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How to Integrate ESG into Valuation… Or Not… 
The debate over how we should be valuing superior ESG scores in the process of stock selection is 
becoming keener.  Having incorporated ESG principles within our process for several years we are 
delighted about this development.  However, whilst there is consensus about the necessity to 
scrutinise the ESG credentials of investee companies there is still no common ESG standard for the 
industry. A lack of consistent corporate reporting adds to the challenge. Given these issues how 
can fund managers attach a value to an ESG score and use it in their valuation analysis? 

Chartered Financial Analyst (CFA) Society UK suggest firms adjust forecasted financials, valuation-
model variables such as terminal growth rates and cost of capital in a discounted cash flow model 
(DCF) to reflect these nuances. Intellectually, this approach may seem reasonable. There is a body 
of opinion backed by various academic studies that suggests companies with high ESG scores will 
enjoy a lower cost of capital in their financing arrangements and hence a higher price-to-earnings 
ratio. For example, an academic study from Koelbel and Busch (2017) on the ‘Link between ESG, 
alpha and the cost of capital’ supports this proposition.  

At Aubrey, we are often left wondering how exactly we monetise a superior ESG rating.  What is it 
worth and when will this value be enjoyed by the company and its investors? For example, we 
forecast earnings two years ahead and that is difficult enough to formulate. Estimating benefits 
from improving ESG scores 2 years forward is likely to be even more difficult. Consequently, 
attributing a precise value to an ESG score is fraught. Equally, adjusting a discount rate is not only 
subjective, it is an extremely sensitive input in a DCF model and can cause valuations to become 
distorted. No matter how rigorous the ESG process, it will also remain subjective to a certain extent. 

Thus, our approach to ESG is built on common sense.  Whilst we are never complacent, this year it 
has helped us avoid a couple of corporate scandals, despite these companies being scored highly 
by third party ESG providers.  

While the companies in our portfolio display strong ESG credentials, we have engaged with smaller 
companies in order to enhance the disclosure. An example is MIPS, a Swedish company that has 
developed a helmet safety and brain protection system based on brain trauma research carried 
out by doctors at the Royal Institute of Technology in Sweden. This helps protect the brain from 
shock or concussion on impact by allowing for a very slight 10-15mm spin inside the helmet when 
the head hits the ground at an angle.  

 
This company is making a serious contribution to the safety of individuals, particularly cyclists, 
construction workers, police and armed forces and those engaged in sport. However, some might 
point out that ESG disclosure is not as comprehensive as it could be, and therefore the company’s 
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cost of capital should be higher (and PE lower) because there is less information transparency 
resulting in higher risk.  

In this case, we spoke with management and have been reassured. They do not want to create an 
ESG report simply to keep investors happy, rather the plan is to integrate sustainability into all their 
products. The current sustainability section in the 2019 annual report is a short-term compromise 
while the longer-term strategy is being developed. This will be published in March 2021 and will 
focus on four key areas: Employees, Products, Supply Chain and MIPS’ own environmental impact. 

We have not performed a complex valuation adjustment in this case, rather we preferred to have 
frequent dialogue with management about the progress. This has allowed us to prioritise long-
term value creation in accordance with our investment philosophy as opposed to making 
speculative model adjustments.  

Another example is TAL Education. A Chinese company that has developed a leading education 
platform that integrates technologies and the internet into education, to deliver a better study 
experience for children.  

 
This company helps students achieve better grades through a more efficient learning process. 
However, some might argue that because of the lack of ESG disclosure, the company should trade 
at a discount to its current valuation. We believe this is not at all pragmatic. Simply because a 
company does not disclose relevant ESG data does not mean it is not managing its ESG risks 
appropriately.  

In general, smaller companies do not place a large emphasis on ESG disclosure because they have 
fewer resources. In this case, we have engaged with management on how the company integrates 
sustainability into the group’s operations and have been reassured that a longer term sustainability 
strategy is being developed. In addition, we derive confidence from the fact that one of the co-
founders is still the CEO of the company. This demonstrates that TAL Education is less likely to be 
managed for the benefit of short term profitability, but rather for long term value creation.  

These characteristics of corporate governance, accountability and alignment, are variables that a 
discount rate cannot capture.  

As such, we believe integrating ESG is not about tweaking financial models. It is about engagement, 
monitoring and constant dialogue with companies in order to create long term value.  

We appreciate consultants in this industry need to see evidence of process which is why these 
complex valuation methods are proposed. However, these can overcomplicate and distract our 
focus away from what is more important. We believe regular dialogue with management is 
sufficient to satisfy the demands for ESG reporting and the longer-term goal of value creation. 
Aubrey’s ESG process has always been built on common sense and will continue to be.  
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If you would like to read further articles, please select the following link - Aubrey Research 

European Conviction Fund Factsheet  
If you would like to receive our monthly European Manager Report by email, you can sign up 
here - Sign up to Aubrey European Monthly Report  
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This document has been issued by Aubrey Capital Management Limited which is authorised and regulated in the 
UK by the Financial Conduct Authority and is registered as an Investment Adviser with the US Securities & Exchange 
Commission. You should be aware that the regulatory regime applicable in the UK may well be different in your 
home jurisdiction. This document has been prepared solely for the intended recipient for information purposes and 
is not a solicitation, or an offer to buy or sell any security. The information on which the document is based has 
been obtained from sources that we believe to be reliable, and in good faith, but we have not independently verified 
such information and no representation or warranty, express or implied, is made as to their accuracy. All 
expressions of opinion are subject to change without notice. Any comments expressed in this presentation should 
not be taken as a recommendation or advice. 

Please note that the prices of shares and the income from them can fall as well as rise and you may not get back 
the amount originally invested. This can be as a result of market movements and of variations in the exchange 
rates between currencies. Past performance is not a guide to future returns and may not be repeated. 

Aubrey Capital Management Limited accepts no liability or responsibility whatsoever for any consequential loss of 
any kind arising out of the use of this document or any part of its contents. This document does not in any way 
constitute investment advice or an offer or invitation to deal in securities. Recipients should always seek the advice 
of a qualified investment professional before making any investment decisions. 
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