
 
 

 

Incorporating ESG in valuation: Impact to 
discount rates   

 

 

As fundamental, bottom-up value investors, we in-
corporate material environmental, social and gov-
ernance (ESG) issues into our valuation on a stock-
by-stock basis, applying the same principles to 
these issues as we do to any other material factor. 
This may be presented as an adjustment to revenue, 
operating expenses, margin forecasts, assets, liabili-
ties, capital expenditure, cost of capital or terminal 
multiple depending on if the factor is a risk or oppor-
tunity. Specific ESG risks and opportunities will vary 
between companies depending on their sector, in-
dividual circumstances, types of economic activity 
of their customer bases, regulatory regimes they are 
exposed to, emissions intensity and management of 
risks.  
 
One way that we can incorporate an assessment of 
ESG risk is by adjusting the discount rate, or cost of 
capital used in our financial modelling. In a dis-
counted cash flow (DCF) valuation model, ex-
pected future cash flows are forecasted and then 
discounted to the present value using a discount 
rate. A higher discount rate may be used to ac-
count for ESG related risk, which will reduce the pre-
sent value of future cash flows leading to a lower 
expected valuation.  
 
Analysts at Harris | Oakmark may use discount rate 
adjustments to incorporate ESG factors into valua-
tion. For example, companies operating in emerg-
ing markets are assigned higher discount rates com-
pared to developed markets to account for the ad-
ditional governance and political risk in these re-
gions. We use an even higher discount rate for Chi-
nese headquartered companies given the risk asso-
ciated with a government that has much greater 
power and control. Chinese companies must follow 
the policy direction of the government which can 
create uncertainty for investors as rules and regula-
tions can change quickly. This is why it is appropriate 
to incorporate this governance risk into the intrinsic 
value through a significantly higher discount rate.  

We also adjust company-specific discount rates. For 
example, we have increased the discount rate for 
a mining company, with cash flows coming from 
high ESG risk regions, such as in the Democratic Re-
public of Congo, which could be exposed to issues 
like child labor, dangerous working conditions, mod-
ern slavery and deforestation.  
 
Another example is an energy company producing 
fossil fuels. We account for the risk of declining 
global demand for refined products, by using a 
higher risk category, and a higher discount rate to 
value its future cash flows, reflecting the uncertainty 
of how a low carbon transition will unfold. 
 
In an oil and gas exploration and production com-
pany with operations in the United States, Egypt’s 
Western Desert, the United Kingdom’s North Sea, 
and Suriname, we account for the geopolitical risk 
associated with operating in Egypt through an ele-
vated discount rate. 
 
Analysts utilize adjustments to the discount rate to 
incorporate ESG issues where they are considered 
material to the company. We believe that adjust-
ments to the cost of capital allows us to more accu-
rately capture the true intrinsic value of a business 
by taking into considering ESG risks and opportuni-
ties.  
 
 
 
 
 
 
 
 
 
 
 
Portfolio holdings are subject to change without notice and 
are not intended as recommendations of individual stocks. 
Past performance is no guarantee of future results. Investing 
involves risk including potential loss of principal. There can be 
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no guarantee that an investment will achieve its objectives 
or provide positive performance over any period of time. The 
information, data, analyses and opinions presented herein 
(including current investment themes, the portfolio manag-
ers’ research and investment process, and portfolio charac-
teristics) are for informational purposes only and represent 
the investments and views of the author and Harris Associ-
ates L.P. as of the date written and are subject to change 
without notice. This content is not a recommendation of or 
an offer to buy or sell a security and is not warranted to be 
correct, complete or accurate.  The specific securities iden-
tified and described in this report do not represent all the se-
curities purchased, sold or recommended to advisory clients. 
There is no assurance that any securities discussed herein will 
remain in an account’s portfolio at the time one receives this 
report or that securities sold have not been repurchased. It 
should not be assumed that any of the securities, transac-
tions or holdings discussed herein were or will prove to be 
profitable. 
 
 
All information provided is as of 06/30/2025 unless 
otherwise specified. 
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