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One of the great statements about corporate
law was penned in 1883 by Lord Bowen with
reference to a corporate picnic for employees,
“The law does not say that there are to be no
cakes and ale, but there are to be no cakes and
ale except such as are required for the benefit
of the company” (Hutton v. West Cork Railway
Co., 1883). The issue captured in Lord Bowen’s
remark concerns the legitimate aims of the cor-

poration and stretches as far back as the corpo-

rate form itself.

While the current debate revolves around the phrase “environmental, social, and governance”
or “ESG;” the term has been at other times discussed as “corporate social responsibility
(CSR)” “sustainability;,” “triple bottom-line,;” concern for “stakeholders,” or non-shareholder
“constituencies,” and when applied to investors, “stewardship,” “socially responsible investing
(SRI),” or just “responsible investment.” One should always be suspicious when an idea keeps

changing its name.'

The debate about corporate purpose is old, but it is not founded on a fundamental error.
There are significant conflicts of interest between the various constituencies of the corpo-
ration and it matters whose interests are paramount. The economic way of describing this
conflict is whether companies ought to make investments with a net present value (or rate
of return on capital) that is lower than the alternatives. Note that we are not framing the
question as whether corporations should make investments with a negative rate of return.
Obviously, a company that regularly made these sorts of decisions would rather quickly run
out of money, go bankrupt, and thus remove itself as a vehicle for social and environmental
justice. Rather, the question is whether a company should do things that benefit some group
or purpose (including the environment) when doing something else would be more profit-
able. This is what advocates of ESG are really demanding.
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2 ESG: Myths and Realities

An Interminable Debate without Economics

The fact that the argument about the proper purpose of the corporation has gone on for as
long as business corporations have existed should tell us something about the argument.
On one side, it is clear why the notions behind ESG keep popping up: corporations impact
many people, and we would generally like those impacts to be positive. It is unlikely that a
critical mass of our society will ever look at how a corporation treats its employees and say,
“I hope the company is a bit harsher in the future” We care about a lot of things more than
profitability (and unthinking people do not care about profitability at all). The temptation

to ask more from business will always be with us.

The reason why the debate is not quickly resolved in favour of the moral intuitions behind
ESG requires a bit more digging. Economics tells us that business corporations find them-
selves enmeshed in a variety of competitive markets. These markets include not only the
markets for the various products sold by the corporation, but also the labour markets in
which it hires its employees and executives, the financial markets in which it raises debt
and equity capital, the markets made up of its suppliers, and often a market for control of
the corporation itself. The existence of these competitive markets is almost totally ignored
in most discussions of ESG. Partly this is because the existence of these markets is almost
totally ignored in discussions of corporate governance generally, and partly because a lot of

the people who are interested in ESG do not know much about business.

According to one poll, a random selection of American adults thought corporations make an
average 36 percent profit, defined as a percentage of sales after taxes (Reason-Rupe, 2013). In
fairness to ESG advocates, if this were true, one could safely ignore markets and immediately
start instructing businesspeople on how they should spend company money. Unfortunately,
it is not even close to being true. In a typical year, the profit margin of American businesses is
just three percent (Bhattacharjee and Dana, 2024). Out of this margin, the average company

needs to still pay taxes and cover the cost of its capital.”

How much do corporations make once all their expenses are paid? This is not an easy ques-
tion to answer because the cost of capital is difficult to calculate, especially the cost of equity
finance including risk and inflation (Witmer and Zorn, 2007; Olson and Pagano, 2023).
Bazel and Mintz (2021) estimate the nominal cost of capital without risk and taxes to be
4.9 percent for multinationals operating in North America, consistent with integrated inter-
national capital markets. Risk, the most difficult component to measure, would result in a
cost of capital of 7.9 percent for Canada and 8.5 percent for the United States.> Add in cor-
porate income and other capital-related taxes, the minimum nominal return to compensate
capital owners is 8.4 percent in Canada and 9.1 percent in the United States. In other words,
the average corporation does not make very much at all over its costs including the imputed
cost of equity (Fama and French, 1999; Alderson and Betker, 2009).
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Putting Economics Back into ESG 3

As economics makes clear, a corporation in a reasonably competitive market cannot make
investments that will raise the cost of its products above those of its competitors. If there
were a company that decided not to automate its factories solely out of a charitable concern
to maximize the number of people it employs, that company would eventually be driven out
of business by competitors that have embraced automation, in a process familiar to everyone

who reads the business section of a newspaper.

ESG will also prove practically impossible

for those rare businesses in Canada that earn £¢Basic economic theory suggests

that higher costs associated with
ESG will result in a reduction of

above-normal profits (economic rents) due to
the ownership of land or resources, regulatory

protection, or barriers to entry in an industry.

The value of these rents will be reflected in output, a rise in market prices, a
the company’s share price because the share fall in economic rents, and lower
price will rise to take into account the future share pl‘iCGS.”

expected cash flows from these rents. Basic
economic theory suggests that higher costs
associated with ESG will result in a reduction of output, a rise in market prices, a fall in
economic rents, and lower share prices. In other words, the firm will be unable to cover its
cost of capital. This is not saying anything controversial: ESG is a transfer of wealth from
shareholders to other parties. In general, shareholders do not like declining share prices and

they tend to punish managers who are responsible.

The impact of competitive markets is why employees do not toddle off every day stuffed
with “cakes and ale” It is also why, when we look at the large body of empirical literature on
corporate ESG activities, we find so much evidence that they are merely window-dressing
unless they are secretly related to improving profitability (Tingle, 2024: 235-49).* Finally, it
is why the idea behind ESG has never managed to gain much traction in the real world of

economic actors, though it has gone in and out of favour with regulators.

Why Care about ESG?

Why should we worry about ESG if there is, in fact, no way for ESG to materially influence

corporate behaviour without conflicting with their essential profit-making activities?
The problems with our current infatuation with ESG can be easily summarized:

i) To the extent that the expensive ideas that make up ESG are accepted by Canadian
securities regulators and investors, it will render our public markets less attractive
to new entrants (Cumming, 2023). New Canadian businesses take money from
outsiders and eventually have to give that money back. Historically, this was done by

taking the company public; increasingly, it is done by selling the business. In many
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ii)

iii)

v)

ESG: Myths and Realities

industries, especially high-tech industries, there are few Canadian purchasers, so
selling the business often means it moves to the United States. Unattractive public

markets (where ESG lives) are bad for Canada.

To the extent regulation or shareholder pressure imposes some ESG obligations on
Canadian companies, they will grow less competitive relative to their international
peers (Pardy, 2023). For example, when Canada introduced its Extractive Sector
Transparency Measures Act in 2014, it led to a transfer of assets from Canadian

firms to their American competitors (Rauter, 2020).

To the extent some ESG behaviours are imposed on Canadian corporations only,
individual investors will be harmed as the competitive position of those corporations
declines (Globerman, 2022a). This is already visible in the relatively poor financial
performance of Canada’s energy industry as a result of ESG pressures in this country
(Mejia and Aliakbari, 2024).

Much of our progress in improving the welfare of non-shareholder constituencies
has come from business as usual. Focusing on ESG rather than the health of our
markets and fostering innovation, reflects a major misunderstanding of where prog-

ress arises (Fama, 2022).

To these concerns, we would like to add one other. As we have seen, it is impossible
in the presence of competitive markets for companies to make material, voluntary,
unilateral ESG investments. In reality, advocates of ESG are not asking merely for
more cake. They are trying to solve big problems, not the quality of breakroom
snacks. A company that trumpets its commitment to employee welfare symbolized
by its cake-filled picnics will cause irreparable harm to the social fabric of Canada
if it finds itself compelled to off-shore its factories to Mexico or Asia. If ESG prom-
ises by investors and companies can only ever be honoured in the breach, trust in

corporations and elites will decline.

What Can Be Done?

There is evidence that the current ESG movement is fading (Larcker et al., 2024). For now,

how do we minimize the harms?

1. Expand what counts as ESG

As our main theme, ESG should be expanded to include economics. Shareholders will not be
happy earning a poor return on capital. Neither will workers, who will be laid off or unable to
gain wage increments from companies in financial trouble. And if Canada pushes ineffective

but expensive ESG mandates, capital will move to those countries with a framework that

includes economics in evaluating corporate success.
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Security concerns could also be included in ESG
(Mintz, 2022). When the unprovoked invasion of

(11
Ukraine occurred, it was discovered that invest- [Canada has] some of the

ment funds with ESG mandates had been pref- largest energy reserves in the
erentially investing in Russian oil and gas opera- world, but an embarrassingly
tions (the principal source of funding for the Putin narrow version of ESG has
regime) because of their lower per barrel carbon kept us from exploiting

emissions (Vandaelle, 2022). When Europe came them.”
to Canada looking for energy to make up for the
imports lost from Russia, we were unable to con-
tribute anything to the energy security of our allies and fellow democracies. We have some
of the largest energy reserves in the world, but an embarrassingly narrow version of ESG

has kept us from exploiting them.

2. Stop regulating in the name of ESG

The securities commissions in Canada (and elsewhere in the world) have been pulled into
regulating purely political matters unrelated to facilitating price discovery and ensuring
market integrity. In Canada, they are currently in the midst of a high-profile effort to revise

corporate disclosure around carbon and diversity (CSA, 2023).

Securities commissions lack the experience, skills, processes, and oversight to regulate
broad political matters. For example, there are reasons why corporations have tended to
resist wholesale adoption of diversity targets and publicly tracking the results. These sorts of
diversity, equity and inclusion, or “DEI” initiatives increase the salience of racial and other
differences, discount merit in hiring and promotion decisions, reward those who can most
credibly claim the status of victim (setting off a competition towards the bottom), ignore
other types of diversity (such as differences in experience or viewpoint), and retrospectively
call into question the merits of those minorities who are hired or promoted. No one seriously

interested in managing and building an organization wants to import this dynamic.

Securities regulators in Canada need to seriously rethink their remit. They are not general
regulators of corporate governance; they exist only to ensure Canada’s capital markets are
fair and efficient, not to advance other goals. Responsibility for broader social goals lies with
the legislature, which is subject to much more oversight and which enjoys the legitimacy

provided by being elected.

There is another problem with ESG regulations: rules about disclosure and measurement
must be standardized. ESG, with its variety of stakeholders and the harms it attempts to
address, is poorly suited to standardization (Aliakbari and Globerman, 2023; Tingle, 2023).
Some of the information is unquantifiable, some is incommensurate, some involve trade-offs
between vulnerable parties, some requires subjective or value-laden judgment calls, and some

requires an understanding of the company’s alternatives that no third party possesses. In
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6 ESG: Myths and Realities

aggregate, this means that regulations will (perversely) encourage companies to ignore some
problems and, at the same time, they will provide companies with ample opportunities to
game the required metrics. ESG reporting is far more complex, expensive, and problematic

than the financial reporting to which it is often compared.

3. Prosecute ESG-related fraud

Companies and investment funds that make ESG claims should be held liable in the normal
course if those claims are untrue. Claiming to be an ESG fund has been a winning marketing
strategy for investment funds over the last decade. There is considerable evidence, however,
that ESG-branded funds do not, on average, hold more environmentally and socially respon-
sible companies (Liang et al., 2021; Raghunandan and Rajgopal, 2020; Kim and Yoon, 2023).
Some studies find ESG funds hold companies with worse track records for compliance with
labour and environmental laws. A typical finding is that companies in ESG-branded funds
“exhibit worse performance with respect to carbon emissions, in terms of both raw emissions
output and emissions intensity” (Bolton and Kacperczyk, 2021). These studies demonstrate
the presence of fraud in the securities market. We do not allow false representations on other

subjects, so why would we permit it for representations about ESG?

4. Impose liability for the use of ESG ratings

Much of the current ferment about ESG in capital markets is underwritten by an industry
comprised of somewhere between 80 and 125 firms that purport to measure, rate, rank,
and provide a simple score about each company’s ESG performance (Tingle, 2023: 215).
Institutional investors require these third-party ESG ratings because they lack the resources,
competence, and incentives to carefully investigate and compare the relative ESG perfor-

mance of companies.

Over the last several years, over a dozen research teams have investigated ESG ratings, and
all of them found that they are invalid (Tingle, 2023: 216). This research is easy to do: sim-
ply compare how rating firms score the same company. Viewed in its entirety, the empirical
literature suggests that rating firms agree about the ESG credentials of a firm less than half
the time.” This means that ESG ratings tell you nothing useful about a company (Chatterji
etal, 2016: 1598).

Research that looks at how well ESG ratings predict actual corporate behaviour, finds that
these ratings do a poor job of predicting future pollution and environmental compliance
violations, as well as predicting future labour-related issues and enforcement actions (Chat-
terji et al., 2009; Raghunandan and Rajgopal, 2022). The invalidity of ESG ratings virtually
guarantees that they will be a poor guide to what a company does. As investment managers
are fiduciaries, they owe a legal duty to their funds’ beneficial holders not to make decisions

using deeply flawed ESG ratings data.
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5. Regulate proxy advisors

Third-party proxy advisory firms have also played a major role in the rise of ESG. For almost
two decades, these firms have been the de facto standard setters for corporate governance.
Their influence over the voting decisions of institutional shareholders means that compa-
nies generally attempt to follow proxy advisors’ corporate governance rules. Proxy advisors’
work is often flawed and the assumptions behind their governance decisions are frequently
contradicted by the empirical literature (Tingle, 2014, 2016).

Proxy advisors routinely undercut the careful decisions of securities regulators in this coun-
try. For example, Canadian securities regulators recently considered how companies should
report on their diversity performance (CSA, 2023). However, in their Request for Comment,
the securities commissions at least were alert to questions of what format for reporting was
most likely to protect all minorities, what reporting was least likely to be “gamed” or reduced
to a check-the-box exercise, and what sort of reporting was least likely to interfere with the
exercise of directors’ legal fiduciary duties. While the Canadian regulators engaged in discus-
sions about these issues, the largest proxy advisor in the country, Institutional Shareholder
Services, simply ignored the nuanced discussion and mandated a check-the-box diversity
quota rule (ISS, 2024: 16-17).

Conclusion

We argue that—most importantly—economics

needs to be put into ESG. Any conception of corpo-

(11 H
rate governance that ignores economics (or markets) Pretendi ng that we can

will prove irrelevant and harmful to corporations. solve our serious social

We can draw considerable confidence from the fact and economic problems by
that caring about corporate constituencies is usually adopting the version of ESG
good economics. Of course, companies pursuing circulating in this country
their long-term interests may not be sufficient to will do considerable harm

achieve society’s objectives. Instead, it is the role of
elected legislatures to achieve these social objectives.
It is not the securities regulators’ or investment fund .
managers’ responsibility to take on the role of a dem- in return.”
ocratically elected government (which, in any event,
is impossible). Pretending that we can solve our serious social and economic problems by
adopting the version of ESG circulating in this country will do considerable harm to Canada

without securing much of a valuable benefit in return.
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Endnotes

1

There has been an evolution of academic justifications for what now goes under the name ESG
(Globerman, 2022b).

The cost of capital is measured here as the weighted average of paying interest on corporate debt
and providing a return to equity owners to compensate them for supplying and holding the riskiest
financial claims on the corporation, net of the inflation rate.

Based on a long-run equity risk premium of five percent in Canada and six percent in the United
States (Booth, 2019) and a market value of debt to assets equal to 0.4 for non-financial corporations
(Bazel and Mintz, 2021).

Some voices claim that ESG activities increase firm profitability. The problem with these arguments
is explaining what ESG brings to the business strategy. If market pressures are driving companies to
make certain investment decisions, why do we need ESG regulation or pressure? These sorts of claims
that companies can satisfy constituencies with conflicting interests were described by Nobel-prize-
winning economist Robert Merton as “escap[ing] the dilemma by swift flight from it” (Merton, 1976:
88).

In contrast, credit rating agencies agree about 99 percent of the time (Berg et al., 2022).
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