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Abstract

The The EU is now also regulating ESG ratings. Why this is necessary on
the one hand, but superfluous on the other.

Zusammenfassung

Die EU reguliert nun auch ESG-Ratings. Warum das einerseits notwen-
dig ist, andererseits aber Gberflissig.
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The European Union is pushing ahead with ESG regulation. It has now presented a
new regulation that aims to improve ratings for environmental, social and corpo-
rate governance.

Limited meaningful taxonomy

Rebellion often begins in the provinces. Whether in a small Gallic village ("All of
Gaul? No!") or in a 3,800-soul community in the Swabian Alb. In its latest sustaina-
bility report, Berthold Hermle, the mechanical engineering company based in
Gosheim near Tuttlingen, states: "The direct share of Hermle's turnover from prod-
ucts and services that was achieved with its own ecologically sustainable economic

activities in accordance with the current EU taxonomy is 0%." *

Hermle is a fine speciality machine manufacturer that has been listed on the stock
exchange for almost 34 years and regularly has to deal with new ideas from the
European Union (EU) due to its presence on the capital market. The EU is said to
have issued 4,600 directives by now.? In 2014, there were still around 1,900.

People in Gosheim obviously don't always agree. For example, with the EU taxon-
omy. It defines which economic activities the EU considers to be environmentally
sustainable and therefore contribute to climate targets from an EU perspective.

Hermle considers the taxonomy to be "only of limited significance". The reason for
this is that machine tool manufacturing has not yet been directly included in the list
of climate-friendly economic activities compiled by the EU Commission. Hermle
considers itself an "enabler" that enables its customers to "make a contribution to
achieving the EU's environmental goals by using our machines".

140-page new ESG rating regulation

It is possible that a new EU regulation of all things could now provide a remedy and
put Hermle in the right light. On behalf of the European Parliament and the Euro-
pean Council, their presidents have just signed off on a 140-page paper "on the
transparency and integrity of Environmental, Social and Governance (ESG) rating
activities, and amending Regulation (EU) 2019/2088" 3

1 https://www.hermle.de/de/investor relations/nachhaltigkeitsbericht/nachhaltigkeitsbericht-nicht-
finanzielle-erklaerung

2 https://www.eu-richtlinien-online.de/de/informationen/harmonisierte-und-mandatierte-nor-
men#:~:text=F%C3%BCr%20%C3%BChber%204600%20Normen%20haben,Richtli-
nien%20nach%20der%20New%20Konzeption.

3 https://data.consilium.europa.eu/doc/document/ST-6255-2024-INIT/en/pdf

2


https://www.hermle.de/de/investor_relations/nachhaltigkeitsbericht/nachhaltigkeitsbericht-nichtfinanzielle-erklaerung
https://www.hermle.de/de/investor_relations/nachhaltigkeitsbericht/nachhaltigkeitsbericht-nichtfinanzielle-erklaerung
https://www.eu-richtlinien-online.de/de/informationen/harmonisierte-und-mandatierte-normen#:~:text=F%C3%BCr%20%C3%BCber%204600%20Normen%20haben,Richtlinien%20nach%20der%20Neuen%20Konzeption
https://www.eu-richtlinien-online.de/de/informationen/harmonisierte-und-mandatierte-normen#:~:text=F%C3%BCr%20%C3%BCber%204600%20Normen%20haben,Richtlinien%20nach%20der%20Neuen%20Konzeption
https://www.eu-richtlinien-online.de/de/informationen/harmonisierte-und-mandatierte-normen#:~:text=F%C3%BCr%20%C3%BCber%204600%20Normen%20haben,Richtlinien%20nach%20der%20Neuen%20Konzeption
https://data.consilium.europa.eu/doc/document/ST-6255-2024-INIT/en/pdf

O

It is therefore about regulating ratings according to the three criteria of environ-
ment (E), social (S) and corporate governance (G). These are integrated into the EU
taxonomy in order - so the theory goes - to achieve further progress in realising the
objectives of the Green Deal.

The member states now have 18 months to transpose the regulation into national
law. Hermle, for example, could then have itself assessed in accordance with the
regulations.

The EU's aim is to make ESG ratings more transparent, comparable and compre-
hensible in future.? This implies that they have not been so far.

Ratings should be independent

Among other things, the detailed regulation allows companies to check the data
they use with ESG rating agencies. According to the regulation, ESG ratings are to
be issued independently of established credit ratings. °

The regulation incorporates the recently issued ESG accounting rules. ESG rating
providers are obliged to take into account what is known as dual materiality. Com-
panies are required to disclose the social impact of their business alongside the po-
tential financial impact. ©

The fees for the ratings should be fair, appropriate and transparent. The European
Securities and Markets Authority (ESMA) should therefore monitor the providers of
ESG ratings. To this end, it is to liaise with the banking supervisory authority EBA,
the insurance and pensions supervisory authority EIOPA and the Systemic Risk
Board ESRB. It can therefore be assumed that not only the business owners of the
ESG model will demand more staff, but also the supervisory authorities.

4 https://www.consilium.europa.eu/de/press/press-releases/2024/02/05/environmental-social-and-
governance-esg-ratings-council-and-parliament-reach-agreement/

5 Regulation Page 21: In order to address risks of conflicts of interests, some activities should be of-
fered from separate legal entities. However, some of these activities could be offered within the
same legal entity where the providers have sufficient measures and procedures in place to ensure
that each activity is exercised autonomously and to avoid creating potential risks of conflicts of inter-
est in decision-making within its ESG rating activities. Such derogation should not be possible for
credit rating activities and for audit and consulting activities.

6 https://www.flossbachvonstorch-researchinstitute.com/de/kommentare/marlboro-man-schlaegt-
elon-musk
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BaFin survey reveals major shortcomings

The popularity of ESG topics has already led to the establishment of a large number
of rating providers. A study published by the German financial supervisory authority
BaFin in mid-February shows that the regulator should keep an eye on fees, con-

cluding that "data and ratings on ESG are expensive and in need of improvement".
7

BaFin surveyed 30 German capital management companies (and six ESG rating pro-
viders) for its study.® 87 per cent of respondents consider the rating costs to be
unreasonably high. In addition, the quality is questioned (Figure 1).

Figure 1: Is the quality of ESG ratings right?
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1 =completely true, 6 = not true at all, source: BaFin survey, Flossbach von Storch Research Institute, as at March
2024.

The data on which the ratings are based is also incomplete in some cases and hardly
comparable with one another. In addition, they are hardly up-to-date.

7 https://www.bafin.de/SharedDocs/Veroeffen-
tlichungen/DE/Meldung/2024/meldung 2024 02 14 ESG-Marktstudie.html
8 https://www.bafin.de/SharedDocs/Downloads/DE/dl ESG-Studie PDF 20240214.html;jses-

sionid=030A4CCB3C8E78D17BA019E957295AC6.internet992?nn=19659504
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Transparency impossible

This is another reason why the EU is now rushing through the next regulation on
ESG. At least that's what it says itself. However, in light of the fact that the originally
tough ESG reporting rules have been heavily watered down (companies can opt out
and forego ESG disclosures, for example) and the introduction of industry standards
has been postponed, a key question arises: to what extent will companies be able
to provide consistent and relevant data for transparent and comparable ESG ratings
atall?

And even if they do, this does not absolve the investor from doing their homework.
Because if they don't, sooner or later they will fall flat on their face. This was
demonstrated by the financial crisis at the latest, when investors in droves sank
their money or, worse still, that of their customers in securities with a supposed top
rating; in securities that could never have been "AAA" according to common sense.

For example, the new ESG rating regulation is driving up effort and costs for com-
panies, making institutional investors' business more expensive and thus their cli-
ents' investments more expensive, while the benefits are unclear. Will this addi-
tional bureaucracy at least stop climate change?
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