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Abstract: This study examines the impact of firms’ environmental, social and governance (ESG)
initiatives on financial performance. It also compares the valuation effects of corporate social
performance initiatives in developed and emerging market firms. The study was based on ESG
ranking scores in the Thomson Reuters database, and the sample comprised 1317 emerging market
firms and 3569 developed market firms. In comparison with developed market firms, emerging
market firms had higher ESG combined scores, ESG Controversy scores, category scores of resources
use, workforce, human rights and corporate social responsibility strategy scores. This study finds that
stakeholder initiatives positively impact valuation effects, based on all sample results. Firm-generated
controversies may decrease valuation effects in the stock market. Results indicated that ESG initiatives
have a significant positive to the firm performance. The presence of independent board members
and ownership by investors is a positive determinant for value creation. The adoption of best
practice corporate governance principles is an important determinant of the valuation of firms. Firms’
propensity to use defence mechanisms decreases valuation effects. Developed market firms received
positive valuation effects due to ESG initiatives.

Keywords: sustainable initiatives; wealth creation; developed and emerging market firms

1. Introduction

Previous research increasingly focused on corporate social relationship, corporate social
responsibility and the interface between a firm and society. In terms of corporate social initiatives,
developments in the industrial and business world naturally progress, focusing on the improvement
of human aspects, environmental preservations and enlightened social consciousness. Advocates
of socially responsible actions showcased the benefits that firms receive through improved financial
performance [1].

A modern trend indicates that firms are involved in the integration of environmental, social and
governance (ESG) objectives in various functional areas. Firms often advertise their corporate social
responsibility (CSR) activities and publish formal reports of CSR accomplishments [2].

Several theoretical models on the corporate social performance and corporate financial performance
(CSP–CFP) exist. The social impact hypothesis indicates that satisfying the needs and expectations
of various stakeholders may increase financial performance [3]. Advocates of the stakeholder theory
argued that firms must engage in socially responsible behaviour aimed at energy conservation and
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pollution abatement, which would lead to value creation in the form of improved productivity,
corporate reputation and market share. The stakeholder theory assumes much significance to define
the appropriate casual relationships between CSP and CFP [4,5]. The trade-off hypothesis indicates
that resource allocation aimed at achieving social goals may add to the costs for the firms and prevent
profit maximisation. Traditional theorists indicated that CSP and CFP are negatively related [6,7].

In a modern context, firms must focus on profitability, growth potential and social relationships to
emerge successful [8,9]. A social relationship reflects a firm’s diverse commitment to its stakeholders
other than profitability and growth potential. It encompasses diverse relationships, such as social,
governance and environmental initiatives. The firm’s investment in socially responsible behaviour,
such as investments directed towards pollution reduction efforts or energy saving technologies,
positively impacts financial performance.

The principles of CSR indicated that firms have moral obligations towards society, which are
beyond the concept of profit maximisation [10]. Firms create environmental costs through their
business operations and are responsible for alleviating these problems [11]. Firms’ socially responsible
actions can serve business interests and enhance financial performance [12,13].

Social responsibility has great significance and relevance in academia and business management.
About 50% of the global institutional asset base was managed by Principles for Responsible Investment
signatories, demonstrating the commitment of financial markets towards the adoption of ESG criteria for
investment decisions. Firms incur costs due to ESG initiatives, which are expected to be compensated
by the advertising effect of increased brand image, stable revenues from loyal clients, improved
employee productivity [14], decreased risk [15] and reduced capital cost [16].

The underlying premise of this research is to explore corporate CSP as a determinant of CFP.
It examines the impact of firms’ ESG initiatives on financial performance. It also compares the
valuation effects of CSP initiatives in developed and emerging market firms.

The remainder of this study proceeds as follows. Section 2 documents related literature.
Section 3 reports the data collection and research design of this study. Section 4 discusses the results,
whilst Section 5 concludes this paper and presents the limitations of this study and recommendations
for future studies.

2. Literature Review

2.1. An Overview of ESG

ESG helps investors evaluate corporate behaviours and determine the firm’s future financial
performance. “E” refers to climate change, pollution, environmental management and water scarcity.
“S” refers to employee relation, community involvement, human rights and the involvement of
harmful products or services. “G” represents the policies, practices and rules which the firm uses
to empower themselves. According to [17], ESG reporting significantly impacts a firm’s value.
They highlighted that ESG provides insights into corporate management quality and forecast firm
performance. ESG information can be identified through rating and reporting. The ESG rating
analysis is normally based on the publicly available data reported by the companies and governmental
organisations. This study relies on ESG scores as indicators of CSP due to the following reasons. Firstly,
ESG describes the company’s strategic approach in managing sustainability issues [18]. Secondly, ESG is
connected to socially responsible investment, which is a well-recognised investment, and experienced
rapid growth among investors [19]. Third, ESG is known as the extra-financial material information of
companies in CSR, environmental, sustainability and corporate governance, which are valuable for
investors [19].

2.2. Previous Studies of CSP–CFP

The compatibility of ESG initiatives with CFP remains a central theme of debate among practitioners
and academicians for over five decades. The majority of previous studies reported on the well-founded
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business case for ESG investing. The review of studies from 2008 to 2018 proved that ESG and CFP have
mixed results. Investing in ESG activities can improve financial performance [1,2,20–22]. Certain studies
reported negative effects [23,24], with ambiguous or contradictory results [25]. These studies focused
on developed market firms. By contrast, the current work focuses on examining and comparing the
relationship between ESG and CFP in developed and emerging markets. The empirical evidence,
with respect to developed markets, may not be applicable to developing markets. Developed and
emerging markets significantly differ in terms of their social, cultural and managerial practices [26].
Emerging market firms are characterised by dysfunctional institutions [27,28], barriers due to state
control [25], challenging business scenarios and weak corporate governance practices [23].

The early empirical studies of [29] and [30] examined the relationship between a firm’s financial
performance and socially responsible activities. The CSP–CFP relationship was positively related [11].
One of the major extensive studies on CSP–CFP was conducted by [31] who performed a compendium
of 95 studies. Notable studies [3,32–34] analysed the CSP–CFP relationship. The CSR literature focused
on the direction of the causality between the firm’s financial and social performance. CSP is the predictor
of a firm’s financial performance in 109 out of 127 studies [35]. In [36], through a meta-analysis of
33,878 samples from the previous 52 studies, the significant and positive relationship between CSP and
CFP was confirmed.

For four decades, research on the role and responsibilities of business focused on the business
case for CSR [37]. CSP is the outcome of implementing CSR activities, which was related to the firm’s
relationships with stakeholders [38,39].

The extant literature on CSP focused on the relationship between three key factors, namely,
the level of corporate sustainability performance, corporate financial performance and the level/quality
of corporate sustainability disclosure [40].

CSP and financial performance are negatively related on the account of costly CSP investments [41].
No adequate theoretical support establishes that CSP and financial performance are directly related [42].
A significant association between CSP and financial performance is not supported [33,41,43,44]. Several
studies indicated that CSP was positively related to financial performance [45–47]. The benefits from
investing in CSP exceeded costs [4].

Researchers used various sources of CSR data, which were derived from governmental reports,
surveys and dimensional CSR measures, such as emissions reduction, charitable donations and
environmental indexes. Important aggregate measures used by researchers include Fortune ratings and
Kinder, Lyndenberg and Domini (KLD) Research and Analytics. A study by [31] indicated that the most
commonly used control variables are firm size, market risk and the industry effects. R&D spending is
expected to positively influence firms’ productivity and advertisement expenditure, which is a proxy for
product differentiation and entry barriers [44]. The main criteria for measuring financial performance
varied from market returns or variables that reflect operating and market performance [35,43].

Social relations offer many advantages for a firm, such as the retention of human resources,
customer retention, productivity improvements with environmental management, improvements
in local community relationships and attraction of social and ethical investors [48–51]. A positive
relationship between social and economic performance is the result of firms’ strong ability to manage
the expectations of their social context of reference [36,46].

Callan and Thomas [52] documented the positive CSP–CFP performance. The study by [53]
based on the replicative study of [46] indicated that CSP may not positively influence CFP. Busch and
Friede [54] demonstrated a highly significant, positive and bilateral CSP–CFP relationship. Shin,
Moon [55] found that regulative characteristics, such as freedom of competition and political stability,
can positively moderate the CSP–CFP relationship. Okamoto [56] analysed the CSP–CFP relationship
in Japan using artificial neural networks, indicating that social performance positively affects financial
performance. The stronger a firm’s involvement in CSR activities, the higher the economic and financial
value for firms [57].
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The study on the relationship between CSP and CFP yielded contradictory results over the last
four decades [58]. CSP and CFP are positively, negatively or insignificantly correlated, with various
causal directions. Most studies found that CSP and CFP are positively related, as supported by
meta-analysis [32,36]. Studies also documented the negative impact of CSR-related activities and
behaviours. These studies indicated that CSR practices can generate unnecessary costs which negated
competitive advantages [59,60]. The KPMG survey revealed that only half of the companies in 2006
disclosed their social and environmental impacts in sustainability or CSR reports, rising to over 80% in
2008 [61].

The empirical investigation of the CSP–CFP link requires reorientation to understand its specific
dimensions [31,59,62]. Numerous studies also tested the mediating mechanism and moderating
conditions in CSP–CFP [4,36]. They also examined the moderating effects of factors such as R&D
investments [44] and the firm’s intangible resources, such as innovation, human capital, reputation
and culture [63].

Emerging studies focused on investigating the impact of specific tools and practices on the concept
of CSR as a new governance model within the framework of stakeholder relationships which are
beyond mere legal compliance [64]. Studies focused on CSR-related natural environmental drivers.
The adoption of stringent environmental standards may generate a competitive advantage on the
account of the differential potential of green production processes [48,65]. Environmental initiatives
such as pollution reduction may lead to productivity gains and cost reductions through lowering the
consumption of materials, energy and services [48,66]. Environmental initiatives can also improve
firms’ accessibility of sources of funds in the capital market [15,67,68]. Environmental-related
pollution initiatives can improve the operational and financial performance of firms [67,69,70].
Reduced environmental performance decreases firms’ financial performance and increases cost of
capital [71,72] investigated the factors which drive high levels of corporate sustainability performance
(CSP), as proxied by membership of the Dow Jones Sustainability World Index. Using a stakeholder
framework, the study found that leading CSP firms are significantly larger and have higher levels of
growth and higher return on equity than their counterparts.

Two streams of literature examined the relationship between corporate governance practices
and firm performance. One stream focused on the particular aspects of governance, such as board
composition, ownership structure, executive compensation and disclosure. The other strand of
literature combines the various attributes for the construction of indices of corporate governance
quality and examines their relationship in terms of performance.

Weak governance firms receives lower equity returns, worse operating performance and lower
firm value in comparison with high governance firms [73]. The beneficial effect of mutual monitoring
on firm value was more pronounced for firms with weak corporate governance than those with
strong corporate governance [74]. The announcements of reforms which involve board structure
may lead to greater wealth effects for larger firms than for smaller firms [75]. A robust and positive
association between improvements in shareholder rights (G index) and abnormal share returns was
established via Granger causality tests [73]. Firm characteristics, such as high institutional holdings,
low insider holdings and high sales growth, are positively correlated with high governance quality [76].
Firm performance is positively related to stock ownership of board members [77].

Social sustainability involves the identification and management of business impact on people.
The most critical determinant of social sustainability was the quality of a firm’s relationship
and engagement with stakeholders. Employees, workers, customers and local communities are
pivotal elements of firm sustainability. The social license to operate a business depends on social
sustainability efforts.

CSR may contribute towards improved labour relations, thus increasing employee retention
rates and decreasing labour costs [78]. Providing executives with direct incentives for CSR effectively
increases firm social performance [79]. Well-governed firms are likely to offer CSR contingent
compensation, which may increase the firms’ corporate social standing [14]. The study on a value
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weighted portfolio based on the Forbes list of “100 best CSR companies in the world” documented the
positive stock market performance and found that companies with good social performance are more
likely to have positive earnings than firms with bad social performance [80]. Firms generally have a
favourable orientation towards CSR, and the benefits of this strategy include the development and
improvement of the firms’ reputation [81].

3. Data and Methodology

3.1. Source of Data

A large dataset from the Thomson Reuters database was gathered to examine the designed
hypotheses. The initial sample comprised 7000 companies from 2014 to 2018. Data on ESG ranking
scores were required. The sample size was truncated due to missing values of various variables.
The final sample comprised 4886 companies. The study divided the sample into emerging and
developed market firms at 1317 and 3569, respectively. The emerging market sample firms were from
countries such as Argentina (12), Brazil (76), Chile (21), China (217), South Korea (80), Malaysia (54),
Indonesia (31), Thailand (38), India (101) and UAE (10). Developed countries are clustered over
20 countries, mostly from the USA (1665), UK (360), Japan (349), Canada (237) and Australia (277).

3.2. CSP Data Using ESG Scores

The ESG score reflects firms’ fulfilment of environmental, social and governance aspects. Thomson
Reuters’ ESG scores aim to measure a firm’s relative ESG performance based on company-reported
data. Two overall ESG scores exist. Following [82], the Thomson Reuters ESG Score measures the
company’s ESG performance based on available data. The ESG Combined score was discounted for
significant ESG controversies, which may impact the firms in the sample data. The ESG Score with ESG
controversies provided a comprehensive evaluation on the firm’s sustainability impact and conduct.
The data was based on approximately 400 company-level ESG measures that were categorised into
10 categories [83]. The category scores were combined into three pillar scores, namely, environmental,
social and corporate governance. The governance pillar was used to replace the economic pillar because
the increment concern of the governance issue among corporate executives, investors, consumers and
the general public led to widespread corporate sustainability initiatives [79].

Based on [84], the ESG score comprised 178 critical measures that reflected the environmental,
social and governance elements. A total of 23 controversy measures were included in the ESG
Controversies category. The controversy issues include anti-competition, business ethics issues,
intellectual properties, public health, tax fraud, child labour, consumer controversies, shareholder
issues and workforce issues. Tables 1 and 2 show the pillar and category scores of ESG.

Table 1. Pillar scores.

Pillar Major Components

Environmental Resource Use, Emissions, Innovation
Social Workforce, Human Rights, Community, Product Responsibility

Governance Management, Shareholders, CSR Strategy

Source: https://www.refinitiv.com/en/financial-data/company-data/esg-research-data.

3.3. Variables Measurement

Independent variables: ESG initiatives (ESG) were represented by ESG Score; ESG Combined Score;
the pillars of ESG, namely, environmental, governance and social; and the 10 category scores. The ESG
and ESG Combined Scores were estimated by averaging the values for the past five years. The pillar
scores were also based on the average values for the last five years. The Environmental Score was
estimated by adding the average five-year scores of Resource Use, Emissions and Innovations.
The Governance Score was estimated by adding the average five-year scores of Management,

https://www.refinitiv.com/en/financial-data/company-data/esg-research-data
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Shareholders and CSR Strategy. The Social Score was estimated by adding the average five-year
scores of the workforce, human rights, community and product responsibility. The average five-year
component category scores of the three pillars were also estimated to examine its impact on the
valuation of firms. The valuation effects of ESG controversies were also examined by the study.

Table 2. Category Scores.

Scores Measurement

ESG Resource Use Score
(RS)

Resource Use Score highlights a firm’s performance and capacity to reduce the
use of materials, energy or water and to find eco-efficient solutions by improving

supply chain management

ESG Emissions Score (ES) The Emission Reduction Score reflects the firm’s commitment and effectiveness in
reducing environmental emission in the production and operational processes.

ESG Innovation Score (IS)
The Innovation Score reflects a company’s capacity to reduce the environmental
costs and aims to create new market opportunities through new environmental

technologies and processes or eco-designed products.

ESG Workforce Score
(WS)

The Work Score measures a company’s effectiveness towards job satisfaction,
healthy and safe workplaces, maintaining the diversity and equal opportunities

and development opportunities for its workforce.

ESG Human Rights Score
(HS)

The Human Rights Score measures a company’s effectiveness towards respecting
fundamental human rights conventions.

ESG Community Score
(CS)

The Community Score measures a company’s commitment towards being a good
citizen, protecting public health and respecting business ethics

ESG Product
Responsibility Score (PS)

The Product Responsibility Score reflects a company’s capacity to produce quality
goods and services integrating the customer’s health and safety, integrity and

data privacy.

ESG Management Score
(MS)

The Management Score measures a company’s commitment and effectiveness
towards following the best corporate governance principles.

ESG Shareholder Score
(SS)

The Shareholder Score measures a firm’s effectiveness towards the equal
treatment of shareholders and the use of anti-takeover devices

ESG CSR Strategy (CS)
The CSR Strategy Score reflects a company’s practices to communicate, in which
it integrates the economic (financial), social and environmental dimensions into

its day-to-day decision-making processes.

Source: Thomson Reuters Eikon Thomson Reuters ESG Scores May 2018.

Dependent variables: Tobin Q was an appropriate measure for analysing the valuation effects of
the observable and unobservable aspects of the relationship between firm and stakeholders. Tobin Q
was estimated based on the market value and book value of assets. The market value of assets was
estimated as the book value of assets plus the market value of common stocks less the sum of the
book value of common stock [85]. The return on equity (ROE) reflects the operating performance
measurement in terms of profitability [86]. The price-to-earnings ratio (P/E) was another valuation
measure that represents the earning potential of the firm. The PE ratio is a financial measure which
reflects the value market attributes to every unit of earnings of the firm [87].

Control variables: This study used the financial characteristics of firms and governance variables
as the control variables. The control variables included were dividend yield, leverage measure of debt
to equity (D/E) and debt to total assets, sales growth, R&D intensity, capex intensity, advertisement
intensity, size measured by log of total assets and revenues. The five-year beta value represents the
systematic risk. The governance variables included in the model were the percentage of independent
board members in the board, strategic investors in the ownership and total shares held by all investors.
The ownership variables were also included as control variables in the model.

Dummy variables: Two dummy variables were included in the study, namely, developed nation
and emerging market. For the dummy developed nation, one point would be awarded if the firm
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was centred in developed markets; otherwise zero. By contrast, the dummy emerging market is
equal to 1 if the firm was centred in emerging markets; otherwise zero. Table 3 summarises the
variables’ measurements.

Table 3. Variable measurements.

CSR Variables and Pillar Scores Measurements

ESG_Score (ESG Score) Latest five-year average
ESG_COMSCORE (ESG Combined Score) Latest five-year average

ENV (Environmental Score) Adding up the five-year average score of resource use,
emissions and innovations

SOCIAL (Social score) Adding up the average five-year scores of workforces,
human rights, community, product responsibility

GOVER (Governance score) Adding the average five-year scores of management,
shareholders and CSR strategy.

Category scores

RESOURCE, EMMI INNOV
(Environmental Components)

WORK, HUMAN, COMMU, PRODUCT
(Societal Components)
MGMT, SHARE, CSR

(Governance Components)

Five-year average values for each category

ESG_CONT (Controversy score) Five-year average score

Performance Variables

Tobin Q
Market value of assets (total book value of assets minus book

value of equity plus market value of equity)/book value of assets
(five-year average values)

ROE Return on equity (five-year average)
P/E Price-to-earnings ratio (five-year average)

Firm characteristics (Five-year average values)

SIZE_TA (Firm size LogTA) Log of book value of total assets
Age Log of number of years since the listing of stock

Leverage (DEBT_EQUI; DEBTA) Book value of debt divided by book value of equity/book value
of debt to total assets

CAPEX (Capex Intensity) Capital expenditure/total assets
RD (RD Intensity) R&D expenses/sales

ADV (Advt Intensity) Advertisement expenses/sales
SG (Sales Growth) Sales in year t divided by sales in year t-1 (average 5-year period)

BETA (Five-year beta) Measure of systematic risk
DIVD (Dividend yield) Dividend/market price

MGMT_EFF
(Management Efficiency) Five-year average sales/total asset turnover

Governance Variables

IND_BOARD (Independent directors in
board)

Number of independent directors/total number of the board of
directors

SHARE_INVESTOR Ownership of
shareholders Ownership percentage of shares held by all investors

SHARE_STRAT (Institutional Ownership Percentage share held by strategic investors

Dummy Variables

Dummy Developed nation Equal to 1 if firm is headquartered in developed market
Dummy Emerging Market Equal to 1 if firm is headquartered in emerging market



www.manaraa.com

Sustainability 2020, 12, 26 8 of 21

3.4. Model Construction

The multivariate analyses were performed on the following regression model to assess the
association between CSP and CFP. The regression model for the study was expressed as

CFPit = f(CSPit−1), Xit, (1)

where CFPi is the measure of the firm’s financial performance and CSPi is the measure of the firm’s
socially responsible performance. Xit is a vector of control variables which includes the firm’s financial
characteristics. CFPi is represented by the variables of Tobin’s Q, ROE and price-to-earnings ratio (P/E).
Xit represents the control variables, such as advertisement intensity [88], size [89], R&D [90], beta [91],
age [92], capex intensity [93], debt equity ratio [94], debt to total assets [95], dividend yield [96],
sales growth [97] and management efficiency ratio [98]. The other moderating variables include a set
of variables, such as the percentage of independent board members of the total investor share and
investment share of strategic investors. The values for all variables were for the latest five-year period
(2014–2018).

4. Findings and Analysis

4.1. Descriptive Statistics

Table 4 reports the summary statistics, which are given for the ESG and performance variables
for emerging and developed market firms. The ESG score measures the company’s overall ESG
performance. The ESG combined score was discounted for significant ESG controversies. Generally,
emerging firms have higher mean and median ESG and ESG combined scores in comparison with
developed market firms. In terms of performance variables, emerging market firms have a higher
mean and median ROE than developed market firms. The mean and median Tobin Q values were
higher for the firms from developed markets than those in emerging market firms. The mean P/E ratio
was higher for the emerging market firms, whereas the median P/E ratio was higher for the developed
market firms.

4.2. Test of Differences

Table 5 analyses the mean differences of ESG scores, its pillars and the category scores of emerging
and developed market firms. The mean ESG combined scores were higher for emerging market
firms than developed market firms with significance (t = 4.22 with 10% significance). The mean ESG
Controversy scores were higher for emerging market firms than developed market firms with the
significance at 10%. The resource score, which measures the effectiveness of supply chain management,
was higher for emerging market firms than developed market firms (t = 2.87 with 10% significance).
The workforce score, which measures the company’s effectiveness towards job satisfaction, healthy
and safe workplaces and development opportunities, was higher for emerging market firms than
developed market firms. Similarly, in comparison with developed market firms, human rights and
community scores were lower for emerging market firms. The CSR strategy scores were higher for
emerging market firms than developed market firms.
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Table 4. Summary statistics of environmental, social and governance (ESG) initiatives and financial performance of emerging and developed country firms.

ESG Combined Score ESG Score ROE Tobin’s Q P/E

Emerging Developed Emerging Developed Emerging Developed Emerging Developed Emerging Developed

Mean 50.40 48.74 54.33 53.76 13.51 11.15 2.09 2.49 31.37 30.16
Median 48.65 47.23 53.18 51.72 11.95 10.71 1.38 1.79 15.85 18.48

Standard
Deviation 12.53 11.34 13.55 13.77 24.68 56.61 2.04 2.75 112.31 87.93

Sample
Variance 156.93 128.65 183.53 189.56 609.27 3204.64 4.17 7.56 12,613.19 7731.54

Kurtosis −0.42 −0.04 −0.65 −0.62 88.93 397.67 30.75 211.74 231.84 710.91
Skewness 0.35 0.55 0.28 0.47 −0.73 5.07 4.46 10.40 14.36 21.88

Range 74.42 73.55 72.88 69.94 693.72 2972.53 25.99 74.53 2101.66 3457.14
Minimum 15.43 16.88 20.25 23.62 −382.49 −1154.80 0.49 0.11 0.00 0.00
Maximum 89.85 90.43 93.13 93.56 311.23 1817.73 26.48 74.64 2101.66 3457.14

Count 1317 3569 1317 3569 1254 3377 1246 3446 1317 3569
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Table 5. ESG score comparison: mean characteristics.

ESG, Pillars and Category Scores Emerging Developed t-stats

ESG Combined Score 50.40 48.74 4.22 *
ESG Score 54.33 53.76 1.28

ESG Controversy Score 52.20 49.44 6.70 *
Environmental Pillar Score 54.42 53.39 1.64

Social Pillar Score 54.58 54.07 0.88
Governance Score 53.93 53.82 0.19
Resource use Score 55.85 53.72 2.87 *

Emission Score 54.93 53.88 1.32
Environment Innovation Score 52.42 52.53 −0.15

Workforce Score 59.62 53.60 8.02 *
Human Rights Score 54.52 52.65 2.44 *

Community Score 46.01 56.08 −11.69 *
Product Responsibility Score 52.90 53.76 −1.05

Management Score 54.01 54.83 −1.01
Shareholder Score 52.99 52.18 1.00
CSR Strategy Score 55.08 52.15 3.74 *

Note: * indicate that the estimated coefficient is significantly different from zero at the 10 % level.

Figure 1 compares the ESG score between emerging and developed markets. Generally,
in comparison with developed markets, emerging markets have a higher ESG score, and the ESG
from three pillars and category scores, except for the environment innovation score, community score,
product responsibility score and management score.

Sustainability 2019, 11, x FOR PEER REVIEW 9 of 21 

management, was higher for emerging market firms than developed market firms (t = 2.87 with 10% 
significance). The workforce score, which measures the company’s effectiveness towards job 
satisfaction, healthy and safe workplaces and development opportunities, was higher for emerging 
market firms than developed market firms. Similarly, in comparison with developed market firms, 
human rights and community scores were lower for emerging market firms. The CSR strategy scores 
were higher for emerging market firms than developed market firms. 

Table 5. ESG score comparison: mean characteristics. 

ESG, Pillars and Category Scores Emerging Developed t-stats 
ESG Combined Score 50.40 48.74 4.22* 

ESG Score 54.33 53.76 1.28 
ESG Controversy Score 52.20 49.44 6.70* 

Environmental Pillar Score 54.42 53.39 1.64 
Social Pillar Score 54.58 54.07 0.88 
Governance Score 53.93 53.82 0.19 
Resource use Score 55.85 53.72 2.87* 

Emission Score 54.93 53.88 1.32 
Environment Innovation Score 52.42 52.53 −0.15 

Workforce Score 59.62 53.60 8.02* 
Human Rights Score 54.52 52.65 2.44* 

Community Score 46.01 56.08 −11.69* 
Product Responsibility Score 52.90 53.76 −1.05 

Management Score 54.01 54.83 −1.01 
Shareholder Score 52.99 52.18 1.00 
CSR Strategy Score 55.08 52.15 3.74* 

Note: * indicate that the estimated coefficient is significantly different from zero at the 10 % level. 
Figure 1 compares the ESG score between emerging and developed markets. Generally, in 

comparison with developed markets, emerging markets have a higher ESG score, and the ESG from 
three pillars and category scores, except for the environment innovation score, community score, 
product responsibility score and management score. 

 
Figure 1. ESG score comparison: emerging vs. developed markets.

4.3. Regression Analysis

4.3.1. ESG Composite Model and Corporate Financial Performance

Table 6 demonstrates the regression results of the ESG Composite Model for the overall sample.
In the first regression model, the financial performance variables of PE, Tobin Q and ROE was regressed
upon the social performance variable of ESG Combined score, which was discounted for significant
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ESG controversies. The Tobin Q and ROE model results indicated that stakeholder welfare initiatives
may lead to significant improvements in valuation effects. The ESG Combined score was significantly
and positively related to Tobin Q (t statistics of 3.11 with significance at all levels) and ROE (t-statistics
with significance at 5% and 10%). The result was consistent with [99]. Thus, ESG performance
opportunities exist in numerous areas of the market. Similarly, [100] explained that environmental
responsibility performance can positively influence the firms’ ROE and ROA.

Table 6. Regression results of the ESG Composite Model for the overall sample.

Variables
P/E Tobin Q ROE

Coefficient t-stat Coefficient t-stat Coefficient t-stat

C 68.82 2.95 *** 8.56 13.96 *** −46.30 −3.08 ***
ESG_COMSCORE 0.01 3.11 *** 0.20 2.46 **

MGMT_EFF −5.98 −2.37 ** 0.68 10.19 *** 15.22 9.40 ***
DEBTA 12.94 2.89 ***
DIVD 1.18 3.35 ***

DEBT_EQUI 0.00 3.05 *** 0.00 3.50 *** 0.00 −5.04 ***
BETA −0.40 −5.43 ***

SG 6.72 15.44 *** 0.13 11.10 *** 4.70 16.94 ***
SIZE_TA −2.25 −2.22 ** −0.34 −12.92 ***

AGE 0.00 −1.86 *
IND_BOARD 0.01 3.88 *** 0.09 2.01 *

SHARE_INVESTOR 21.72 2.97 *** 0.60 3.14 *** 21.18 4.50 ***
R-squared 0.387762 0.382936 0.336941

Adjusted R-squared 0.384751 0.3799 0.333631
F-statistic 128.7516 126.1545 101.8137

Prob (F-statistic) 0 0 0
Durbin–Watson stat 2.198061 2.34 2.218467

Obs 2861 2861 2820

Note: ***, ** and * indicate that the estimated coefficient is significantly different from zero at the 1 percent, 5 percent
and 10 percent levels, respectively.

Moreover, the model results documented the positive relationship between social and financial
performance, and the result was supported by [81]. Moreover, the result also reveals that the higher
the management efficiency, the greater the valuation effects, based on Tobin Q and ROE model results.
Evidence indicates that the higher the leverage, the higher the stock market and financial performance
of firms. The ROE model results indicate that the higher the debt intensity proxied by debt to total
assets (DEBTA), the higher the operating performance of firms. The leverage ratio of debt to equity
was positively related to P/E and Tobin Q with significance and negatively related to ROE with
significance. The higher the risk, the lower the valuation effects (Tobin Q Model results). The beta was
negatively related to Tobin Q with significance (t = −5.43 with significance at all levels). Sales growth
(SG) was positively related to the valuation measures in all three models with significance at 1%, 5%
and 10%. The size of firms (proxied by log of total assets) was inversely related to the performance
measure of P/E and Tobin Q. The age of firms was negatively related to the joint operating and stock
market performance variable of Tobin Governance measures, which may also lead to value creation.
The higher the percentage of independent directors in boards and ownership by investors, the greater
the valuation effects, as measured by Tobin Q and ROE models. The R&D and Advt Intensity variables
were dropped from the analyses because the sample size was truncated to a large extent.

4.3.2. ESG Score, ESG Controversies and Corporate Financial Performance

Table 7 reports the impacts of the ESG Score and ESG Controversies on valuation effects. In this
model, the ESG Score and ESG Controversy scores were regressed upon the valuation measures of ROE,
Tobin Q and P/E. The ESG Score was positively related to the valuation measure of ROE and Tobin Q,
and it was consistent with [101]. They explained that sustainability initiatives may lead to valuation



www.manaraa.com

Sustainability 2020, 12, 26 12 of 21

enhancement. The ESG controversy score was negatively related to the stock market value measures
of Tobin Q and P/E ratios. Higher controversies generated by firms may lead to lower valuation effects
for firms in the stock market. Markets are sceptical to the controversies generated by these firms.
However, the result contradicted with [102] who highlighted that a high CSR may experience a high
contemporaneous earnings–return relationship and great Tobin’s Q. The impact of control variables on
valuation measures were consistent with the ESG Composite Score model presented in Table 6.

Table 7. ESG Score and ESG Controversies impact on valuation effects.

Variable
ROE Tobin Q P/E

Coefficient t-stat Coefficient t-stat Coefficient t-stat

C −41.748 −2.262 ** 10.271 13.673 *** 77.218 2.691 ***
ESG_SCORE 0.275 3.365 *** 0.018 5.443 *** 0.167 1.306
ESG_CONT −0.007 −2.025 * −0.005 −0.037 **
MGMT_EFF 14.895 9.174 *** 0.643 9.696 *** −6.228 −2.460 **

DEBTA 13.499 3.013 ***
DIVD 1.181 3.343 *** −0.072 −5.208 ***

DEBT_EQUI −0.005 −5.016 *** 0.000 3.572 *** 0.005 3.063 ***
BETA −0.389 −5.366 ***

SG 4.713 16.974 *** 0.129 11.298 *** 6.727 15.449 ***
SIZE_TA −0.424 −13.797 *** −2.750 −2.343 **

AGE −0.003 −2.297 **
IND_BOARD 0.005 2.573 **

SHARE_INVESTOR 22.130 4.688 *** 0.685 3.57 *** 22.364 3.050 ***
R-squared 0.338202 0.388998 0.38797

Adjusted R-squared 0.334662 0.385776 0.384743
Durbin–Watson stat 2.220487 2.363126 2.19

F-statistic 95.52944 120.7523 120.231
Prob (F-statistic) 0 0 0

Note: ***, ** and * indicate that the estimated coefficient is significantly different from zero at the 1 percent, 5 percent
and 10 percent levels, respectively.

4.3.3. ESG Pillar Scores and Corporate Financial Performance

Table 8 shows the impact of pillar scores on the valuation measures. In this model, the impact of
ESG pillars of environmental, governance and social initiatives on valuation measures were examined.
The scores for environmental, governance and social initiatives were regressed upon the valuation
measures and control variables. The higher the environmental initiatives, the greater the valuation
effects, in terms of a high P/E. The environmental score was positively related to the P/E ratio with
significance (t = 1.766 at 10%). This result could be explained because environmental initiatives can
also facilitate firms to have a good accessibility to sources of funds in the capital market [15,67,68].

The focus on social initiatives may also lead to value creation, as measured by Tobin Q. The social
initiative scores of sample firms were positively related to Tobin Q with significance at all levels.
Governance performance may also result in high valuation effects, as proxied by Tobin Q and ROE.
Governance performance was directly related to ROE (t statistics = 2.697 with significance at all levels)
and Tobin Q (t value = 2.396 with significance at 5% and 10%). High management efficiency may lead
to high valuation effects in terms of the ROE and Tobin Q model. Hence, corporate governance can
provide a strong mechanism to improve the efficiency, equity returns and firm value [73].

The leverage measure of the total DEBTA was positively related to ROE, whilst the DOE ratio
was significantly and negatively related to ROE. The Debt Equity ratio was positively related to the
Tobin Q and P/E ratio with significance. High dividend intensity positively and negatively affected
ROE and Tobin Q, respectively, at significant levels. The higher the systematic risk, the lower the
valuation effects in terms of Tobin Q. Sales growth positively and significantly impacted all valuation
measures. The size of the firm was negatively related to the valuation measures of Tobin Q and P/E with
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significance. The age of firms was negatively related to valuation effects. The higher the percentage of
independent board members, the higher the valuation effects in terms of Tobin Q. The presence of
ownership by investors was a positive determinant for value creation, as measured by all financial
performance models [10].

Table 8. Impact of pillar scores on valuation measures.

Variable
ROE Tobin Q P/E

Coefficient t-stat Coefficient t-stat Coefficient t-stat

C −44.455 −2.372 10.102 13.218 *** 80.723 2.766 ***
ENV 0.190 1.766 *

SOCIAL 0.010 3.455 ***
GOVER 0.157 2.697 *** 0.006 2.396 **

MGMT_EFF 14.949 9.195 *** 0.644 9.704 *** −6.143 −2.422 **
DEBTA 13.648 3.042 ***
DIVD 1.174 3.312 *** −0.074 −5.309 ***

DEBT_EQUI −0.005 −5.021 *** 0.000 3.582 *** 0.005 3.050 ***
BETA −0.392 −5.397 ***

SG 4.717 16.991 *** 0.129 11.299 *** 6.721 15.438 ***
SIZE_TA −0.416 −13.277 *** −2.902 −2.425 **

AGE −0.003 −2.223 **
IND_BOARD 0.004 2.350 **

SHARE_INVESTOR 22.378 4.743 *** 0.682 3.554 *** 22.456 3.064 ***
R-squared 0.339366 0.389485 0.388767

Adjusted R-squared 0.335357 0.385834 0.385112
S.E. of regression 50.63874 2.09061 79.82811

Sum squared resid 7185,119 12,425.76 18,117,093
Log likelihood −15,060.08 −6160.42 −16,581.4

Durbin–Watson stat 2.221131 2.363016 2.193374
F-statistic 84.66 106.68 106.3678

Prob (F-statistic) 0
Obs 2820 2861 2861

Note: ***, ** and * indicate that the estimated coefficient is significantly different from zero at the 1 percent, 5 percent
and 10 percent levels, respectively.

4.3.4. ESG Component Scores of Different Pillars and Corporate Financial Performance

The major components of the environmental pillar scores were resource use, emissions and
innovation scores. The major components of social pillars were workforce score, human rights score,
ESG community and product responsibility scores. The main components of the governance pillar
scores were management, shareholder and CSR strategy scores. This study examined the impact of the
component scores of various pillars on valuation measures. Table 9 reveals the regression results. In this
model, the impact of the valuation measures on the category scores of all pillar scores were examined.
The resource score was positively related to Tobin Q with significance (t = 1.81 with significance at
all levels). This study documented that firms which reduced the use of materials, energy or water,
or found eco-efficient sustainable solutions by improving supply chain management, were able to
create high value in markets, as signified by the Tobin Q ratio. Firms with an innovative strategy
to reduce environmental costs and create new market opportunities through new environmental
technologies or eco-designed products had high valuation effects [90]. The innovation score index
was positively related to PE ratio with significance at all levels (t = 2.7). Innovation is one of the main
determinants to develop the competitive advantage and the competitiveness of enterprises [90].

The workforce score was positively and significantly related to the valuation measures of ROE
(t = 2.28) and Tobin Q (t = 3.9). This study documented that strategies which promoted the company’s
effectiveness towards job satisfaction, health and safe work place and development opportunities
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for workforce are create values for firms [65]. Such initiatives will lead to an improved operational
performance, as measured by ROE and stock market performance and proxied by Tobin Q.

The ESG management score was positively related to ROE (t = 3.23) and Tobin Q (t = 4.08)
with the significance at 1%. The adoption of corporate governance principles was an important
determinant of the valuation of firms. The focus on the best corporate governance practices by firms
leads to an improved financial performance, as reflected by valuation measures such as ROE and Tobin
Q [73]. However, the ESG shareholder score (SHARE) was negatively related to Tobin Q measure
with significance and the result contradicted with [103], indicating that the firms’ propensity to use
anti-takeover defence mechanisms will have lower valuation effects. Controlling shareholders may
use his/her position in the firm to extract private benefits at the expense of the other shareholders.

Table 9. Impact of the component scores of various pillars on valuation measures.

Variable
ROE Tobin Q P/E

Coefficient t-stat Coefficient t-stat Coefficient t-stat

C −43.5 −2.71 * 9.173 13.71 * 66.32 2.66 *
RESOURCE 0.04 0.62 0.005 1.81 *** 0.05 0.46

EMMI 0.02 0.36 0.003 1.22 −0.02 −0.17
INNOV 0.02 0.51 −0.001 −0.76 0.19 2.7 *
WORK 0.12 2.28 ** 0.008 3.39 * −0.07 −0.82

HUMAN 0.02 0.33 −0.001 −0.38 0.01 0.12
COMMU 0.02 0.51 0.003 1.49 0.02 0.33

PRODUCT −0.06 −1.39 0.001 0.48 −0.01 −0.12
MGMT 0.14 3.23 * 0.007 4.08 * 0.07 1.07
SHARE −0.01 −0.18 −0.002 −1.43 * 0.09 1.49

CSR −0.04 −0.84 −0.007 −3.53 −0.07 −0.96
MGMT_EFF 14.53 9 * 0.681 10.1 * −6.49 −2.59 *

DIVD 1.01 2.85 * −0.097 −6.91 * −0.18 −0.34
DEBT_EQUI −0.004 −4.49 * 0.0001 3.63 * 0.004 3.22 *

BETA 0.5 0.28 −0.241 −3.27 * −3.8 −1.38
SG 4.8 17.37 * 0.144 12.44 * 6.65 15.39 *

SIZE_TA 0.5 0.67 −0.366 −11.93 * −2.44 −2.13 *
AGE −0.02 −0.52 −0.004 −2.34 * 0 −0.06

CAPEX 9.14 0.39 −1.357 −1.39 48.3 1.33
IND_BOARD 0.03 0.62 0.002 1.17 −0.06 −0.81

SHARE_STRAT −5.13 −1.15 0.167 0.9 −6.2 −0.9
SHARE_INVESTOR 24.88 5.12 * 0.655 3.25 * 21.7 2.89 *

R-squared 0.336174 0.359553 0.390219
Adjusted R-squared 0.331192 0.354816 0.385708

F-Stat 67.47 * 75.89 * 86.51 *
Durbin–Watson stat 2.200397 2.312782 2.190692

Note: ***, ** and * indicate that the estimated coefficient is significantly different from zero at the 1 percent, 5 percent
and 10 percent levels, respectively.

4.4. Additional Test: Comparison of ESG Initiatives on Developed and Emerging Market Firms

We examined if the ESG initiatives’ impact on valuation differed among the firms from developed
and emerging markets. A regression was conducted with the dummy variable of one for all developed
market firms and zero for emerging market firms. Table 10 demonstrates the ESG initiatives’ impact
on the valuation effects. A variable of the product of the developed market dummy and corresponding
ESG scores, pillars and categories were introduced in the analysis. All control variables were included
in the analysis. Firstly, ESG, ESG Combined and ESG Controversy scores were regressed upon valuation
measures, followed by the regression of the pillar scores and category scores on valuation measures.
Table 10 shows the results for significant variables. The impact of the control variables on valuation
measures were similar to the previous analysis with an overall sample.
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The valuation effects of ESG scores for developed market firms were positive and significant.
The product of the dummy for the developed market firm and ESG Score had a coefficient of 0.014
with the significance at 5% and 10% for the Tobin Q model. ESG initiatives received positive valuation
effects for firms in developed markets. The controversies had significant negative valuation effects
for developed market firms. On the basis of ROE and Tobin Q model results, the developed market
firms had a significant positive relationship between environmental, social, governance scores and
valuation measures. Results indicated that the developed market firms had higher valuation effects
due to environmental, social and governance initiatives. In terms of environmental category scores,
the emission and innovation scores’ impact on the valuation measures were positive and significant.
The dummy variable for the innovation score was significantly and positively related to the Tobin Q
Model. However, the PE model exhibited opposite results. The emission and innovation initiatives of
the developed market firms had positive valuation effects.

The category work score was positively related to Tobin Q for developed market firms with
significance. The initiatives for the company’s effectiveness towards job satisfaction and development
opportunities for the workforce had higher valuation effects for developed market firms than emerging
market firms. With respect to the implementation of the best corporate governance principles,
the developed market firms had higher valuation effects.

Table 10. Comparison of impact of ESG initiatives on valuation effects.

Dependent Variables

ROE Tobin Q P/E

Independent Variables Coefficient t-stat Coefficient t-stat Coefficient t-stat

C 23.82 1.48 11.82 16.10 ***
DEV_DUMY −14.51 −1.77 * −0.98 −2.60 ***
DEV_DUMY*ESG_SCORE 0.21 1.53 0.014 2.266 **

Adjusted R-Squared =
0.0559; F = 12.93

Adjusted R-Squared =
0.1481; F = 36.47

Coefficient t-stat Coefficient t-stat Coefficient t-stat

C 30.03 1.619 12.17 14.31 ***
DEV_DUMY 12.12 1.60 0.60 1.72 *
DEV_DUMY*ESG_CONT −0.29 −2.07 ** −0.015 −2.377 **

Adjusted R-squared =
0.0566; F = 13.07

Adjusted R-squared =
0.1472; F = 35.04

Coefficient t-stat Coefficient t-stat

C 11.89 16.38 ***
DEV_DUMY −0.766 −2.658 ***
DEV_DUMY*ENV 0.01 2.10 *

Adjusted R-squared =
0.143; F = 35.10

Adjusted R-squared =
0.1472; F = 35.04

ROE Tobin Q PE

Coefficient t-stat Coefficient t-stat

C 11.58 16.42 ***
DEV_DUMY −0.68 −2.29 **
DEV_DUMY*SOCIAL 0.0092 1.88 *

Adjusted R-squared =
0.1472; F = 36.22

Coefficient t-stat Coefficient t-stat

C 12.07 0.799
DEV_DUMY −13.46 −2.16 **
DEV_DUMY*GOVER 0.207 1.93 *
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Table 10. Cont.

Dependent Variables

ROE Tobin Q P/E

Adjusted R-squared =
0.054; F = 12.62

Coefficient t-stat Coefficient t-stat

C 20.55 1.33 11.75 16.62 ***
DEV_DUMY −8.82 −1.75 * −0.59 −2.53 **
DEV_DUMY*EMMI 0.1047 1.319 0.0069 1.889 *

Adjusted R-square =
0.054; F = 12.55

Adjusted R-squared =
0.14; F = 35.11

Coefficient t-stat Coefficient t-stat Coefficient t-stat

C 10.88 16.06 *** 95.23 3.80
***

DEV_DUMY −0.55 −2.48 ** 7.026 0.851

DEV_DUMY*INNOV 0.0069 1.89 * −0.23 −1.75
*

Adjusted R-squared =
0.14; F = 33.50

Adjusted R-squared =
0.008; F = 2.68

Coefficient t-stat Coefficient t-stat Coefficient t-stat

C 11.087 16.34 ***
DEV_DUMY −0.63 −2.44 **
DEV_DUMY*WORK 0.0078 2.009 *

Adjusted R-squared =
0.146; F = 35.88

Coefficient t-stat Coefficient t-stat Coefficient t-stat

C 6.80 0.46
DEV_DUMY −9.93 −2.10 **
DEV_DUMY*MGMT 0.14 1.846 *

Adjusted R-squared =
0.055; F = 12.72

Note: ***, ** and * indicate that the estimated coefficient is significantly different from zero at the 1 percent, 5 percent
and 10 percent levels, respectively.

5. Conclusions

This study examined the impact of environmental, social and governance initiatives of 4886 firms
on operational and market performance. The source of data was the Thomson Reuters database.
The major focus of this study was to examine the distinctive characteristics of the ESG initiatives
of firms in emerging and developed markets. Significant differences existed among developed and
emerging markets, on account of the differences in social and managerial characteristics. Three models,
which represents firm performance, were regressed upon the ESG scores, pillar scores and category
scores, along with the control variables representing the financial and risk characteristics of the
firms. A set of moderating variables representing the governance characteristics were included in the
regression models.

The findings are as follows. Firstly, emerging market firms had higher ESG initiatives in terms of
resource use, workforce, human rights and CSR strategies. By contrast, developed market firms had
significantly higher community scores, which reflect the firm’s initiatives for maintaining public health
and upholding business ethics. Thus, maintaining these initiatives is important for value creation.

Secondly, in terms of ESG pillar scores, ESG initiatives may lead to significant improvements
in valuation effects (Tobin Q and ROE). Firms with higher environmental initiatives can improve
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shareholders’ wealth (P/E). Social initiatives lead to value creation (Tobin Q). Governance performance
also results in high valuation (Tobin Q and ROE).

Thirdly, from the ESG category scores’ perspective, the firms which reduced the use of materials,
energy or water, or find eco-efficient sustainable solutions by improving the supply chain management,
created a high value (Tobin Q). Firms with an innovative strategy to reduce environmental costs and
create new market opportunities through new environmental technologies or eco-designed products
had high valuation effects. The workforce score was positively related to the valuation measures of
ROE and Tobin Q. The ESG management score was positively and significantly related to ROE and
Tobin Q. The focus on the best corporate governance practices enhanced the financial performance of
firms, whereas the ESG shareholder score was negatively related to Tobin Q. The firms’ propensity to
use anti-takeover defence mechanisms had low valuation effects.

Fourthly, when comparing between emerging and developed markets, the valuation effects of
ESG scores for developed market firms were positive and significant. By contrast, the ROE and
Tobin Q model results indicated that the developed market firms had a significant and positive
relationship between environmental, social and governance scores, as well as between valuation
measures. The emission and innovation initiatives in developed market firms had positive valuation
effects. The category work score was positively related to Tobin Q.

The findings of this study have important implications for regulators and researchers. Firstly,
this study documented the positive valuation effects for ESG initiatives adopted by firms. Managers
must consider ESG as an investment, rather than an expense. Addressing the environmental, social and
institutional requirements, as well as the different stakeholder requirements, results in value creation
for firms. In this volatile corporate environment, the findings of the positive valuation effects of
sustainability initiatives would be beneficial to investors and other stakeholder groups, such as
regulators, policymakers and social stakeholders like community groups. The significance of the
positive valuation effects of ESG initiatives indicated that ESG practices can be adopted as a part of the
firm’s business strategy.

The main strength of this study lies in its dataset and several sensitivity analyses in terms of
model construction and alternative proxies, which confirmed the robustness of the results. However,
this study could not explore the significance of the moderating variables, such as the R&D intensity
and advertisement intensity on ESG initiatives and firm performance due to the truncation of the
sample size when we included these variables. Future researchers may assess the impact of the CSR
initiatives on the firm performance of various developing countries in Asian and Latin American
regions because the governance and social characteristics of these regions may vary.
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