward or punish the com pany, induce 
a com pany to internalize its external environmental and social costs, or 
predict the com pany’s  future financial and ESG per for mance.3
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80 Metrics and Models

It is a cliché,  because it is generally true, that you  can’t manage what you 
 can’t mea sure.  There is a broad consensus about the financial metrics 
used to evaluate a com pany’s balance sheet and its overall value, and  these 
metrics are largely commensurable across a range of industries and ge-
ographies. By contrast, ESG  factors are dissimilar, the techniques for 
mea sur ing them are varied and complex, and many are not readily com-
parable. For  these reasons, among  others, it is not surprising that the as-
sessments of the vari ous ESG ratings ser vices are poorly correlated 
with each other4 and that the question of  whether good ESG ratings pre-
dict better returns for investors is perennially controverted.5

Despite the huge differences between ESG and financial reporting, 
we believe that practices developed in financial reporting can contrib-
ute to achieving high- quality ESG reporting. In par tic u lar, we suggest 
that a comprehensive framework for ESG reporting must address the fol-
lowing three  factors:

 1. A  limited set of metrics, primarily concerned with a  
com pany’s key environmental and social impacts.  Part 1 of 
this chapter summarizes the current state of the mea sure ment 
of companies’ ESG outcomes— particularly the environmental 
and social (E&S)  factors, sometimes referred to as “planet” and 
“ people” 6— and the prospects for improvements.7 It concludes 
by describing the requirements of a full- fledged social account-
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Mea sur ing Corporate Virtue and Vice 81

ing framework. Part 2 samples the existing reporting require-
ments for some basic environmental and social issues. Our goal 
is to explore the possibilities for developing a robust framework 
and scalable system that captures a com pany’s major E&S 
effects.

 2. A standard- setting body modeled on the Financial Accounting 
Standards Board (FASB) to develop and particularize  those 
metrics.  In part 3, we suggest that the lessons from financial 
accounting are instructive in developing an ESG standard- setting 
body. Financial accounting went through a series of standard- 
setting bodies before creating the FASB, and the FASB is  
commonly thought to be more successful than its pre de ces sors 
 because of its greater financial, industry, and po liti cal 
in de pen dence.

 3. Reporting infrastructures that allow companies to collect, 
report, and verify the relevant metrics.  The reporting framework 
must produce information that is accurate, objective, and verifiable, 
but the history of financial reporting has demonstrated the diffi-
culty of generating this type of high- quality data without formal 
pro cesses and procedures. Thus, in part 4, we show that companies 
need robust internal and external reporting frameworks (i.e., 
internal control systems and third- party auditors) to generate the 
under lying data and verify the reported information.

EXECUTIVE SUMMARY

To address the interests of a diverse group of stakeholders, an increasing 

number of corporations aspire to meet demands to improve their environ-

mental, social, and governance (ESG) per for mance. We suggest that a compre-

hensive framework for ESG reporting— drawing on practices developed in 

financial reporting— must address the following three  factors: (1) a  limited 

set of metrics, primarily concerned with a com pany’s key environmental and 

social impacts; (2) a standard- setting body loosely modeled on the Financial 

Accounting Standards Board (FASB) to develop and particularize  those met-

rics; and (3) reporting infrastructures that enable companies to collect, re-

port, and verify the relevant metrics accurately.
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82 Metrics and Models

Part 1: Mea sur ing Environmental 
and Social Impact

What is the current state of ESG reporting, and would what a compre-
hensive system look like?

Current Status of ESG Reporting

ESG reporting is still in a primitive stage, akin to financial reporting 
in the early twentieth  century.8 In the article “The Current State of 
Sustainability Reporting,” Jill  M. D’Aquila describes the following 
challenges:9

• Competing frameworks and standards designed for dif fer ent 
audiences

• Lack of standardization of ESG metrics or per for mance 
indicators

• Mea sure ment uncertainty (many types of sustainability informa-
tion cannot be accurately mea sured)

• Dif fer ent definitions of “materiality,” complicated by evolving 
criteria related to sustainability

• Inconsistent reporting methods

• Disclosures in the form of vague, nonspecific “boilerplate 
language”10

• Lack of comparability of disclosures11

The history of efforts to improve E&S outcomes by monitoring 
companies and their suppliers has been full of disappointments.12 While 
this has led at least one thoughtful student of the field to look for radi-
cally dif fer ent proxies based on the quality and stability of business re-
lationships,13 it has also motivated several concerted (but not altogether 
coordinated) efforts to improve the reporting standards:

• Five major sustainability reporting agencies— CDP (formerly 
Carbon Disclosure Proj ect), CDSB (Climate Disclosure Stan-
dards Board), GRI (Global Reporting Initiative), IIRC (Interna-
tional Integrated Reporting Council), and SASB (Sustainability 
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Mea sur ing Corporate Virtue and Vice 83

Accounting Standards Board)— have announced a “Statement of 
Intent to Work Together  Toward Comprehensive Reporting 
Requirements.”14

• The trustees of the International Financial Reporting Standards 
(IFRS) Foundation have proposed to create a Sustainability 
Standards Board, which would initially focus on the financially 
material climate risks incurred by corporations but might build 
incrementally to encompass other environmental issues and 
“double materiality”— a com pany’s impact on the wider environ-
ment aside from financially material risks.15

• A report by the World Economic Forum (WEF), produced in 
collaboration with the Big Four accounting firms (Deloitte, 
Ernst & Young, KPMG, and Pricewater houseCoopers) proposes 
metrics that “reflect not only financial impacts but ‘pre- financial’ 
information that may not be strictly material in the short term, 
but are material to society and planet and therefore may become 
material to financial per for mance over the medium or longer 
term.”16 The title of the WEF report, “Mea sur ing Stakeholder 
Capitalism:  Towards Common Metrics and Consistent Reporting 
of Sustainable Value Creation,” captures its purpose.

• The International Federation of Accountants (IFAC) has pro-
posed the creation of a new International Sustainability Stan-
dards Board that would create “a reporting system that delivers 
consistent, comparable, reliable, and assurable information 
relevant to enterprise value creation, sustainable development and 
evolving stakeholder expectations.”17

• The Impact- Weighted Accounts Initiative (IWAI) at Harvard 
Business School is an ambitious effort to establish criteria for 
mea sur able E&S  factors.18 Its under lying premise is that the 
true value of a com pany is not captured by conventional finan-
cial metrics but rather must also account for the external costs 
imposed and external benefits conferred on major 
stakeholders.19

• A paper by Ben Smith and Brad Cooper reports on investors’ 
strong interest in consistent and reliable impact reports by green 
bond funds.20
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84 Metrics and Models

Ele ments of a Comprehensive System for 
Assessing a Com pany’s Impacts

Informed by  these efforts, we outline the desired requirements of a full- 
fledged social accounting framework and then ask what’s feasible for 
some common environmental and social issues.21 We do not address the 
costs of implementing the framework other than to note that, although 
they would be  great, so are the potential benefits of improved E&S 
be hav iors.

 1. The framework must go beyond the conventional mea sure of a 
com pany’s financial value to broadly mea sure its “material effects on 
the economy, environment, and  people” (quoting the GRI) in terms of 
external costs and benefits. Dif fer ent stakeholders may be interested 
in dif fer ent effects, but if one examines the main standard- setting 
systems,  there is considerable convergence around environmental 
standards involving green house gas emissions and conventional 
pollutants, and around social standards involving child  labor, forced 
 labor, workplace safety, discrimination, and diversity. The indica-
tors must include a com pany’s significant positive and negative effects 
on all stakeholders, not just investors.

 2. Information must be reported in a timely manner.

 3. In addition to accounting for a com pany’s own impacts, the frame-
work should account for the com pany’s contributions to the 
impacts of suppliers, the consumers of its products and ser vices, and 
perhaps competitors as well. (In the par tic u lar domain of green-
house gas emissions,  these encompass Scope 1, 2, and 3 emissions, 
which we  will discuss.) Accounting for the impacts of consumers 
is particularly difficult.22

 4. The indicators of E&S  factors must be accurate, valid, and reliable. 
Accuracy concerns how precisely the indicator mea sures the 
variable of interest.23 Validity concerns  whether the indicator 
captures the effects one is  really interested in; indicators typically 
serve as proxies for the variables of interest, and the validity of 
the proxies can vary greatly.24 Reliability concerns  whether 
mea sure ments of the same indicator are consistent across time. 
For example, is the definition of “serious” workplace accidents the 
same from one year to the next?
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 5. The information must be sufficiently objective and verifiable for 
auditors, regulators, institutional investors, and litigants to 
identify and correct material misreporting.

 6. The information must be accessible to a wide range of stakehold-
ers,  either directly or through trustworthy intermediaries.

 7. Although the same reporting methods and metrics must be used 
consistently across dif fer ent companies and over time, the stan-
dards must be adaptable to reflect the evolution of technologies 
and the standards themselves. To reconcile adaptability with 
reliability, companies must restate prior years’ metrics in terms 
of the new standard.

 8. One must be able to meaningfully compare the impacts of dif fer ent 
companies within and across sectors. For example, the IAWI initia-
tive uses the concept of “environmental intensity” to reflect a 
com pany’s negative environmental impact as a percentage of its 
operating income from sales.25

 9. Ideally, mea sure ments of indicators must be monetizable26 or at 
least be reducible to a common metric such as quality- adjusted 
life years (QALYs).27 Although some stakeholders may only care 
about one par tic u lar indicator, such as green house gas (GHG) 
emissions,  others may care about a com pany’s aggregate benefits 
and harms. Just as conventional financial reports are intrinsi-
cally monetized, monetization of E&S  factors provides a  
common value for comparing a wide variety of financial, envi-
ronmental, and social effects. Monetization is essential for 
understanding the inevitable trade- offs among the goals of 
vari ous stakeholders. It also “is a necessary condition for the 
development of capital markets driven by sustainability consid-
erations.”28 This is almost surely the most challenging criterion 
in the list.

 10. Standards should ultimately be set by an organ ization that is, to 
the extent reasonably pos si ble, in de pen dent of po liti cal and 
industry pressure.

588-99763_ch01_4P.indd   85588-99763_ch01_4P.indd   85 11/6/21   12:05 AM11/6/21   12:05 AM
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Part 2: Examples of Environmental 
and Social Standards

The organ izations concerned with ESG mea sure ment fall into three 
groups. The first group defines indicators relevant to environmental and 
social  matters, such as pollution and workplace safety, but does not pre-
scribe par tic u lar levels of be hav ior with re spect to them. The Global Re-
porting Initiative (GRI)29 is paradigmatic of this approach.

The second group prescribes acceptable be hav iors. Broadly stated,  these 
organ izations fall into one of three subcategories. Some organ izations, 
such as SA8000 and Worldwide Responsible Accredited Production 
(WRAP), rely on external auditors to certify that a com pany has met par-
tic u lar substantive standards concerning issues such as child  labor, 
forced and compulsory  labor, health and safety, freedom of association 
and the right to collective bargaining, discrimination, disciplinary prac-
tices, working hours, and remuneration.30 Other organ izations, notably 
industry- specific groups such as the Fair  Labor Association31 and com-
panies such as Nike, sanction or shame firms in supply chains that violate 
fair  labor standards. Fi nally, B Lab awards B Corp certification to compa-
nies that achieve a minimum verified score concerning their impact on 
their workers, customers, community, and environment.32 The criteria 
for B Corp certification are broader than  those of the other standard- 
setting organ izations, reflected in its complex system of categorization.33

Third,  there are ratings ser vices, such as MSCI and Bloomberg, that 
provide investors with ESG information about par tic u lar companies 
based largely on the com pany’s sustainability disclosures and other vol-
untarily provided information.

This section focuses on the first two categories, with the aim of un-
derstanding the scope and limits of the primary data that forms the basis 
for their reports.

Green house Gas Emissions and Other 
Environmental Impacts

We first examine the current approach to environmental metrics, which 
concern a corporation’s impact on ecosystems, or the “planet.” The uni-
versal recognition that green house gases34 (GHGs) are major contributors 
to global warming, which both threatens the planet and puts companies 
at financial risk, has led to the convergence of outcome indicators.
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The Green house Gas Protocol Corporate Accounting and Reporting 
Standard, the product of a multistakeholder collaboration,35 provides a 
uniform methodology for the comprehensive disclosure of an organ-
ization’s emissions. It places GHG emissions in three dif fer ent catego-
ries, designated as “scopes,”36 which together “encourage companies to 
move from reporting [activities and] outputs alone to capturing the im-
pacts of their operations on nature and society across the full value chain, 
in more tangible, sophisticated ways, including the monetary value of 
impacts.”37

Scopes 1 and 2, respectively, encompass direct emissions from a cor-
poration’s owned or controlled sources and indirect emissions related to 
the generation of energy purchased by a corporation.38 They are mutu-
ally exclusive, thus avoiding the double counting of emissions.

Scope 3 emissions are a “consequence of the activities of the com pany 
but occur from sources not owned or controlled by the com pany.”39 
They broadly encompass purchased goods and ser vices, business travel, 
employee commuting, waste disposal, use of sold products, transpor-
tation and distribution (upstream and downstream), investments (as 
distinguished from the com pany’s own business), and leased assets and 
franchises.40

Although the definition of Scope 3 emissions is extremely broad, a 
com pany has  great discretion to determine which emissions to mea sure. 
The recommended criteria for se lection include  whether the emis-
sions are large relative to the com pany’s Scope 1 and Scope 2 emissions, 
 whether they contribute to the com pany’s GHG risk exposure,  whether 
they are deemed critical by key stakeholders (e.g., customers, suppliers, 
investors, or civil society), and the com pany’s ability to reduce, or in-
fluence the reduction of,  those emissions.41 The GHG protocol rightly 
notes that “since companies have discretion over which categories they 
choose to report, Scope 3 may not lend itself well to comparisons across 
companies.” For this reason, we focus on Scopes 1 and 2.

The calculation of all three scopes of emissions requires identifying 
sources and calculating emissions throughout a com pany’s business activi-
ties. To promote standardization, the GHG Protocol includes a set of 
peer- reviewed tools to enable companies to estimate their emissions of key 
green house gases (e.g., CO2, methane, and nitrous oxide) converted into 
metric tons of CO2 equivalents.42 The disclosures are theoretically objec-
tive, transparent, and comparable. Their standardization makes it pos si ble 
for companies and stakeholders to track pro gress and compare emissions 
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88 Metrics and Models

across sectors and also—if  there is a price on carbon—to capture the mon-
etary costs of emissions generated.43 For all  these reasons, the Protocol’s 
framework provides a paradigm for ESG metrics.

Investors and many other stakeholders are concerned with predicting 
a com pany’s  future emissions. While disclosure of a com pany’s current 
and past emissions provides essential data for this task, the Task Force 
on Climate- Related Financial Disclosures (TCFD) takes the further step 
of asking companies to disclose their plans and governance practices with 
re spect to emissions.  These pro cess indicators fit within ESG’s Gover-
nance category.

The TCFD is concerned with the effects of climate risks and oppor-
tunities on a com pany’s financial value.44 Risks include not only  those 
stemming from the com pany’s own activities but also  those imposed on 
the com pany by natu ral  causes and other actors. “Opportunities” include 
efficiencies and new markets accompanying reduced emissions. The 
TCFD calls for disclosures in four domains:

• Governance.  The board’s and management’s roles in assessing 
and managing climate risks and opportunities.

• Strategy.  Addressing climate- related risks and opportunities 
over the short, medium, and long runs.

• Risk management.  Pro cesses for identifying, assessing, and 
managing climate- related risks.

• Metrics and targets.  The metrics used to assess climate- related 
risks and opportunities, including GHG emissions; the targets 
used to manage  those risks and opportunities;45 and per for mance 
relative to  those targets.

 These pro cess indicators are precursors to achieving outcomes that 
minimize GHG emissions. A com pany’s specification of reduction tar-
gets and its reports on pro gress in meeting them are further steps in this 
direction. Although  these disclosures lack the precision and objectivity 
of  actual emissions, they provide valuable predictive information. Indeed, 
a com pany’s disclosure of its targets for  future years provides stakehold-
ers with an impor tant baseline with which to compare  actual emissions 
in  those years.46

Green house gas emissions are more straightforward to mea sure than 
many other environmental impacts, as the impacts of the emission of 
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green house gases are in de pen dent of a com pany’s par tic u lar situation or 
geography: a ton of carbon dioxide emitted in one location is identical 
to a ton emitted in another. By contrast, many other environmental im-
pacts are context dependent. For example, an essential component of 
GRI standard 303 on  Water and Effluents is the amount of  water with-
drawn from areas with  water stress,47 which is defined as the “ability, or 
lack thereof, to meet the  human and ecological demand for  water.” The 
standard explains that  water stress involves “the availability, quality, or 
accessibility of  water” and states that it is “based on subjective ele ments 
and is assessed differently depending on societal values, such as the suit-
ability of  water for drinking or the requirements to be afforded to eco-
systems.” 48 While the contextualization of many environmental impacts 
is inevitable, it introduces an ele ment that compromises the objectivity 
and comparability of the metrics.

Occupational Health and Safety

Almost all standards include provisions concerning workplace safety. For 
example, SA8000 states:

The [com pany]  shall provide a safe and healthy workplace envi-
ronment and  shall take effective steps to prevent potential health 
and safety incidents and occupational injury or illness arising out 
of, associated with or occurring in the course of work. It  shall 
minimize or eliminate, so far as is reasonably practicable, the 
 causes of all  hazards in the workplace environment, based upon 
the prevailing safety and health knowledge of the industry sec-
tor and of any specific  hazards.49

GRI standard 403 on Occupational Health and Safety requires  these dis-
closures of pro cesses:50

•  Whether an occupational health and safety management system 
has been implemented

• The pro cesses used to identify work- related  hazards and assess 
risks and to eliminate  hazards and minimize risks

• The pro cesses for worker participation and consultation in the 
development, implementation, and evaluation of the occupational 
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health and safety management system, and for providing access 
to and communicating relevant information on occupational 
health and safety to workers

• Any occupational health and safety training provided to workers, 
including generic training as well as training on specific work- 
related  hazards, hazardous activities, or hazardous situations

• Prevention and mitigation of occupational health and safety 
impacts directly linked by business relationships (e.g., suppliers)

• The number and percentage of employees who are covered by an 
occupational health and safety management system

GRI disclosure 403-9 focuses on outcomes— that is, on work- related inju-
ries.51 It requires a com pany to report, with re spect to its own employees:

• The number and rate of fatalities as a result of work- related 
injuries

• The number and rate of high- consequence (i.e., serious) work- 
related injuries other than fatalities

• The number and rate of other work- related injuries

• The work- related  hazards that pose a risk of high- consequence 
injury, including how  these  hazards have been determined; which 
of  these  hazards have caused or contributed to high- consequence 
injuries during the reporting period; actions taken or  under way 
to eliminate  these  hazards and minimize risks; any actions taken 
or  under way to eliminate other work- related  hazards and mini-
mize risks (This is a combination of pro cesses and outcomes.)

In many re spects, the GRI disclosures parallel the reports that US em-
ployers are required to make to the Occupational Safety and Health Ad-
ministration (OSHA).52

The GRI requires that companies report the number of fatalities or 
injuries in relation to hours worked.53 This formula allows one to com-
pare a com pany’s work- related fatalities and injuries of dif fer ent severi-
ties with  those of other companies,  whether in the same industry or 
across industries.

Although not called for by the standards, workplace injuries and deaths 
can be monetized.54 Companies in the United States and many other 
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countries are subject to mandatory workers’ compensation schemes that 
provide wage replacement and medical benefits to employees injured in 
the course of employment.55 The regulations include schedules that put 
a price on injuries that involve the loss of vision or hearing or of a body 
part.56 Of course, the price  will vary among dif fer ent jurisdictions.

Beyond the schedules of workers’ compensation programs,  there are 
two widely used mea sures of the value of health and life: quality- adjusted 
life years (QALYs) and disability- adjusted life years (DALYs). Both mul-
tiply a person’s life expectancy by a number between 1 (perfect health) 
and 0 (death) to represent dif fer ent degrees of disability or pain.57 Both 
mea sures are ultimately grounded in the concept of the value of a statis-
tical life (VSL),58 which assigns a fixed monetary value to  every  human 
life in a certain population based on  people’s willingness to pay (WTP) 
to avoid health and safety risks.59

Workplace injuries and deaths fit many of the core ele ments of an ESG 
reporting framework described  earlier in this chapter. Among other 
 things, the events are auditable, comparable, and monetizable. Also, in 
princi ple, such reporting could be extended to include the com pany’s 
supply chain, though the difficulties of assurance in this context are 
formidable.60

Child  Labor

GRI standard 40861 is typical of international standards in defining a 
“child” as “a person  under the age of 15 years, or  under the age of com-
pletion of compulsory schooling, whichever is higher.” The standard 
states that “abolishing child  labor is a key princi ple and objective of major 
 human rights instruments and legislation and is the subject of national 
legislation in almost all countries.” The key rationales for prohibiting 
child  labor, as stated by SA8000, are that “childhood should be dedicated 
to education and development, not to work; child  labor often jeopardizes 
 children’s chances of becoming productive adults; and child  labor per-
petuates poverty and social in equality.” 62

With re spect to outcomes, SA8000 provides that a com pany “ shall not 
engage in or support the use of child  labor” and “ shall not expose 
 children . . .  to any situations—in or outside of the workplace— that are 
hazardous or unsafe to their physical and  mental health and develop-
ment.” 63 With re spect to procedures, it requires that companies commu-
nicate their policies to workers and interested parties, have procedures 
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for verifying age, and have written procedures for the remediation of 
child  labor.64

The GRI standard is essentially procedural. It requires that companies 
report on “operations and suppliers considered to have significant risk 
for incidents of child  labor” and on mea sures taken by the com pany “in-
tended to contribute to the effective abolition of child  labor.”

As with workplace injuries, incidents of child  labor by the com pany 
itself or by suppliers are in princi ple auditable, and the numbers are com-
parable across companies. Although prohibitions of child  labor are 
rooted in value judgments about the importance of childhood,  there have 
been vari ous efforts to monetize its costs. For example, a 2004 study by 
the International  Labor Office (ILO) provides estimates of “the added 
productive capacity a  future generation of workers would enjoy due to 
their increased education, and the economic gains anticipated from im-
proved health due to the elimination of the worst forms of child  labor.” 65 
Of course, the costs of child  labor vary from one country to another de-
pending on available educational and posteducational opportunities. 
Nonetheless, it should be feasible to come up with a country- specific, or 
even region- specific, estimate of the costs per child per year that could 
be used for social accounting purposes.

Discrimination and Diversity

Accounting for discrimination seems considerably more difficult than 
accounting for workplace safety and child  labor. GRI standard 406 de-
fines discrimination as “the act and the result of treating  people unequally 
by imposing unequal burdens or denying benefits, instead of treating 
each person fairly on the basis of individual merit,” and states:

An organ ization is expected to avoid discriminating against any 
person on any grounds, including avoiding discrimination 
against workers at work. It is also expected to avoid discriminat-
ing against customers with re spect to the provision of products 
and ser vices, or against any other stakeholder, including suppli-
ers or business partners.66

 Under GRI standard 406, the com pany must report the “total number 
of incidents of discrimination during the reporting period,” where “an 
‘incident’ refers to a  legal action or complaint registered with the com-
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pany or competent authorities through a formal pro cess, or an instance 
of non- compliance identified by the com pany through established pro-
cedures.” The report must describe the status of the incidents and ac-
tions taken with re spect to them.

In contrast to workplace injuries, what constitutes “discrimination” 
varies greatly among countries, and determining  whether an employer 
discriminated often entails a complex and protracted pro cess. GRI stan-
dard 406 defines an “incident” as including a formal complaint, regard-
less of  whether it was adjudicated or how it was resolved. But complaints 
alone are likely a weak proxy for  actual discrimination, and this expan-
sive definition of “incident” limits the comparability of the reporting 
across companies, since dif fer ent companies have dif fer ent internal re-
porting and recordkeeping pro cesses.

A potentially less problematic approach would be to limit the definition 
of “incident” to  those instances where a court or cognizant government 
agency has concluded that an employer engaged in discrimination.  After 
such a determination, applications of GRI standard 406 would be read-
ily comparable across US companies, many of which are subject to 
Title VII of the Civil Rights Act of 1964.67 However, this approach 
would not capture the many complaints that are resolved through ar-
bitrations or settlements, especially when they are subject to nondis-
closure agreements.

Violations of some aspects of discrimination are monetizable— after 
all, courts and administrative agencies regularly award compensatory 
damages for actions of discrimination. But given the intangible nature 
of some harms from discrimination and the vagaries of judicial and other 
dispute resolution systems, the outcomes of contested discrimination 
claims seem weakly correlated with the magnitude of the  actual injuries.

Another related but broader approach to capturing discriminatory 
practices can be found in GRI disclosure 405-1, which requires disclo-
sure of the percentage of individuals within the organ ization’s gover-
nance bodies and workforce by gender, age group, and “other indicators 
of diversity where relevant (such as minority or vulnerable groups).” 68 
Although  these disclosures may provide some surface- level information, 
they fall far short of providing information about the adequacy of a com-
pany’s diversity and inclusiveness—an increasing concern of institutional 
investors and other stakeholders. This requires a deep understanding of 
the industry and the nature of its governance structure and workforce— 
something that cannot readily be determined, even by adjudication.
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Our hypothesis before undertaking the analy sis described in this sec-
tion was that environmental standards would be more likely than social 
standards to meet the criteria of effective ESG reporting that we out-
lined in part 1. However, this generalization turns out to be unfounded. 
Although Scope 1 and 2 green house gas emissions set a benchmark for 
precision, not all environmental standards meet that benchmark,69 while 
some social standards do.

For  those standards that do meet the criteria, the next questions in-
volve how they  will be created and updated and how to ensure that the 
reported information is accurate. In par tic u lar,  there are questions re-
garding the quality of the com pany’s internal pro cesses for gathering, 
analyzing, and reporting relevant data, and the ability of outsiders to 
verify that the data is materially correct. We now turn to  those issues.

Part 3: The Need for a Standard- Setting Body

Any ESG reporting framework must have the capacity to evolve and 
adapt. Even  today’s best framework  will soon be incomplete, and the field 
needs a standard- setting body to develop a uniform, comprehensive set 
of metrics and to provide the necessary updates for  those metrics.70 To 
the degree reasonably pos si ble, the standard setter must be in de pen dent 
of po liti cal and financial pressure, and its standards must be uniform and 
used pervasively. The history of financial accounting provides some in-
sight into how to establish such a body.

Con temporary financial accounting began in the aftermath of the 
stock market crash of 1929, when Congress  adopted the Securities Act 
of 1933 and the Securities Exchange Act of 1934. The latter created a 
new agency, the Securities and Exchange Commission (SEC), with the 
authority to set financial accounting standards for public companies. 
Rather than prescribing such standards itself, however, the SEC de cided 
to rely on the private sector to establish Generally Accepted Account-
ing Princi ples (GAAP).71 In the roughly eight de cades since that deci-
sion, we have seen three dif fer ent private standard setters for financial 
reporting, as each morphed into the next following internal disagree-
ments and po liti cal pressures.

The first private standard- setting organ ization was a committee of the 
American Institute of Accountants known simply as the Committee on 
Accounting Procedure (CAP), which was in place from 1938 to 1959. It 
was composed of part- time accounting academics and prac ti tion ers and 
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was soon criticized as overly flexible by commentators who believed 
that it did not mandate sufficiently uniform standards. This criticism 
and resulting reor ga ni za tion led to the second private standard- setting 
organ ization, the Accounting Princi ples Board (APB), which was in 
place from 1959 to 1973.

Like the CAP, the APB included accounting academics and prac ti-
tion ers who served on a part- time basis. However, the APB made a de-
liberate decision to include representatives from all the eight biggest 
accounting firms at the time so that each firm would ensure that its 
clients followed the APB’s accounting standards and norms. Unfortu-
nately, the inclusion of  these representatives created other conflicts, as 
the accounting firms’ clients lobbied for standards favorable to their in-
terests.72 In the end, three of the eight accounting firms stated they had 
lost confidence in the APB, leading to the establishment of a study group 
that recommended that the APB be replaced with an in de pen dent, full- 
time standard- setting body.

The Financial Accounting Standards Board (FASB) began in 1973 and 
still exists  today. Although still subject to criticism and by no means 
perfect, FASB has been considerably more successful than its pre de-
ces sors.73 Some key differences include a smaller board with full- time 
members,74 a large research staff, and a considerable bud get. The board 
members represent a broad swath of users of accounting information, 
including auditors, government regulators, investors, and accounting 
academics. To minimize the conflicts that plagued the APB, FASB’s 
members are required to sever all ties with their prior firms or institu-
tions upon joining the organ ization.75 Its sizable bud get allows it to com-
pensate board members for this loss. For example, in 2019, FASB’s 
parent organ ization received funding of almost $57 million, coming from 
publication and subscription revenues and fees from public companies 
and brokerages.76 Although FASB has not been immune from  either in-
dustry or po liti cal pressures,77 its relative financial in de pen dence and 
po liti cal insulation as a private entity have allowed it to survive and enact 
meaningful standards. As with its pre de ces sors, FASB sets the standards, 
but the SEC mandates that US public companies follow them.

If financial reporting is po liti cally controversial and subject to im-
mense lobbying, imagine the potential controversies related to ESG 
reporting. At a minimum, any ESG standard setter must be a financially 
in de pen dent institution with significant research capacity and full- 
time, well- compensated board members who represent a broad swath 
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of stakeholders. For all the current interest in creating common stan-
dards, we have not seen any significant movement to create an in de-
pen dent standard- setting body.

Part 4: The Need for Reporting Infrastructure

Thus far, we have discussed ESG reporting standards and the standard- 
setting body, but the focus on standards alone is incomplete. To produce 
high- quality metrics also requires concurrent improvements in internal 
and external ESG reporting infrastructures.78 Internal reporting infra-
structure refers to the reporting systems and internal controls that com-
panies rely on to produce data; external reporting infrastructure refers 
to the auditing and regulatory enforcement mechanisms that verify re-
porting accuracy and correct misreporting.

Internal Mechanisms

Much evidence from financial reporting demonstrates the need for 
strong internal reporting infrastructure. In the context of financial dis-
closures, companies rely on financial reporting software and internal 
controls to generate the inputs for financial statements.

Internal controls are the pro cesses and procedures that companies put 
in place to provide reasonable assurance that the reported numbers are 
correct. At the simplest level, internal controls separate duties related to 
recordkeeping (e.g., an individual who uses petty cash should not be the 
one to rec ord the receipt for their purchases) and safeguarding assets 
(e.g., putting that petty cash in a locked safe). The vast majority of fi-
nancial restatements79 result from internal errors rather than fraud,80 
and  there is strong evidence that internal controls improve the quality 
of reported information.81 Indeed, in the financial context, they are so 
impor tant that large public companies must provide a separate audit at-
testation regarding the quality of their internal controls.82

Internal controls are equally essential for ESG reporting. As a  simple 
example, imagine employees at dif fer ent manufacturing plants within 
the same com pany recording emissions. Without formal pro cesses and 
procedures, the reported data may be inaccurate  because employees 
used inconsistent mea sure ment methods.83 Yet, despite their impor-
tance, companies often lack the internal control mechanisms neces-
sary to produce accurate ESG information. For example, consider the 
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difficulties companies face in reporting  under the “conflict minerals” 
standard required by Section 1502 of the Dodd- Frank Act. Although 
companies  were given three years to prepare for this disclosure, one 
study found that nearly 80   percent of the 1,300 corporations that re-
ported in 2014 and 2015  were unable to trace the country of origin for 
conflict minerals in their supply chain.84 By 2018,  these disclosures had 
improved, but prob lems still remained; a Government Accountability 
Office study of one hundred randomly selected companies found that 
“almost all companies reported that,  after conducting due diligence, 
they could not determine  whether their conflict minerals financed or 
benefited armed groups.” 85

The difficulties related to internal data management are not  limited 
to supply chains. For example, when Section 953(b) of the Dodd- Frank 
Act required that companies report the ratio of the median employee’s 
pay to that of the CEO, companies objected, saying that it would be ex-
tremely expensive to identify the median employee’s pay. Indeed, the 
SEC estimated that this rule could cost $1.3 billion in initial compliance 
costs and $526 million annually in ongoing costs.86 This seemingly 
 simple disclosure highlights the inability of companies’ internal data sys-
tems to analyze ESG data in the way that users demand.87

 There is reason to believe that technology could improve companies’ 
internal reporting systems. In the realm of financial accounting,  there 
is evidence that reporting software has increased the accuracy of reported 
information and improved business operations based on this informa-
tion.88 We are not aware of any comparable software for ESG report-
ing, which is instead compiled through separate, ad hoc systems;89 but it 
seems likely that such a system  will be developed as demand for ESG 
information increases. In addition, blockchain technology has the po-
tential to improve reporting quality in accounting in general and with 
re spect to social issues such as supply chain management in par tic u lar. 
Although  these technologies  will likely lead to long- term improve-
ments,90 they ultimately rely on the quality of data that is fed into them.

External Mechanisms

The most prominent external mechanisms are assurance (i.e., auditing) 
and regulatory enforcement, which serve to verify reported data.91  There 
is ample evidence that properly conducted audits can improve the qual-
ity of reported information.92 Yet it is unclear  whether ESG audits  will 
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provide  these benefits, as many such audits are of much lower quality 
than their financial counter parts.93 Unlike financial reporting, which is 
currently dominated by the Big Four accounting firms,  there are many 
ESG accounting firms, and it is difficult for consumers to know the rep-
utation associated with each firm. Standards vary across the industry, as 
does the training (and auditing) of auditors. Although the industry is at-
tempting to professionalize and develop more consistency, much work 
remains.

Furthermore, even the most highly qualified auditors face an uphill 
 battle. Without reliable internal data, companies cannot establish a reli-
able audit trail, which is a significant challenge for any external auditor. 
Thus, the weaknesses of internal data systems inevitably compromise ex-
ternal mechanisms. The lack of quality internal information is likely 
the reason for the high frequency of “ limited assurance” audits in pub-
licly available ESG reports.  Because the auditors are unable to access 
reliable internal data, their audits provide a standard of assurance far 
below that provided in financial audits. In other words, the low- quality 
internal reporting environment reduces the effectiveness of one of the 
most effective mechanisms for inducing compliance with standards.

Next to auditing, regulatory enforcement of financial reporting is the 
most prominent external mechanism. In this context, enforcement re-
fers to regulatory sanctions brought against companies and individuals 
who do not adhere to reporting standards. As an example of the value of 
enforcement, in the early years of the twenty- first  century, many Eu ro-
pean countries unified their financial reporting standards by mandat-
ing that companies follow International Financial Reporting Standards 
(IFRS). This unification was thought to be a huge advancement in fi-
nancial reporting since a greater number of companies  were expected 
to make comparable, high- quality disclosures. Yet adherence to the stan-
dards, and the resulting benefits, turned out to be highly dependent on 
the strength of each country’s regulatory enforcement. Countries that 
lacked sufficient  legal and regulatory enforcement to ensure that com-
panies adhered to the new standards saw few if any benefits.94

 These studies are among the many indicating that the regulatory 
landscape, particularly the strength of local enforcement practices, sig-
nificantly affects the implementation of reporting standards. In the 
context of US financial reporting, public enforcement most commonly 
occurs through regulatory actions by the SEC, with assistance from 
other agencies, such as the Department of Justice. However, although 
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the SEC has deep financial accounting expertise, it lacks the environ-
mental and social expertise necessary for strong regulatory enforcement 
of ESG reporting. Therefore, if the SEC is to take the lead in ESG re-
porting as it has with financial reporting, the agency must  either develop 
internal expertise in ESG- related areas or coordinate with other agen-
cies such as the Environmental Protection Agency.

In theory, private litigation could be an additional tool to increase the 
quality of reported information. In the context of financial reporting, 
shareholders almost always sue com pany man ag ers and directors fol-
lowing a material accounting error, plausibly incentivizing man ag ers to 
avoid such errors. However, given that it is exceedingly rare for man ag-
ers to pay out- of- pocket for such errors,95 it is not terribly surprising that 
the empirical evidence is inconsistent about  whether litigation risk im-
proves financial reporting outcomes.96 Assuming that private litigation 
functions similarly for ESG reporting,  there is  every reason to think that 
such litigation would be frequent and costly, but it is uncertain  whether 
it would significantly improve the quality of the disclosed information.

Of course, litigants, regulators, and auditors are only some of the ex-
ternal actors that play a role in enforcement.  There are two emerging 
forces worth noting. First, environmental activism, in which sharehold-
ers pressure management to improve a firm’s environmental impact, is 
becoming increasingly common. Recent work suggests that  these cam-
paigns are effective in reducing target firms’ air pollutants.97 Second, 
proxy advisors, whose recommendations carry  great weight with insti-
tutional investors, have become increasingly ESG focused. For example, 
Institutional Shareholder Ser vices (ISS) issues annual sustainability 
proxy voting guidelines.98

Conclusion

The preceding discussion suggests one obvious reason why the correla-
tion of a com pany’s ESG metrics with its financial value is uncertain and 
the correlation among ratings ser vices is extremely weak. One cannot 
escape the phenomenon of garbage in, garbage out. Indeed, given their 
multifarious natures, ESG metrics as a  whole  will never have the accu-
racy, validity, reliability, and commensurability of financial metrics.

Yet the considerable efforts to improve ESG metrics described  here 
reflect the increasing interest in them as indicators not only of compa-
nies’ financial per for mance but also their impact on  people and the 
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planet. In the spirit of not letting the perfect be the  enemy of the good, 
it makes sense to rely on the par tic u lar metrics that have reached matu-
ration while working to bring the  others up to their level, and to treat 
the integration of the widely disparate E&S metrics as highly aspira-
tional. However, the burden of the last sections of the chapter is that 
without an in de pen dent standard setter to update metrics, and strong re-
porting infrastructure to induce compliance and accuracy, a com pany’s 
reports on its metrics cannot be taken at face value.  These features are 
essential components of a robust and useful ESG framework.

FOR F U RT H ER R E A DI NG

For readers interested in the current state of ESG reporting and proposed ap-
proaches for improving reporting, we suggest several articles. In “The Current 
State of Sustainability Reporting: A Work in Pro gress” (CPA Journal, July 30, 
2018), Jill M. D’Aquila provides a critical survey of existing reporting standards and 
their implementation. For a short, accessible description of the mea sur able dimen-
sions of a com pany’s social and environmental impacts, see Ronald Cohen and 
George Serafeim, “How to Mea sure a Com pany’s Real Impact” (hbr . org, Septem-
ber 3, 2020, https:// hbr . org / 2020 / 09 / how - to - measure - a - companys - real - impact). 
For an excellent academic paper that summarizes the empirical lit er a ture on the 
costs and benefits of imposing a mandatory ESG reporting regime, see Hans B. 
Christensen, Luzi Hail, and Christian Leuz, “Adoption of CSR and Sustainability 
Reporting Standards: Economic Analy sis and Review” (SSRN working paper, 2019, 
https:// privpapers . ssrn . com / sol3 / papers . cfm ? abstract _ id=3427748). The IRFS 
Foundation has written a detailed description of a proposed ESG standards board 
and priorities for such a board (“Consultation Paper on Sustainability Reporting,” 
IFRS Foundation, September 2020, https:// cdn . ifrs . org /  -  / media / project 
/ sustainability - reporting / consultation - paper - on - sustainability - reporting . pdf).  
For readers interested in learning about a proposed collaboration among global 
disclosure and reporting organ izations, see Impact Management Proj ect, “State-
ment of Intent to Work Together  towards Comprehensive Corporate Reporting” 
(Impact Management Proj ect, 2020, https:// impactmanagementproject . com 
/ structured - network / statement - of - intent - to - work - together - towards - comprehensive 
- corporate - reporting / ). For  those attempting to anticipate the SEC’s actions in the 
ESG space, a speech delivered by acting chair Allison Lee, “A Climate for Change: 
Meeting Investor Demand for Climate and ESG Information at the SEC” 
(March 15, 2021, Securities and Exchange Commission), provides the best road-
map. A description of efforts to monetize social and environmental impacts is 
provided in George Serafeim, T. Robert Zochowski, and Jen Downing, “Impact- 
Weighted Financial Accounts: The Missing Piece for an Impact Economy” 
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(Harvard Business School, 2019, https:// www . hbs . edu / impact - weighted - accounts 
/ Documents / Impact - Weighted - Accounts - Report - 2019 . pdf). Fi nally, fairly detailed 
suggestions for ESG disclosures have been assembled by the World Economic 
Forum, “Mea sur ing Stakeholder Capitalism:  Towards Common Metrics and 
Consistent Reporting of Sustainable Value Creation” (World Economic Forum, 
2020, http:// www3 . weforum . org / docs / WEF _ IBC _ Measuring _ Stakeholder 
_ Capitalism _ Report _ 2020 . pdf).
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We greatly appreciate the research assistance of Kevin Li and David Liou, and 
comments on drafts from Matthew Bannick, Iris Brest, Michael Callahan, Richard 
Danzig, Ronald Gilson, Thomas Heller, William Meehan, Curtis Milhaupt, Paul 
Pfleiderer, Kristen Savelle, Alicia Seiger, Russell Siegleman, and Mark Wolfson.

1.  Although the term “sustainable” connotes “environmental,” it is commonly 
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_ OnePager . pdf.
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3.  Prior research has shown that ESG- related disclosures can lead to real 
benefits regarding  these mea sures. See Hans B. Christensen, Eric Floyd, Lisa Yao 
Liu, and Mark Maffett, “The Real Effects of Mandated Information on Social 
Responsibility in Financial Reports: Evidence from Mine- Safety Rec ords,” Journal 
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5.  At least some ratings agencies retroactively re adjust their own ratings. See 
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Working Paper Series in Finance, January 2021, https:// dx . doi . org / 10 . 2139 / ssrn 
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governance have centered on  factors that directly or materially affect its financial 
per for mance. As E&S outcomes emerge as having in de pen dent value, however, 
good governance encompasses the accuracy and transparency of  those  factors as 
well.

 7.  Though the G, or governance,  factors encompass a broad range of issues, we 
 will focus on their role in supporting E&S outcomes.

 8.  See part 3.
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- content / uploads / 2017 / 12 / 2017State - of - Disclosure - Report - web . pdf.

11.  Martha C. Wilson, “A Critical Review of Environmental Sustainability 
Reporting in the Consumer Goods Industry: Greenwashing or Good Business?,” 
Journal of Management and Sustainability 3, no. 4 (2013): 1–13, http:// dx . doi . org / 10 
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12.  For criticisms of SA8000, see Richard M. Locke, Fei Qin, and Alberto 
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Industrial and  Labor Relations Review 61, no. 1 (2007): 3–31, https:// doi . org / 10 . 1177 
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September 2020, https:// cdn . ifrs . org /  -  / media / project / sustainability - reporting 
/ consultation - paper - on - sustainability - reporting . pdf.

16.  World Economic Forum, Mea sur ing Stakeholder Capitalism, 14 (noting that 
“[m]ateriality is a dynamic concept, in which issues once considered relevant only to 
social value can rapidly become financially material. In this sense, sustainable value 
creation lies at the intersection of social and corporate value”).
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