RES EARCH ESG 2.0: ESG for Impact
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practices and community relations), and

governance factors (e.g., executive R == o e
compensation and ethics oversight) is an
important element of management quality

needed for corporations to compete
successfully in the modern economy." In contrast to the narrower efforts to focus on these issues for moral or religious

reasons, this effort was designed by and meant to appeal to investors regardless of their political ideology.
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The report, commissioned by 20 financial institutions with $6 trillion of assets under management,
argued that the management of ESG factors would enhance shareholder value. Such management
would better mitigate risks and seize opportunities related to the climate transition, social justice,
governance, and ethics supporting the protection and creation of intangible asset value. After a notable
growth spurt in its teens, however, the effort to systematically incorporate financially material ESG
factors into strategy and investment decision-making has experienced not only growing pains, identity
crises, and counter-movements but even proclamations of death and postmortem analyses.

At their heart, we argue, these struggles derive from a lack of focus during ESG’s misspent youth. The
entire financial ecosystem—from data providers, analysts, brokers, asset managers, asset owners,
regulators, NGOs, consultants, accountants, companies, and academics—made short-term, expedient,
and self-interested choices. They relied on data ill-suited to ESG’s financial goals, primarily using
voluntary, unstandardized, and unverified corporate sustainability reports rather than developing
rigorous methods to assess how environmental and social performance truly affects a company’s long-
term financial value. This approach resulted in simplified scores—similar to credit ratings—rather than
developing methods to determine actual financial impacts. The industry created separate “ESG
indexes” instead of integrating these factors into mainstream financial analysis. Ultimately, the
emphasis fell on marketing and virtue signaling instead of the challenging work of genuine ESG
integration. When these efforts briefly offered hints of overperformance, they were oversold and
overhyped as offering supranormal financial returns and societal transformation when neither was
built on sound underlying logic, and thus neither was actually sustainable.

As ESG reaches age 20, we propose a return to its foundational principles to create ESG 2.0: a more
mature framework we call “ESG for Impact.” Our roadmap builds on lessons learned from ESG’s
stepsibling, impact investing. With a focus on identifying investable opportunities with maximum
societal impact, impact investing was often viewed as a concessional asset class for those seeking to
blend philanthropy and investment. However, its original definition and goals, as articulated in two
seminal convenings at the Rockefeller Foundation’s Bellagio Center in 2007, emphasized “profit-
seeking investment to generate social and environmental good.”” Over time, impact investing advocates
have emphasized that the “profit-seeking” designation very much includes those investors targeting
competitive, risk-adjusted market-rate returns.

With a lifespan three years shorter than ESG, impact investing has often looked with resentment at the
perceived undeserved accomplishments of its older sibling. The domain of impact investing has faced a
less turbulent life, relatively free of identity crises and counter-movements, but also one that falls short
of its avowed potential. It never amassed more than a few trillion dollars in a niche of financial services
and never captured the imagination of mainstream asset owners. As a result, its goal to harness private
capital markets to achieve the sustainable development goals remains largely aspirational. By
combining forces at this moment, however, ESG and Impact Investing may be able to do more than
either could alone. ESG 2.0: ESG for Impact can build on the momentum of ESG 1.0 with a stronger
foundational logic but also a stronger disruptive spirit with the aim of system-level change.
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ESG 1.0 represented the financial industry’s first systematic attempt to incorporate environmental,
social, and governance considerations into investment decisions. While the concept was sound, its
implementation suffered from fundamental flaws in data collection, analysis methodology, and market
application that ultimately undermined its effectiveness.

The data underlying ESG 1.0 largely relies on dozens to hundreds of non-financial indicators such as
tons of carbon emitted, gallons of discharges, hours of training, numbers of accidents, counts of
community engagements, reports of incidents, existence of committee structures or audit procedures
and more. These data are extracted by third-party providers from voluntarily reported and unaudited
sustainability reports or custom surveys. Some providers also analyze media reports, NGO reports,
government filings, or even satellite data to supplement these data feeds. Some fill in missing
information using various methods, from simply applying industry averages to using complex
algorithms that analyze patterns across similar companies. The different approaches to addressing
missing information create additional inconsistency in how companies are evaluated.

While such data could potentially inform financial analysis, ESG 1.0 took a problematic shortcut.
Rating agencies used this raw data to construct firm-level scores—similar to credit ratings—for
investors and companies to use in decision-making. Unlike credit ratings, which are built on decades of
research linking financial indicators to bankruptcy risk, ESG ratings lacked this solid foundation.

Moreover, these ESG scores were often highly inconsistent in their construction and application. They
varied dramatically in which factors they included. One rating might emphasize carbon emissions
while another focused on board diversity. They also weighted these factors differently—what was
crucial to one rating agency might be minor to another. Finally, they used different comparison groups
—some compared all companies globally, while others only compared firms within the same industry
or country. The result was alarming inconsistency, with ESG ratings from different providers often
correlating at less than 0.5, as compared to the 0.95 correlation observed across credit ratings from
major providers.’ In practical terms, this meant that depending on which rating agency an investor
relied upon, a company could appear to be an ESG leader or laggard.

The problems with ESG ratings led to even more serious issues when these ratings were used to
construct investment indexes. To illustrate, consider an index emphasizing low carbon emissions. Such
an index would systematically exclude entire sectors—fossil fuels, metals, and heavy industry—while
overweighting technology and service companies. If technology stocks outperform energy stocks (as
they did from 2015 to 2020), the index outperforms as well. But when energy outperforms technology
(as happened in 2021-2022), the index underperforms. But neither result has much to do with
companies’ environmental practices; it is simply sector performance driving returns.
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Additionally, ESG indexes typically favored large companies from developed markets, which were
more likely to be able to afford sophisticated sustainability reporting. Smaller firms and those in
emerging markets were often excluded, limiting ESG’s global reach. This size and geographic bias
reinforced existing inequalities in capital access. It also meant that ESG investing failed to direct capital
toward many smaller innovative companies addressing climate and social challenges, particularly those
in regions most vulnerable to these problems.

To address these biases, some rating systems compared companies only to others in the same industry.
While this approach made sense in theory, it created a different problem: a tobacco company could

receive a higher ESG rating than a solar energy company if it was better at managing its environmental
impacts relative to other tobacco companies. This outcome undermined credibility with the public and
mission-driven investors who expected ESG to reflect absolute environmental and social performance.

Despite these weaknesses, from 2015 to 2020, the mainstreaming of ESG seemed to be progressing at an
accelerating pace. Within five years, 195 countries signed the Paris Climate Accords. Annual letters
from Larry Fink to the CEOs of the corporations in which BlackRock invested (i.e., almost all publicly
traded companies globally) repeatedly and aggressively demanded information on strategies for climate
and, to a lesser extent, social risk mitigation. The US Business Roundtable redefined the purpose of the
corporation from short-term shareholder value maximization to attentiveness to all stakeholder
demands. The total share of assets under management that purported to incorporate ESG
considerations soared with projections estimating that ESG-focused institutional investment would
reach $34 trillion by 2026, or 21.5% of assets under management.* Suddenly, surveys reported that the
vast majority of analysts, C-suite executives, asset managers, and asset owners believed the logic that
ESG factors are financially material. Perhaps the clearest reflection of this growing recognition was the
dramatically increasing salience of ESG on earnings calls.’

In the presence of surging interest but lacking rigorous foundations, the logic used to construct ESG
portfolios and ESG strategies varied widely. The most common approach was cautious and marketing-
driven. Risk-averse fund managers made only minimal adjustments to their existing portfolios—
perhaps slightly reducing fossil fuel exposure or adding a few more technology stocks—while
prominently featuring ESG labels in their marketing materials. These funds targeted investors who
wanted ESG exposure without straying far from benchmark returns. Such strategies were the most
successful in terms of financial inflows. As a result, the overall tilt away from benchmarks in the ESG
fund universe was quite modest, totaling 6% of the assets under management in 2021.°

A smaller group of fund managers took a more aggressive approach, willingly accepting greater
deviation from benchmarks in pursuit of both higher returns and environmental or social impact.
During the 2015-2020 period, when technology stocks consistently outperformed energy stocks, this
strategy appeared successful. Their strong performance led to bold claims that ESG investing could
simultaneously deliver superior financial returns and transform society. This claim would soon be
tested.
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ESG SHAKEOUT

The ESG movement hit a wall in 2021-2022 due to several factors, but the most immediate catalyst was
a dramatic reversal in market dynamics. The sectors that had powered ESG’s apparent success suddenly
became its greatest liability. Energy stocks, which had underperformed for years, staged a remarkable
comeback. From the depths of the COVID-19 market crash in March 2020 through the end of 2022,
fossil fuel company indexes surged by as much as 400%. This rally intensified after Russia’s invasion of
Ukraine in February 2022 sent oil and gas prices soaring globally. Simultaneously, technology stocks—
which had driven market gains for years and typically dominated ESG portfolios—experienced a sharp
decline. From December 2021 through October 2022, major technology indexes fell by over 30%.”

This market reversal exposed the true nature of ESG fund performance. The same sector tilts that had
made many ESG funds look successful from 2015 to 2020 now caused them to significantly
underperform broader market indexes. As performance declined, investment flows to ESG funds
turned sharply negative.

As ESG funds struggled financially, a chorus of critics emerged from inside and outside the industry.
The internal critique began with whistleblowers. In August 2021, Desiree Fixler, then Head of
Sustainability at Deutsche Bank’s asset management division, exposed what she called “greenwashing,”
claiming the firm had exaggerated its ESG credentials to attract investors.® Her allegations triggered
investigations by U.S. and German authorities and highlighted widespread concerns about ESG
marketing claims.

In August 2021, Tariq Fancy, former chief investment officer for sustainable investing at BlackRock,
published “The Secret Diary of a ‘Sustainable Investor,” lambasting the ESG movement as a dangerous
distraction from the kinds of public policies needed to drive real social and environmental change.
Terrence Keeley, another BlackRock veteran, later published a book titled Sustainable: Moving Beyond
ESG to Impact Investing, a critique he would expand in his 2024 follow-up, Ending ESG and Restoring
the Economic Enlightenment.

Academic and media criticism mounted simultaneously. In February 2022, Boston University professor
Andy King and former Timberland COO Ken Pucker published an influential analysis in Institutional
Investor challenging ESG’s fundamental premises. By summer 2022, The Economist had published a
cover story titled “ESG: Three Letters That Won’t Save the Planet,” arguing the approach had failed.

The criticism also spread to politics. Republican figures, including presidential candidates Donald
Trump, Ron DeSantis, and Vivek Ramaswamy, characterized ESG as “woke capitalism.” Tech
billionaire Elon Musk called ESG “the devil” and “a corrupted lie.” By 2023, Republican-controlled
states, including Florida, Texas, and West Virginia, had passed legislation restricting state pension
funds from investing in ESG products, while congressional hearings investigated ESG practices.
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The combination of performance challenges, internal criticism, and political backlash transformed
ESG’s status in the financial world. By 2023, the concept had gone from paragon to pariah. Even Larry
Fink, whose BlackRock letters had helped propel ESG into the mainstream, publicly expressed regret
for ever using the term. In a 2023 interview, he acknowledged that “ESG has become weaponized by
both the far left and the far right,” leading him to dramatically reduce BlackRock’s public ESG
messaging.

The financial industry followed suit. The term rapidly began disappearing from fund prospectuses,
marketing materials, and corporate sustainability reports. Mentions of ESG on earnings calls also
plummeted.’

Fund managers scrambled to rebrand with various alternative labels (e.g., transition, resilience, or even
returning to sustainability), but none offered the same clarity in identifying and modeling the
financially material implications of environmental, social, and governance factors.

LESSONS FROM ESG 1.0

Strengths:
« Successfully mainstreamed sustainability considerations in financial markets
o Built on compelling financial/business logic for managing ESG factors
« Achieved strong penetration among largest asset managers
« Enabled greater corporate transparency on sustainability issues

Weaknesses:

« Fundamental disconnect between data collection and financial materiality
Inconsistent, unstandardized ESG ratings with low correlation among providers
Reliance on voluntary, unstandardized, and unverified reporting
Overconcentration in large-cap, publicly traded firms in developed markets
Disproportionate emphasis on risk avoidance rather than value creation
Vulnerability to market sector fluctuations unrelated to sustainability practices
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IMPACT INVESTING

As the ESG label lost credibility, investors and sustainability advocates needed an alternative approach.
This is where the lessons from impact investing—ESG’s less famous younger sibling—become valuable.
While ESG was facing an existential crisis, impact investing had been quietly developing more robust
methods for actually measuring and managing real-world outcomes. ESG 1.0 primarily treated ESG
factors as commerecial risk considerations. As de Jong and Rocco observe, “the attention stays on the

negative impact of extra-financial issues on the companies’ valuation.”"

Impact investing turns this perspective on its head, treating positive impact not merely as a strategy for
identifying and mitigating commercial risk but as a primary goal in and of itself, alongside financial
performance. This reframing is evident in the official definition of impact investments offered by the
Global Impact Investing Network: “Investments made with the intention to generate positive,
measurable social and/or environmental impact alongside a financial return.”"! In other words, impact
investors treat social impact not as a means to a commercial end, but as an end unto itself.

Of course, anyone can say they want to make a positive difference. For this reason, in practice, the
standard of intentionality is met through “proxies of intent”—i.e., tangible actions that reflect a genuine
commitment to achieving positive impact."” The best impact investors meet this standard through
comprehensive and thoughtful approaches to impact measurement and management, dedicating
substantial time and resources to understanding, assessing, and valuing impact. Rather than relying
solely on standardized metrics, they create nuanced, context-specific frameworks that capture the
complexity of social and environmental change. Their impact analyses consider systemic effects,
evaluate both positive and negative impacts, and examine direct and indirect consequences of their
investments.

Recent evidence suggests that impact investors are continuing to strengthen how they measure and
manage impact. In its seventh and most recent Making the Mark report, the impact management
verification firm BlueMark drew on 164 practice verifications covering 142 distinct investors and found
that 39% now solicit input from end-stakeholders to validate impact outcomes, up from 11% in 2021".
Over the same period, the share of investors that identify potential actions to sustain impact at and
beyond exit rose from 17% to 37%. Because investors that undergo BlueMark verification constitute a
self-selected subset of the broader impact investing sector, these findings should not be treated as
representative of the market as a whole. Still, the trends documented by BlueMark provide evidence of
continued maturation in impact management.
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Deep engagement with impact assessment and management has yielded notable competitive
advantages. Leading impact investors’ deep understanding of impact dynamics has enhanced their
capacity to identify and manage risks while uncovering opportunities for value creation. Through
active engagement with portfolio companies, they have shown the ability to drive improvements that
generate both social and financial value. These capabilities have generated differentiated insights that
inform both investment decisions and engagement strategies. As impact investing executive Priya
Parrish observes, the unique knowledge and skill derived from engagement with impact is “the key
ingredient to impact investing’s potential to generate a compelling financial return, despite fewer

opportunities for diversification.”"*

What can mainstream ESG investing learn from these impact investing leaders? Even though ESG
investors will continue to focus primarily on financial performance, they can adopt several valuable
practices. First, they could use more robust methods to measure and verify their environmental and
social claims. Second, they could develop deeper expertise in specific areas like climate science or
human rights instead of treating all ESG issues as interchangeable. Finally, they could shift from simply
monitoring companies to actively helping them improve their practices. This more engaged approach
would move ESG beyond checking boxes to creating meaningful change while still prioritizing financial
returns.

Admittedly, several practical constraints may limit mainstream ESG investors’ ability to fully replicate
the practices of leading impact investors. These constraints include bandwidth limitations for
conducting deep impact assessment across broad portfolios, challenges in scaling high-touch impact
management approaches, and institutional barriers that may discourage treating impact as a primary
objective alongside financial returns. Yet understanding these constraints is necessary for determining
how to strategically incorporate impact investing practices into ESG 2.0.

For instance, while comprehensive stakeholder data collection may not be feasible across thousands of
portfolio companies, ESG investors could prioritize such deep assessment for their highest-impact
holdings or most material issues. Similarly, while full-scale impact measurement teams may be
impractical, ESG investors could focus on a few key metrics that matter most: for instance, carbon
emissions reductions for climate-focused investments or job creation data for investments meant to
boost economic opportunity. This targeted approach would allow them to gather meaningful impact
data without the resource demands of comprehensive impact evaluation.

In short, the constraints facing ESG investors point not to the impossibility of learning from impact
investors but rather to the need for thoughtful adaptation. The path forward for ESG 2.0 involves
thoughtfully incorporating proven practices from the most sophisticated impact investors where most
valuable and feasible. This effort requires finding efficient ways to enhance impact assessment and
management, building supportive infrastructure, and gradually evolving mindsets and practices toward
more rigorous impact assessment. While ESG investing may maintain its distinct approach, learning
from the best practices developed by top-performing impact investors can significantly enhance the
prospects of ESG 2.0.
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LESSONS FRON IMPACT INVESTING

Strengths:

Measurement approaches aligned with underlying missions

Greater utilization of domain expertise with deep contextual knowledge

Strong culture of active management and engagement with portfolio companies
Balanced emphasis on positive value creation alongside risk management
Growing sophistication in impact measurement

Limitations:

Primarily focused on private markets with limited scale

Often perceived as concessionary or philanthropic despite competitive return potential
Limited scalability of impact frameworks to broad market portfolios

Struggled to build momentum comparable to ESG 1.0

ESGi2.0: ESG FOR IMPACT

ESG 2.0 requires a fundamental shift in approach from ESG 1.0. Instead of beginning with lengthy
checklists of environmental, social, and governance factors to rate companies against, we should start
by asking a more direct question: “What actual impact does this company have on society and the
planet?” For smaller, privately held companies, this assessment can follow the lead of today’s best
impact investors. It can also build upon emerging efforts to create consistent standards, such as the
ESG Data Convergence Initiative (EDCI), which are helping bring order to what has been a fragmented
field.

For larger, publicly traded companies, we need more consistent and comparable ways to measure
impact. Organizations such as the International Foundation for Valuing Impacts and the Value
Balancing Alliance are working to develop standardized methods that connect what companies do to
their effects on society and the environment. These approaches try to measure how corporate activities
affect different types of resources, or “capitals™ natural (e.g., clean air and water), economic (e.g.,
infrastructure), human (e.g., skills and health), and social (e.g., community trust). They aim to quantify
these impacts in monetary terms, enabling greater comparability in assessments of how companies
affect various aspects of human well-being.
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These impact measurement approaches are still developing and face significant challenges. Consider
carbon emissions, perhaps the most straightforward impact to measure. Even here, companies often
struggle to accurately track emissions beyond their direct operations, such as those from suppliers,
product use, or disposal. And even when we have good emissions data, experts disagree about how to
value the harm caused by each ton of carbon released. How much economic damage will today’s
emissions cause in the future? How should we weigh future harms against present-day costs? These
questions involve scientific uncertainties and value judgments about intergenerational responsibility
that make it difficult to assign a single, agreed-upon dollar value to carbon pollution. And carbon is just
one impact among many that companies have on society.

The challenges become even greater when we consider other types of corporate impacts. Water usage,
for instance, has vastly different effects depending on location—a gallon used in water-rich Minnesota
creates far less harm than one used in drought-prone Arizona. For other impacts like human rights,
putting a price tag on violations raises both practical and moral questions. How do you assign a
monetary value to freedom from harassment or discrimination? Despite these difficulties, even
imperfect measurement approaches can provide valuable insights when applied consistently. While we
may not get perfect numbers, standardized methods can help identify which companies are creating
positive value for society over the long term and which ones are causing more harm than good.

The good news is that we’re seeing progress in building these measurement systems. Just five years ago,
virtually no one was systematically collecting impact data for public companies in a way that translated
social and environmental effects into financial terms. Since then, several pioneers have emerged.
Investment firms such as Schroders and Engine No. 1 have developed their own frameworks to
measure total impact, while Harvard Business School launched its Impact-Weighted Accounts
Initiative as a public research effort. More recently, specialized data providers like GIST Impact and
Upright Project have begun offering impact valuation data to investors and companies. Each uses its
own methodology, but all aim to quantify the full range of a company’s impacts on society and the
environment.

ESG 2.0: ESG for Impact allows us to evaluate companies based on both their financial performance
and their broader contributions to society. When this information becomes transparent, it can
transform how various groups interact with companies. Governments might adjust taxes or subsidies
based on social impact. Consumers might pay more for products from companies doing good in the
world. Over time, this transparency creates natural market feedback—companies creating positive
social value gain advantages (like lower costs or higher revenues), while those causing harm face
penalties. In areas where this alignment does not happen naturally, change agents can step in: activist
investors pushing for reform from within, competitors offering more socially beneficial alternatives,
regulators creating new rules, or nonprofits advocating for improvement.

These market responses create an important connection between how impact investors and ESG
investors think about value. Impact investors have always focused on societal and planetary outcomes,
while traditional ESG focused narrowly on financial performance. But as we’ve seen, these are not
separate worlds. When stakeholders can identify and respond to a company’s real-world impacts, social
performance naturally begins to affect financial performance.
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Companies creating positive value for society gain advantages, while those causing harm face
increasing costs and challenges—but only when information is transparent and stakeholders can hold
companies accountable. This is the reason we urgently need better measurement systems that reliably
track both social and financial performance. With such data, we can demonstrate these connections
more clearly and create ESG strategies that the largest investment firms can confidently adopt. This
integration of robust impact measurement with mainstream financial analysis is what we call “ESG for
Impact”—and it’s the core mission of our work at the Impact, Value, and Sustainable Business
Initiative at the Wharton School (Wharton Impact).

ESG2.0: ESG FOR IMPACT

Core Principles:
« Retains financial/business logic from ESG 1.0 while addressing its implementation flaws
« Incorporates impact measurement rigor from impact investing while maintaining
mainstream appeal
« Focuses on actual impact measurement rather than input-based checklists

Key Elements:
« Standardized, transparent measurement of corporate impacts on various forms of capital
« Monetization of social/environmental impacts to enable integration with financial analysis
« Recruitment of domain experts to enhance understanding of impact dynamics
« Active management approach that goes beyond passive screening
« Engagement across both public and private markets
« Balanced attention to both risk mitigation and opportunity identification
« Leverages impact data to demonstrate how stakeholder responses naturally connect social
and financial performance

Emerging Infrastructure:
o Pioneering work by firms like Schroders, Engine No. 1, GIST Impact, and Upright Project
« Research initiatives such as Harvard's Impact-Weighted Accounts Framework and the
Impact, Value, and Sustainable Business Initiative at the Wharton School
« Industry alignment efforts such as the ESG Data Convergence Initiative (EDCI)
« Standards development by organizations such as the International Foundation for Valuing
Impacts and Value Balancing Alliance
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THE SCHOLAR:
WITOLD HENISZ

Witold J. Henisz is Vice Dean and Faculty Director of the Impact, Value, and Sustainable Business Initiative, also known
as Wharton Impact, and the Deloitte & Touche Professor of Management in Honor of Russell E. Palmer, former
Managing Partner, at the Wharton School of the University of Pennsylvania. His research examines how political hazards
and corporate impacts on natural, social, and human capital shape the strategies and valuations of global corporations. He
has published nearly 50 peer-reviewed articles and two books. Witold has received multiple teaching awards at the
graduate and undergraduate levels. He also teaches extensively in executive education programs and offers consulting
services via PRIMA LLC.

THE SCHOLAR:
MAOZ (MICHAEL) BROWN

Michael Brown is a Senior Fellow at Wharton Impact, where he contributes to research on impact investing, catalytic
capital, and impact assessment. He is also a Senior Fellow at the Social Finance Institute and maintains an active
consulting practice advising impact investors, philanthropic foundations, and other social sector organizations. His
research and writing have addressed topics such as program-related investing, the role of artificial intelligence in impact
assessment, and philanthropic decision-making. He holds a PhD in Sociology from the University of Chicago.

The Impact, Value, and Sustainable Business Initiative:

The Impact, Value, and Sustainable Business Initiative at the Wharton School (Wharton Impact) conducts evidence-based
research on the gap between corporate and investors’ impacts on natural, social, and human capitals and their financial
valuations. Informed by this research, we offer 30+ courses that MBA and undergraduate students can assemble into a
major and concentration, over a dozen co-curricular experiences, Executive certificate programs, as well as speaker series,
workshops, and events, and an expanding array of industry and policy convenings. We advance Wharton’s best-in-class
education of current and future leaders, equipping them with the tools, skills, and perspectives needed to navigate a more
complex and interconnected world. For more information, visit https://impact.wharton.upenn.edu.

Wharton IMPACT

Value and Sustainable
UNIVERSITY 0f PENNSYLVANIA Business Initiative




1. International Finance Corporation. Who Cares Wins, 2004-08.
https://documentsl.worldbank.org/curated/en/444801491483640669/pdf/113850-BRI-IFC-Breif-
whocares-PUBLIC.pdf

2.The Rockefeller Foundation. “Global Impact Investing Network (GIIN).”
https://www.rockefellerfoundation.org/bellagio-bulletin/from-the-archives/global-impact-investing-

network-giin/
3.Berg, Florian, Julian F. Kélbel, and Roberto Rigobon. 2022, May 23. “Aggregate Confusion: The
Divergence of ESG Ratings.” Review of Finance 26(6): pp. 1315-1344. https://doi.org/10.1093/rof/rfac033
4.PwC. 2022, October 10. “ESG-Focused Institutional Investment Seen Soaring 84% to US$33.9 Trillion in
2026, Making Up 21.5% of Assets Under Management: PwC Report.” https://www.pwc.com/gx/en/news-

room/press-releases/2022/awm-revolution-2022-report.html

5.Goldman Sachs Research. 2020, October 13. “The Corporate Commotion - a rising presence of ESG in
earnings calls.” https://www.gspublishing.com/content/research/en/reports/2020/10/13/4124b5d5-48d1-
4db5-a8cc-bd7f9be8e265.html

6.Pastor, Lubos, Robert F. Stambaugh, and Lucian A. Taylor. 2023, June. Green Tilts. National Bureau of
Economic Research Working Paper No. 31320. https://doi.org/10.3386/w31320

7.Q.ai. 2023, January 19. “Why Were Tech Stocks Down In 2022 And How Long Will The Slump Last?”
Forbes. https://www.forbes.com/sites/qai/2023/01/19/why-were-tech-stocks-down-in-2022-and-how-

long-will-the-slump-last/
8.Schiffler, Antje. 2022, September 19. “DWS and the Global Crackdown on Greenwashing.” Morningstar.
https://www.morningstar.co.uk/uk/news/226564/dws-and-the-global-crackdown-on-greenwashing.aspx
9.Butters, John. 2023, June 12. “Lowest Number of S&P 500 Companies Citing ‘ESG’ on Earnings Calls Since
Q2 2020.” FactSet. https://insight.factset.com/lowest-number-of-sp-500-companies-citing-esg-on-

earnings-calls-since-q2-2020

10.de Jong, Marielle, and Steve Rocco. 2022, October 31. “ESG and impact investing.” Journal of Asset
Management 23: pp. 547-549. https://doi.org/10.1057/s41260-022-00297-7
11.Global Impact Investing Network. 2025, January 24. “What you need to know about impact investing.”

https://thegiin.org/publication/post/about-impact-investing/#what-is-impact-investing
12.Harji, Karim, and Edward T. Jackson. 2012, March. Unlocking Capital, Activating a Movement: Final
Report of the Strategic Assessment of The Rockefeller Foundation’s Impact Investing Initiative. The

Rockefeller Foundation, p. 15.
13.Hackett, Tristan, and Matt Donovan. 2026, May. Making the Mark VII: Benchmarking Impact
Management Practice. BlueMark. https://bluemark.co/app/uploads/2026/05/making-the-mark-vii.pdf

14. Parrish, Priya. 2024, November 25. “Impact Investing Has Come of Age.” Chicago Booth Review.
https://www.chicagobooth.edu/review/impact-investing-has-come-age

Wharton IMPACT

Value and Sustainable
UNIVERSITY of PENNSYLVANIA Business Initiative


https://documents1.worldbank.org/curated/fr/444801491483640669/pdf/113850-BRI-IFC-Breif-whocares-PUBLIC.pdf
https://documents1.worldbank.org/curated/fr/444801491483640669/pdf/113850-BRI-IFC-Breif-whocares-PUBLIC.pdf
https://www.rockefellerfoundation.org/bellagio-bulletin/from-the-archives/global-impact-investing-network-giin/
https://www.rockefellerfoundation.org/bellagio-bulletin/from-the-archives/global-impact-investing-network-giin/
https://doi.org/10.1093/rof/rfac033
https://www.pwc.com/gx/en/news-room/press-releases/2022/awm-revolution-2022-report.html
https://www.pwc.com/gx/en/news-room/press-releases/2022/awm-revolution-2022-report.html
https://www.gspublishing.com/content/research/en/reports/2020/10/13/4124b5d5-48d1-4db5-a8cc-bd7f9be8e265.html
https://www.gspublishing.com/content/research/en/reports/2020/10/13/4124b5d5-48d1-4db5-a8cc-bd7f9be8e265.html
https://doi.org/10.3386/w31320
https://www.forbes.com/sites/qai/2023/01/19/why-were-tech-stocks-down-in-2022-and-how-long-will-the-slump-last/
https://www.forbes.com/sites/qai/2023/01/19/why-were-tech-stocks-down-in-2022-and-how-long-will-the-slump-last/
https://www.morningstar.co.uk/uk/news/226564/dws-and-the-global-crackdown-on-greenwashing.aspx
https://insight.factset.com/lowest-number-of-sp-500-companies-citing-esg-on-earnings-calls-since-q2-2020
https://insight.factset.com/lowest-number-of-sp-500-companies-citing-esg-on-earnings-calls-since-q2-2020
https://doi.org/10.1057/s41260-022-00297-7
https://thegiin.org/publication/post/about-impact-investing/#what-is-impact-investing
https://bluemark.co/app/uploads/2026/05/making-the-mark-vii.pdf
https://www.chicagobooth.edu/review/impact-investing-has-come-age

	RESEARCH
	PRIMER:
	ESG 2.0: ESG for Impact
	Companies creating positive value for society gain advantages, while those causing harm face increasing costs and challenges—but only when information is transparent and stakeholders can hold companies accountable.”

	INTRODUCTION

	The report, commissioned by 20 financial institutions with $6 trillion of assets under management, argued that the management of ESG factors would enhance shareholder value. Such management would better mitigate risks and seize opportunities related to the climate transition, social justice, governance, and ethics supporting the protection and creation of intangible asset value. After a notable growth spurt in its teens, however, the effort to systematically incorporate financially material ESG factors into strategy and investment decision-making has experienced not only growing pains, identity crises, and counter-movements but even proclamations of death and postmortem analyses.
	At their heart, we argue, these struggles derive from a lack of focus during ESG’s misspent youth. The entire financial ecosystem—from data providers, analysts, brokers, asset managers, asset owners, regulators, NGOs, consultants, accountants, companies, and academics—made short-term, expedient, and self-interested choices. They relied on data ill-suited to ESG’s financial goals, primarily using voluntary, unstandardized, and unverified corporate sustainability reports rather than developing rigorous methods to assess how environmental and social performance truly affects a company’s long-term financial value. This approach resulted in simplified scores—similar to credit ratings—rather than developing methods to determine actual financial impacts. The industry created separate “ESG indexes” instead of integrating these factors into mainstream financial analysis. Ultimately, the emphasis fell on marketing and virtue signaling instead of the challenging work of genuine ESG integration. When these efforts briefly offered hints of overperformance, they were oversold and overhyped as offering supranormal financial returns and societal transformation when neither was built on sound underlying logic, and thus neither was actually sustainable.
	As ESG reaches age 20, we propose a return to its foundational principles to create ESG 2.0: a more mature framework we call “ESG for Impact.” Our roadmap builds on lessons learned from ESG’s stepsibling, impact investing. With a focus on identifying investable opportunities with maximum societal impact, impact investing was often viewed as a concessional asset class for those seeking to blend philanthropy and investment. However, its original definition and goals, as articulated in two seminal convenings at the Rockefeller Foundation’s Bellagio Center in 2007, emphasized “profit-seeking investment to generate social and environmental good.”2 Over time, impact investing advocates have emphasized that the “profit-seeking” designation very much includes those investors targeting competitive, risk-adjusted market-rate returns.
	With a lifespan three years shorter than ESG, impact investing has often looked with resentment at the perceived undeserved accomplishments of its older sibling. The domain of impact investing has faced a less turbulent life, relatively free of identity crises and counter-movements, but also one that falls short of its avowed potential. It never amassed more than a few trillion dollars in a niche of financial services and never captured the imagination of mainstream asset owners. As a result, its goal to harness private capital markets to achieve the sustainable development goals remains largely aspirational. By combining forces at this moment, however, ESG and Impact Investing may be able to do more than either could alone. ESG 2.0: ESG for Impact can build on the momentum of ESG 1.0 with a stronger foundational logic but also a stronger disruptive spirit with the aim of system-level change.
	ESG 1.0
	Additionally, ESG indexes typically favored large companies from developed markets, which were more likely to be able to afford sophisticated sustainability reporting. Smaller firms and those in emerging markets were often excluded, limiting ESG’s global reach. This size and geographic bias reinforced existing inequalities in capital access. It also meant that ESG investing failed to direct capital toward many smaller innovative companies addressing climate and social challenges, particularly those in regions most vulnerable to these problems.
	To address these biases, some rating systems compared companies only to others in the same industry. While this approach made sense in theory, it created a different problem: a tobacco company could receive a higher ESG rating than a solar energy company if it was better at managing its environmental impacts relative to other tobacco companies. This outcome undermined credibility with the public and mission-driven investors who expected ESG to reflect absolute environmental and social performance.
	Despite these weaknesses, from 2015 to 2020, the mainstreaming of ESG seemed to be progressing at an accelerating pace. Within five years, 195 countries signed the Paris Climate Accords. Annual letters from Larry Fink to the CEOs of the corporations in which BlackRock invested (i.e., almost all publicly traded companies globally) repeatedly and aggressively demanded information on strategies for climate and, to a lesser extent, social risk mitigation. The US Business Roundtable redefined the purpose of the corporation from short-term shareholder value maximization to attentiveness to all stakeholder demands. The total share of assets under management that purported to incorporate ESG considerations soared with projections estimating that ESG-focused institutional investment would reach $34 trillion by 2026, or 21.5% of assets under management.4 Suddenly, surveys reported that the vast majority of analysts, C-suite executives, asset managers, and asset owners believed the logic that ESG factors are financially material. Perhaps the clearest reflection of this growing recognition was the dramatically increasing salience of ESG on earnings calls.5
	In the presence of surging interest but lacking rigorous foundations, the logic used to construct ESG portfolios and ESG strategies varied widely. The most common approach was cautious and marketing-driven. Risk-averse fund managers made only minimal adjustments to their existing portfolios—perhaps slightly reducing fossil fuel exposure or adding a few more technology stocks—while prominently featuring ESG labels in their marketing materials. These funds targeted investors who wanted ESG exposure without straying far from benchmark returns. Such strategies were the most successful in terms of financial inflows. As a result, the overall tilt away from benchmarks in the ESG fund universe was quite modest, totaling 6% of the assets under management in 2021.6
	A smaller group of fund managers took a more aggressive approach, willingly accepting greater deviation from benchmarks in pursuit of both higher returns and environmental or social impact. During the 2015-2020 period, when technology stocks consistently outperformed energy stocks, this strategy appeared successful. Their strong performance led to bold claims that ESG investing could simultaneously deliver superior financial returns and transform society. This claim would soon be tested.
	ESG SHAKEOUT
	LESSONS FROM ESG 1.0
	Strengths:
	Successfully mainstreamed sustainability considerations in financial markets
	Built on compelling financial/business logic for managing ESG factors
	Achieved strong penetration among largest asset managers
	Enabled greater corporate transparency on sustainability issues
	Weaknesses:
	Fundamental disconnect between data collection and financial materiality
	Inconsistent, unstandardized ESG ratings with low correlation among providers
	Reliance on voluntary, unstandardized, and unverified reporting
	Overconcentration in large-cap, publicly traded firms in developed markets
	Disproportionate emphasis on risk avoidance rather than value creation
	Vulnerability to market sector fluctuations unrelated to sustainability practices

	IMPACT INVESTING
	Deep engagement with impact assessment and management has yielded notable competitive advantages. Leading impact investors’ deep understanding of impact dynamics has enhanced their capacity to identify and manage risks while uncovering opportunities for value creation. Through active engagement with portfolio companies, they have shown the ability to drive improvements that generate both social and financial value. These capabilities have generated differentiated insights that inform both investment decisions and engagement strategies. As impact investing executive Priya Parrish observes, the unique knowledge and skill derived from engagement with impact is “the key ingredient to impact investing’s potential to generate a compelling financial return, despite fewer opportunities for diversification.”14
	What can mainstream ESG investing learn from these impact investing leaders? Even though ESG investors will continue to focus primarily on financial performance, they can adopt several valuable practices. First, they could use more robust methods to measure and verify their environmental and social claims. Second, they could develop deeper expertise in specific areas like climate science or human rights instead of treating all ESG issues as interchangeable. Finally, they could shift from simply monitoring companies to actively helping them improve their practices. This more engaged approach would move ESG beyond checking boxes to creating meaningful change while still prioritizing financial returns.
	Admittedly, several practical constraints may limit mainstream ESG investors’ ability to fully replicate the practices of leading impact investors. These constraints include bandwidth limitations for conducting deep impact assessment across broad portfolios, challenges in scaling high-touch impact management approaches, and institutional barriers that may discourage treating impact as a primary objective alongside financial returns. Yet understanding these constraints is necessary for determining how to strategically incorporate impact investing practices into ESG 2.0.
	For instance, while comprehensive stakeholder data collection may not be feasible across thousands of portfolio companies, ESG investors could prioritize such deep assessment for their highest-impact holdings or most material issues. Similarly, while full-scale impact measurement teams may be impractical, ESG investors could focus on a few key metrics that matter most: for instance, carbon emissions reductions for climate-focused investments or job creation data for investments meant to boost economic opportunity. This targeted approach would allow them to gather meaningful impact data without the resource demands of comprehensive impact evaluation.
	In short, the constraints facing ESG investors point not to the impossibility of learning from impact investors but rather to the need for thoughtful adaptation. The path forward for ESG 2.0 involves thoughtfully incorporating proven practices from the most sophisticated impact investors where most valuable and feasible. This effort requires finding efficient ways to enhance impact assessment and management, building supportive infrastructure, and gradually evolving mindsets and practices toward more rigorous impact assessment. While ESG investing may maintain its distinct approach, learning from the best practices developed by top-performing impact investors can significantly enhance the prospects of ESG 2.0.
	LESSONS FROM IMPACT INVESTING
	Strengths:
	Measurement approaches aligned with underlying missions
	Greater utilization of domain expertise with deep contextual knowledge
	Strong culture of active management and engagement with portfolio companies
	Balanced emphasis on positive value creation alongside risk management
	Growing sophistication in impact measurement
	Limitations:
	Primarily focused on private markets with limited scale
	Often perceived as concessionary or philanthropic despite competitive return potential
	Limited scalability of impact frameworks to broad market portfolios
	Struggled to build momentum comparable to ESG 1.0


	ESG 2.0: ESG FOR IMPACT
	These impact measurement approaches are still developing and face significant challenges. Consider carbon emissions, perhaps the most straightforward impact to measure. Even here, companies often struggle to accurately track emissions beyond their direct operations, such as those from suppliers, product use, or disposal. And even when we have good emissions data, experts disagree about how to value the harm caused by each ton of carbon released. How much economic damage will today’s emissions cause in the future? How should we weigh future harms against present-day costs? These questions involve scientific uncertainties and value judgments about intergenerational responsibility that make it difficult to assign a single, agreed-upon dollar value to carbon pollution. And carbon is just one impact among many that companies have on society.
	The challenges become even greater when we consider other types of corporate impacts. Water usage, for instance, has vastly different effects depending on location—a gallon used in water-rich Minnesota creates far less harm than one used in drought-prone Arizona. For other impacts like human rights, putting a price tag on violations raises both practical and moral questions. How do you assign a monetary value to freedom from harassment or discrimination? Despite these difficulties, even imperfect measurement approaches can provide valuable insights when applied consistently. While we may not get perfect numbers, standardized methods can help identify which companies are creating positive value for society over the long term and which ones are causing more harm than good.
	The good news is that we’re seeing progress in building these measurement systems. Just five years ago, virtually no one was systematically collecting impact data for public companies in a way that translated social and environmental effects into financial terms. Since then, several pioneers have emerged. Investment firms such as Schroders and Engine No. 1 have developed their own frameworks to measure total impact, while Harvard Business School launched its Impact-Weighted Accounts Initiative as a public research effort. More recently, specialized data providers like GIST Impact and Upright Project have begun offering impact valuation data to investors and companies. Each uses its own methodology, but all aim to quantify the full range of a company’s impacts on society and the environment.
	ESG 2.0: ESG for Impact allows us to evaluate companies based on both their financial performance and their broader contributions to society. When this information becomes transparent, it can transform how various groups interact with companies. Governments might adjust taxes or subsidies based on social impact. Consumers might pay more for products from companies doing good in the world. Over time, this transparency creates natural market feedback—companies creating positive social value gain advantages (like lower costs or higher revenues), while those causing harm face penalties. In areas where this alignment does not happen naturally, change agents can step in: activist investors pushing for reform from within, competitors offering more socially beneficial alternatives, regulators creating new rules, or nonprofits advocating for improvement.
	These market responses create an important connection between how impact investors and ESG investors think about value. Impact investors have always focused on societal and planetary outcomes, while traditional ESG focused narrowly on financial performance. But as we’ve seen, these are not separate worlds. When stakeholders can identify and respond to a company’s real-world impacts, social performance naturally begins to affect financial performance.
	ESG 2.0: ESG FOR IMPACT
	Core Principles:
	Retains financial/business logic from ESG 1.0 while addressing its implementation flaws
	Incorporates impact measurement rigor from impact investing while maintaining mainstream appeal
	Focuses on actual impact measurement rather than input-based checklists
	Key Elements:
	Standardized, transparent measurement of corporate impacts on various forms of capital
	Monetization of social/environmental impacts to enable integration with financial analysis
	Recruitment of domain experts to enhance understanding of impact dynamics
	Active management approach that goes beyond passive screening
	Engagement across both public and private markets
	Balanced attention to both risk mitigation and opportunity identification
	Leverages impact data to demonstrate how stakeholder responses naturally connect social and financial performance
	Emerging Infrastructure:
	Pioneering work by firms like Schroders, Engine No. 1, GIST Impact, and Upright Project
	Research initiatives such as Harvard’s Impact-Weighted Accounts Framework and the Impact, Value, and Sustainable Business Initiative at the Wharton School
	Industry alignment efforts such as the ESG Data Convergence Initiative (EDCI)
	Standards development by organizations such as the International Foundation for Valuing Impacts and Value Balancing Alliance
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