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Abstract:  

Environmental, Social, and Governance (ESG) factors have become serious forces of change in 
corporate finance in recent years. An ESG factor used to be considered non-financial or peripheral, 
but now it leads in the process of making investment decisions, allocating capital, and managing 

risks. With seemingly increasing effect coming along with the rising climate concerns, social 
responsibilities, and the way governments exercise their authority, companies have to increasingly 

factor ESG concepts into their general financial policies. 

This thesis implements the example of how ESG performance influences the corporate finance, 
paying specific attention to how the specified phenomenon affects the cost of capital and the 
attractiveness of investment. Companies with good ESG performance usually enjoy lower capital 

costs, better financing capabilities and investor confidence whereas companies that perform poorly 
in ESG reporting face a reputational risk and fines. 

The given study is comparative in the sense that it examines ESG integration in three major regions, 

namely, Europe, America, and Asia. Europe is ahead of others to have presented an elevated ESG 
regulation, standardized disclosures, and enduring stakeholder involvement. The US, although 
traditionally a little more market-focused, is going through a transformation with the increasing 

requirement of both institutional and retail investors to receive more information about ESG 
standards. Instead, the situation in Asia is a somewhat disjointed, although slowly changing, 

environment of ESG, which is dependent on varying levels of regulatory maturity and socio-
economic focus. 

The research integrates the theoretical frameworks with practical data to find the effects of ESG 
ratings on credit risk bonds, valuation of equity, and financial decision-making. It also speaks about 

regional disparities in regulatory regimes, ESG disclosure practices and investment patterns. 

The thesis will therefore help shed light on understanding ESG as a strategic tool in contemporary 
finance, not just as something that is self-serving in terms of promoting sustainability in its 

developmental aspect, but also as a positive element that will enhance financing strengths and 
competitiveness in a globalized economy. 
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1 Introduction: 

1.1 ESG and its growing importance in corporate finance. 

The role of Environmental, Social, and Governance (ESG) factors in corporate finance has 
assumed the centrality of determining investment pathways, risk aversion, and value-enhancement 

in the long run. People are asking corporations to be more accountable and transparent in their ESG 
behaviours as the world increasingly faces global crises and issues like climate change, social 

inequality, and corporate governance scandals. 

The empirical studies point to the financial materially of ESG matters. The use of a meta-
analysis by Whelan et al. (2021) published over 1,000 studies released in 2015-2020 showed that 
about 58 per cent of studies focused on corporate functions indicated that there is a positive 

association of ESG performance with financial performance but only about 8 per cent identified a 
negative one. This implies that effective ESG can boost performance by alleviating risk 

management, developing Innovations, and improving relations with stakeholders. 

The implications of ESG on the financial economics of corporations are discussed in one of the 
reviews by Gillan et al. (2021) that discusses the encounter of ESG and Corporate Social 
Responsibility (CSR). The researchers emphasize that the incorporation of the ESG issues makes 

sense in the context of the stakeholder theory which supposes that businesses focusing on the 
interests of all stakeholders rather than the shareholders alone are capable of performing sustainably 

financially. 

Empirical tests also explain how ESG factors work very finely. As an example, Xie et al. 
(2021) conducted a study of the effect of the ESG factors on the profitability of corporations where 
the positive impact of the ESG factors was established, and it was revealed that the effect is stronger 

in larger companies. This implies that cost-saving and brand image optimization could be 
experienced under the efforts of ESG, which is especially possible in large organizations with more 

resources at their disposal. 

Nonetheless, the connection between the financial impact and the ESG performance is very 
difficult and circumstances specific. A study conducted by Chen et al. (2023) has shown that the 

relation between ESG performance and profitability is sometimes positive, and the islands 
sometimes negative, depending on the industry sector, geographic location, and the individual ESG 
factors on which emphasis is placed. Such heterogeneity highlights the fact that there is no single 

solution to ESG integration, and its approach should depend on the specifics of the company and 
the requirements of other stakeholders. 

Additional ones are region-specific studies. Identifying an example, a research studying 

New Zealand companies shows that there is a correlation between strong ESG practices, and 
improved financial performance in the concerned market. That is, the economic rewards of ESG 
integration can be affected by market forces, regulations, and even culture. 

Summing up, the increase in popularity of ESG in the corporate financial world can be 

explained by the fact that it is backed by a significant amount of scholarly work that suggested that 
proper ESG integration can bring positive financial results. However, this relationship is complex 



which depends on different internal and external factors. Corporations should, accordingly, ensure 

that they have a strategic and context-sensitive approach to ESG and make ESG initiatives 
consistent with particular contexts of operation and expectations of their stakeholders to be able to 

reach sustainable financial success. 

1.2 Challenges and Research Objectives 

The consideration of Environmental, Social, and Governance (ESG) aspects in corporate 

finance has become increasingly necessary where investors, as well as regulators and 

stakeholders, require companies to practice sustainable processes. Nonetheless, there are various 

obstacles to this integration among the finance practitioners and academics. ESG reporting is also 

underreported by the companies or, in some cases, also in a voluminous, dissimilar format, and 

therefore, it is difficult to access similar-quality information that is decision-useful. These data 

problems, accompanied by unclear valuation practices and changing regulations, only make this 

task more difficult and hinder evaluations of what ESG actually does to firm value and financing. 

We present the major research issues that have been identified in the literature and in the 

industry, and propose the objectives that will identify the issues. 

1.3 Measurement and Disclosure Challenges 

The presence of ESG rating icons is a representation of the marked variability of sustainability 

scores of companies across the different data providers. Some fundamental issues are measurement 

and disclosure. There is the inconsistency of Metrics: ESG metrics are inconsistent among firms 

(e.g. dozens of ways of reporting health & safety) so the metrics may not be capturing the same 

thing meaning no way to compare horizontally. ESG reporting is left mostly voluntary in most 

markets. Major challenges are set in place because as quoted by CFA Institute in regard to ESG 

information and metrics, they are inconsistently reported by companies, and they are only disclosed 

voluntarily. Mixed Ratings: Some of the top ESG rating agencies differ significantly: MIT Sloan 

concluded that the typical correlation of the top ESG scores is only ~0.54 (vs. 0.92 credit ratings), 

recycling big dilemmas of investors who find themselves with conflicting information about the 

scores of the same company. Quality and gaps in data: Businesses find it hard to obtain complete 

ESG information in a given jurisdiction, which makes them rely on approximations or lack of data. 

Lack of standard definitions allows the firms to claim to be more sustainable than they actually are 

without any defined responsibility. 

1.3.1 Key issues:  

Practically, there exist significant discrepancy and gaps in the reporting due to a universal 

reporting framework. Analysts have to regularly cope with inconsistent reporting, counting 

of risks twice and selective reporting. As an example, Harvard researchers show that in case 

of inconsistent units or methods (e.g. various rates of injury) it is not clear which company is 

safer because: “these metrics are not necessarily measuring the same thing”. This is 

disingenuous to trust: in one MIT research, it is cautioned that the ambiguity in ESG ratings 

makes it hard to generate both economic and social profit; they create acute issues to 

investors with certain interests in achieving both. 

1.4 Integration into Financial Models and Valuation 

We require a standard measure, Rigobon adds, pointing out that when investors are willing to 

make decisions based on the ESG they require a unified guide. In reality ESG factors are 

imperfectly incorporated in corporate valuation. A survey of finance practitioners reveals that fewer 

than two-thirds incorporate ESG in doing discounted cash flow (and fewer than 8 percent in 



multiples). A large number of valuators mention lack of a specific approach: they do not have 

instructions on how to adapt cash flows or discount interest rates to sustainability. To give an 

example, the experts indicate no agreement as to ESG reflection in capital costs or risk premium. 

Such lack of a standardized approach is a limiting factor in consistent analysis. 

1.4.1 Modelling issues: 

Firms and analysts have a problem in measuring the financial effect of ESG. The lack of 

data, as well as a doubtful payoff in the long term, make ESG frequently disregarded or 

appended in a heuristic way. According to practitioners, ESG is usually ad hoc added to cash 

flows, and impacts on terminal value or risk are “infrequently modelled”. Commentaries in 

the industry suggest that clear guidelines and long planning horizons should be developed in 

capturing ESG advantage. 

1.4.2 Standardization efforts: 

Regulators and standard setters are taking action to correct this. As an initial step towards a 

global baseline in sustainability reporting, the ISSB IFRS Foundation published IFRS S1 / 

S2 (June 2023). Their standards are purposed to enhance trust and confidence through the 

creation of an ESG risk and opportunity common language. For the first time, the global 

practice in reporting of companies will adopt a harmonized set of disclosure on climate risks 

as indicated by one of the IFRS statements. These unified frameworks are supposed to aid in 

inculcating ESG in the valuation models in the long run. 

1.5 Impact on Cost of Capital and Financial Performance 

Capital markets effects of ESG also exist. Both academic researches and industry observers 

indicate that sustainable companies tend to have lower cost of financing. Indicatively, according to 

MSCI inquiry, high-ESG-rating organizations possessed an average inferior cost of equity and debt 

compared to low-ESG contemporaries. The difference in cost of capital between the top and the 

bottom quintile of MSCI World index was ~0.4 percent over a 20152019 period. It means that when 

ESG performance is sustainable and good, it becomes possible to reduce the risk premium. 

1.5.1 ESG Ratings and Financial Risks: 

Uncertain ESG rating or controversy on the other hand, may increase the costs. Otherwise, 

when investors believe that there is greater governance or climatic risk (or even when they 

merely see low ESG ratings), the firm will have to contend with elevated required returns. 

According to some articles, disagreement in ESG rating is associated with an increase in 

equity cost, which bears out the cost of data ambiguity. In fact, the MIT Aggregate 

Confusion project arrives at the conclusion that the lack of clarity in ESG data pose an acute 

challenge to achieving financial and sustainability objectives. 

1.5.2 Long-term value: 

 This early indication is that ESG can stabilize the earnings of firms. According to the 

valuation survey, it has been observed many times that, sustainable companies tend to be 

more highly valued and they might be more stable in earnings and risks in the long term. 

The net effect proved to be controversial though; researches draw the so-called causation 

dilemma (is ESG leading to performance or are strong firms investing more into it?). The 

research to be done in the future will concentrate on quantifying the impacts of ESG 

initiatives on cash flows, the risk factors, and ultimately proving the discount rate. 



1.6 Investor Behaviour and Market Impact 

ESG integration influences the decision making of the investors as well. A study reveals that as 

the firms are increasingly transparent in ESG, investors tend to have increased confidence. An 

example empirical study dedicated to just disclosure transparency suggests that enhanced ESG 

reporting enhances investor trust and improves decision-making that, in turn, increases the value of 

a company. That is, by transparently revealing its sustainability activities, firms can attract 

additional capital investment by ESG-related investors. 

1.6.1 Investor response: 

The information released to the market about ESG by companies does not always have the 

same effect. Other studies indicate that the publication of ESG reporting containing a large 

set of data, i.e. 22-98 topics, by the corporate entities elevated trading activities and price 

variability by institutional and retail investors. On the other hand, trading activity and prices 

decrease when only companies which file puzzlingly partial ESG reports therefore. Investors 

get the hint that the reported information has no merit especially when disclosures are too 

ambiguous or sketchy. According to the literature, therefore, lack of enough information on 

the ESG data might not help the investors to determine the actual risk of a firm. 

1.6.2 Rating impact: 

 Researchers observe a lot of varieties whenever they examine Environmental, Social, and 

Governance (ESG) ratings. At least one study uses the term noisy and unreliable to describe 

these judgments and to an investor it is potentially disturbing. Due to that fact, some fund 

managers risk being conservative with it either by decreasing the exposure to stocks with 

poor ESG rating or gambling on those that perform better. 

 

Effects of such noise are reflected in real portfolios as well. In a recent report, it was 

revealed that approximately 92 percent of investment managers plan to incorporate ESG into 

their implementation, but they have radically different approaches to it. As an example, a 

company could target ESG-friendly companies to be the source of the risk premium, 

whereas another one will target an industry that performs well regarding the criteria of 

sustainability. 

 

Researchers thus present a number of questions: how do ESG indications redefine the 

composition of a portfolio? What do these imply on the risk measurement? Are they better 

shareholders in drivers? And, of course, the great big question is, do the ESG-centered funds 

edge, trail, or match other conventional benchmarks? It will require time and additional 

information before figuring that out, yet, the debate is ongoing on campus and on the front 

lines in the industry. 
 

1.7 Regulatory and Institutional Framework 

The integration of ESG is a phenomenon that is evolving rapidly, and the regulations are 

evolving along the same line. Regulators around the world are pressing for more disclosure: the EU 

has its Corporate Sustainability Reporting Directive (CSRD) and Sustainable Finance Disclosure 

Regulation (SFDR), which incorporate high standards of reporting and transparency, and the SEC, 

in the United States, is circulating proposals on climate and human-capital disclosure. A report in 

one industry is, in summary, “the rapidly changing regulatory environment in different jurisdictions 

complicates the situation.” Different rules in the EU, the UK and U.S., together with those in Asia, 



are what multinational companies would have to juggle with figuratively speaking--definitely a 

heavy load. 

1.7.1 Worldwide standards:  

The IFRS ISSB standards (IFRS S1/S2) are intended to cover fragmentation through making 

some common base to the disclosures of sustainability. In a like way, the International 

Sustainability Standards Board hopes that S1/S2 will embrace TCFD climate guidelines in 

full, thereby connecting financial and non-financial reporting. There is research that is able 

to evaluate the impacts of implementation of such frameworks on comparability and 

movements of capital. 

1.7.2 The Enforcement and risk: 

Regulators are also stepping up enforcement of what they call, greenwashing. They have 

also penalized companies (cash fines, preventing false claims of ESG) via agencies (e.g. 

SEC, EU authorities). These activities bring forward the risks in governance: not only can 

misreporting of ESG be a reputation killer, it can also raise legal and financing expenses. 

The next research should look into the effect of regulation on firm behaviour, such as 

whether more stringent disclosure regulations make firms modify either their investment or 

financing strategy (as evidence is already emerging in the case of emissions-intensive 

firms). 

 

 

1.8 Research Objectives and Future Directions 

To advance this area, we need to address the issues I discussed with concrete but quantifiable 

objectives: 

- Assist students in becoming organized in order to be able to meet their deadlines meeting and 

manage their time in a better way. 

Come up with tactics that Favor a healthy living that would allow them to have fun in college but at 

the same time, accomplish their work. 

Investigate technological means which can optimize study habits and reduce distractions. 

1.8.1 Normalise ESG Metrics: 

The analysts, professors and researchers must agitate in pursuit of a uniformity of ESG 

indicators, which are financially material. Practically, it would imply supporting such 

organizations as the IFRS or the ISSB and following newly created indicators concerning 

the environment or human capital. The variation of how these metrics influence valuations 

could even be compared in projects or even come up with one unified framework to reduce 

the disparity in rating results. 

1.8.2 Link ESG to Financial Performance: 

 When you break open the ESG performance nexus, all you are really trying to do is nail the 

causal impacts of ESG on profitability, cash flows, and capital costs but keeping everything 

else that might muddy the waters under control. The traditional approach is to establish a 

quasi-experimental design or hop aboard a natural experiment such as a sudden change in 



the rule that allows checking whether the ESG-implementing firms get lower costs of 

funding, or enjoy an increase in valuation, etc. 

1.8.3 ESG Risk Modelling:  

In running asset pricing or credit modelling, we should built in ESG-related factors, the 

climate, social, and governance because their influence can be observed in market action. A 

research strand in that direction is to develop ESG-graded discount or stress-testing 

strategies. Consider beta, the traditional risk measure of the market: it would be just as easy 

to replace it with an equivalent that measures so-called carbon exposure to or social risk. 

There is also the possibility to substitute ESG shocks into firm-value projections, after 

which running these models against historical crises to assess how well they perform. 

1.8.4 Valuation Methodologies: 

 When I come at my chair to analyse a company I always keep in mind to keep the idea of 

sustainability at the centre. Perhaps the greatest challenge is how to incorporate ESG metrics 

to the valuation frameworks that we have learned during our course in school. 

There are just a number of specific things that come to mind: • ESG-adjusted DCF 

templates: adjusting the straight-forward discount rate to reflect environmental or social 

consequences, or  Extension of multi-period growth models: Including ESG aspects into the 

standard calculations of income streams over time, or Machine-learning models that scan 

ESG factors: train sets of data so that the model becomes conditioned to providing higher 

ratings to firms that generate more value to people and the planet. 

The industry analysts themselves admit that we are yet to have a clearer understanding as to 

whether and how the cost of the equity or debt might be adjusted to reflect the ESG aspect, 

and that is a gap, in my view, that should be properly addressed through technological 

research. 

1.8.5 Investor Behaviour and Capital Flows: 

 That is what we have uncovered in our class on the reaction of various types of investors to 

ESG information.   

• Institutional investors: do they demand decreased returns of high ESG firms?   

• Retail investors: do they trade more (or less) during ESG events?   

• The market overall: what is the role of ESG disclosure quality (as opposed to ratings 

noise) in the stock liquidity, volatility and fund-flows?   

The bottom line here is that a good deal of research remains to be done in regard to ESG 

investing, and these queries have only been lightly explored. 

1.8.6 Policy Impact Analysis: 

 As it pertains to the effect of ESG regulations on corporate finance, the statistics speak 

loudly. This can be seen by tracking investments on big policy announcements say the 

CSRD emanating out of the EU, or the climate requirements that are being mandated in the 

U.S. Do stricter regulations just make businesses reconsider their capital budgeting or alter 

their capital structure? Studies that solve these questions lead to the current controversies 

regarding the actual cost-benefit of ESG regulation. 



1.8.7 Integrated Reporting Effects: 

 As the trend towards integrated financial/ESG reporting grows, we are questioning how 

publication of the two sets of data in tandem, could make valuation more accurate. In 

particular, does the relationship between ESG scores and the financial reports of a company 

improve the ability of the analyst to predict its earnings or risk? 

The question appeals to theory, empirical analysis and practice in the real world. In making 

the changes in the case of standardizing the metrics as well as framing the disclosure rules, 

researchers are preparing the ground to be guaranteed of sounder data. Through 

investigating the relationship between the financial performance and the response of 

investors, the scholars can explain the economic worth of ESG. And through perfecting risk 

modelling and also valuation strategies, the two will be able to price sustainability in 

corporate finance more efficiently. 

1.9 The significance of the study. 

As soon as you get into the world of corporate finance, there is one thing that keeps revolving 

around you, and that is the aspect of the integration of Environmental, social and governance (ESG) 

factors. Why is it important? There are three major ones, well.   

To begin with, financial performance is associated with ESG performance. Research indicates 

that firms with good scores on ESG dimension perform better than the ones that do not, particularly 

on a longer-term frame-say, five years or more. That would be logical: companies that look after 

people and earth tend to take care of investors as well.   

Second, an enterprise ESG performance is becoming a condition of the right of access to the 

capital market. Investors, lenders, and other sources of funds are growing pickier and requesting 

ESG practice information and performing red flag checks. You can visualize it as a contemporary 

gatekeeper strategy in that good ESG credentials are your ticket.   

Third, ESG integration has become a norm within most companies. The management teams 

and boards have realized the fact that the ESG indicators send powerful cues to the stakeholders, 

and neglecting the same may spell doom in terms of missed opportunities. This way, ESG has 

evolved to be no longer a nice-to-have but an essential in the process of strategic planning.   

Overall, ESG is entering into the mainstream of corporate finance and financial analysis. 

Failure to consider it can cause money being left on the table or worse still a reputation risk in the 

future. 

1.9.1 Enhancing Financial Performance: 

Empirical evidence indicates that there is a direct correlation between high ESG 
(environmental, social, and governance) activities and improved financial performance. A 

recent meta-analysis conducted by the NYU Stern School of Business and Rockefeller Asset 
Management collected over 1000 corporate-centered papers published in 2015-2020 and 
concluded that 58 percent of the total studies indicated positive correlation between the ESG 

practices and monetary performance, whereas only 8 percent indicated a negative one.  

1.9.2 Risk Identification and Assessment Frameworks 

Recently, it has become more evident that ESG (Environmental, Social, and Governance) 
problems are no longer the good-to-have issues but fundamental risks facing organizations. 



Companies have incorporated ESG thinking into those common risk management processes 

(COSO or ERM). Consider Swiss Re: it refers to ESG risks as the negative financial and 
non-financial consequences… caused by ESG factors and has implemented a specific ESG  

Risk Framework that combines broad umbrella policies with sector-specific policies so as to 
highlight possible exposures. In the case of companies conducting ESG risk assays, they 
homing in and further incorporating the results into their general risk management platforms 

on climate-related threats, which include both the physical categories (extreme weather) and 
transition (policy or market shifts). 

The pressure is maintained at this front as well by the international accounting standards. 

According to the IFRS (ISSB) plan of practice, businesses owe it to scan their value chains with 
risks of sustainability that may strike a blow on financial performance. Specifically, IFRS S1 tells a 

user to use the material ESG issues in SASB topics. Simultaneously with that, the Task Force on 
Climate-related Financial Disclosures (TCFD) recommendations, implemented through IFRS S2, 
encourage the analysis of climate scenarios and ESG risk-mapping in the format of governance, 

strategy, risk management, and metrics. Banking regulators have also chimed in: the EU EBA 
Guidelines on ESG Risks (to be applied come 2026) require the establishment of formal procedures 

to identify, measure, manage and monitor ESG risks (climate, social, governance) in the short-term, 
medium-term and long-term perspectives. 

In an effort to reduce the number of risks needed to consider, corporate entities are relying on 
the assistance of tools such as industry-specific materiality maps (SASB/IFRS metrics or GRI 

issues lists). Others even purchase quantitative ratings of MSCI or Sustainalytics. Practically, this is 
being done by most organizations through double-materiality assessment (also known as the EU 

approach), which is aimed at evaluating the impact of ESG issues on the business and vice versa. 
This could be attaching ESG questionnaires or ratings directly to credit models, conducting climate 
stress tests or translating supply-chain labour or environmental transgressions directly into risk 

registers. Overall, such frameworks will guarantee that ESG considerations are determined and 
evaluated methodically in the process of formulating financial decisions. 

1.10 Integrating ESG Risk into Financial Planning and Investment 

With the ESG risks having been identified, they are now incorporated into the same game 
plan as the other financial considerations: portfolio construction, capital allocation, or even day to 
day investing. Consider ESG integration when it comes to the building of one portfolio: the capital 

may be directed toward the high-ESG items or withdrawn of the low-ESG ones. The CFA Institute 
establishes that asset managers utilize three key strategies. There is the ESG-targeted investing the 
channel of cash transacted to those whom pass the scoring and to forego those who do not. There is 

the ESG tied financing where a company will issue improved terms of the loans to companies that 
achieve the ESG targets. Lastly, there is active engagement: investment teams meet with companies 

and press them into action by enhancing their ESG performance.  

Companies on the outer side of the balance sheet equally coordinate their budgets with ESG 
aspirations. Many organisations impose a domestic carbon tax on capital projects to allow them to 
determine which should be approved. Finance functions approach carbon, water, and social 

performance with the same rigor at which they approach revenue, e.g., by estimating Scope 3 
emissions in sourcing plans or introducing carbon costs into long-range plans.  

There are many tools as well. Sustainability-linked loans and bonds are those that have 

interest rates pegged on the achievement of certain ESG goals to encourage companies to reduce the 
number of climate or social risks. ESG dashboards and specific software packages combine 



sustainable information and financial forecasts. Bloomberg, MSCI, et cetera compute the carbon 

footprint or the social impact of a project and incorporate this information into DCF calculations 
and enterprise valuations. In addition to that, under various regulatory or temperature scenarios, 

climate scenario models conduct investment appraisals. In drawing up budgets, companies may 
impose strict limits or budget lines on carbon taxes, or use of water or spending on social welfare-
where they fix those curves into their projected future. All of this mapping has been done since day 

one: ESG consideration appear in assessing projects (as in, the green-light has to ensure that energy 
efficiency is at a minimum benchmark) and in how funds are formed (as in, carbon-intensive 

businesses are to be divested). 

1.11 Regulatory and Reporting Frameworks Influencing ESG Risk Management 

When you have ever read a corporate sustainability report, you will soon realize that companies 

now need to keep and post an extended selection of different metrics relating to ESG. The reason? 

An assortment of international laws and norms that ask them to do so. There are three dominating 

frameworks: 

• Sustainability Accounting Standards Board (SASB): this system divides sustainability 

reporting into questionable industry categories and includes such topics as human capital, 

climate change, and product sovereignty. 

• Global Reporting Initiative (GRI): GRI aims at assisting the companies to prepare 

sustainability reports, and it addresses seven main subjects: economic, social, governance, 

environmental, human rights, labour, and anti-corruption practices on the one hand and 

defines the disclosure procedures on the other hand. 

• Task Force on Climate-related Financial Disclosures (TCFD): established by the Financial 

Stability Board, TCFD is concerned with climate-related information that may affect 

financial decisions, and it identifies four topics of reporting: governance, strategy, risk 

management, and metrics. 

Campaigning them, these frameworks are urging businesses to benchmark and report on what is 

most important to ESG investors, so that societies can pull companies to account regarding their 

environmental, social and governance performance. 

1.11.1 IFRS S1/S2 (ISSB Sustainability Disclosure Standards, 2023): 

These global guidelines request the corporate entities to outline sustainability related risks 

and opportunities that may dictate their way of cash flows or capital costs. They are required 

to identify material ESG risks, as under IFRS S1, which you can think of the SASB industry 

metrics addressing environmental, social and governance matters. The detail is ramped 

further by IFRS S2 (Climate), which seeks detailed climate risk disclosures, which aligns 

with TCFD framework, and requires, scenario analysis, governance structures and 

standardized measures, such as Scope 1-3 GHG emissions. With the IOSCO support, the 

ISSB standards will practically become the de facto globally accepted minimum set of 

requirements on ESG reporting in financial terms. 

1.11.2 TCFD Recommendations:  

Although technically the Task Force on Climate-related Financial Disclosure (TCFD) is 

voluntary, it has now emerged as the de facto standard and is becoming increasingly a part 

of regulation. This framework revolves around four pillars namely governance, strategy, risk 

management, and metrics, which integrated assists in the transmission of clear 

communication regarding climate-related risks. The scenario analysis that it endorses 

enables businesses to know how dynamic changes in climate would affect strategic outputs 



in the long-term. Most importantly, IFRS S2 has come to incorporate the recommendations 

of the TCFD in full, i.e., the way to meet the requirements stated in the TCFD has now been 

adjusted to meet the requirements stated in IFRS S2. 

1.11.3 EU Taxonomy Regulations: 

The EU Taxonomy will allow various economic activities to be categorized as 

environmentally sustainable; therefore, investors will invest accordingly. It establishes 

technical standards on screening of any activity that has significant contributions to climate 

mitigation or climate adaptation and other BB objectives. Energized by the Taxonomy, or 

rulebook, companies and financiers alike have a well-lit science-based stick with which to 

assess greenness and guide investment in the path of the low-risk and sustainable approaches 

and the woods of the high-risk and unsustainable paths. 

1.11.4 EU Corporate Sustainability Reporting Directive (CSRD): 

Non-Financial Reporting has been a voluntary guideline employed by large companies over 

the years, but the CSRD, which will come into force in the year 2024-25 will turn it into a 

definitive activity many of the same companies shall have to engage in -plus a vast number 

of parent companies that are based outside of the EU but have operations in Europe. In the 

context of CSRD, companies have to disclose in detail the impact of ESG concerns on the 

financial health of the enterprise and the impact of its activities on the environment and 

community. Effectively, the definition of CSRD opens the door to ESG risk reporting as 

third parties are engaged to audit the sustainability data. To ensure uniformity of such 

reports, CSRD refers to extensive EU ESRS standards, which include climate indicators, 

corporate governance, and social elements. 

1.11.5 US SEC Climate Rule (2024): 

This spring the SEC jumped in and required every publicly traded enterprise in the United 

States to include the most material threats posed by climate change and the fundamental 

approach of the business in its regulatory filings, such as 10-K, 10-Q, etc., rather than 

simply upload the material somewhere on its corporate web site. It is like an American 

version of the Task Force on Climate-related Financial Disclosure (TCFD) 

recommendations. Effectively, the shareholders can now find the information which can 

allow them to evaluate climate risk in the numbers. The regulations go a step farther; they 

also oblige big public corporations to publish yearly collections of Scope 1 and 2 GHG 

gases- “big” any enterprise doing at least $250 million yearly income. To add to it all, 

companies that are publicly traded have to make the expenses associated with catastrophic 

weather and climate-mitigation initiatives in their financial disclosures. 

1.11.6 Banking/Finance Guidelines: 

Even the European Banking Authority (EBA) regulations in recent months have not been the 

only game in town as regulators elsewhere (UK PRA and the US Federal Reserve, among 

them) are increasingly demanding that financial institutions subject ESG risks to their stress-

tests. Take only two examples, the European Central Bank and the joint effort of the 

Committee of European Banking Supervisors and the Bank of England that has introduced 

its own climate stress tests. Most of these guides also demand the formal climate risk 

appetite statements and plans of transition. To add to that, a number of central banks (with 

the Network for Greening the Financial System (NGFS) taking the lead) are providing the 

climate scenario models to support a portfolio stress-testing exercise. 



There is a general view that all these frameworks raise the bar in the management of ESG 

risks. Here is a summary table in which I have listed what you may see popping up in 

common terms in most regulators guidance: 

 

 

 

 

Framework/Standard Scope Key Requirements 

 

IFRS S1 (ISSB) Global  

Investor 
focus 

Companies must identify and disclose material 
sustainability-related risks/opportunities (governance, 
strategy, risk management, metrics) affecting financial 

prospects. Uses industry-based (SASB-derived) topics. 

IFRS S2 (ISSB 

Climate) 

Global  

Investor 

focus 

Requires disclosure of climate-related 

risks/opportunities (aligned with TCFD): strategy, 
governance, risk mgmt. Must report GHG metrics 
(Scope 1–3), climate targets, and perform scenario 

analysis. 

TCFD 

Recommendations 
(voluntary) 

Global 
(climate risk) 

Best-practice guidelines for climate governance, 
strategy, risk management, and metrics. Encourages 

2°C-aligned scenario analysis. IFRS S2 largely 
incorporates TCFD (no extra disclosures needed) 

 

EU Taxonomy 
Regulation 

EU-wide Classification system: defines technical criteria for 
“environmentally sustainable” economic activities 

(aligned with a 2050 net-zero trajectory). Used by 
corporates and asset managers to label green 

investments and mitigate transition risk. 

EU CSRD (ESRS) EU (large 
companies) 

Mandatory sustainability reporting with double 
materiality. Companies must report how ESG factors 

affect their performance and their impacts on 
environment/society. Includes detailed disclosure 
standards (ESRS) on climate, biodiversity, social rights, 

governance, etc. 

US SEC Climate Rule 
(2024) 

US public 
companies 

Mandatory disclosure of material climate risks and 
opportunities in SEC filings. Includes descriptions of 

risk management, strategy impacts, and actual/potential 
financial effects; also requires Scope 1 & 2 emissions 
data and weather-related losses in financial statements 

EBA ESG Risk 

Guidelines 

EU banks & 

financials 

Banks must establish internal processes to identify, 

measure, manage and monitor ESG risks under CRD6. 
They must prepare resilience/transition plans for climate 

risks, consistent with regulatory transition objectives 

 



 

 

 

 

1.12 Examples of ESG Risk Mitigation Practices: 

When you want to see how companies are practically engaging with environmental social and 

governance risk (ESG), just travel through some of the most well reputed companies that belong to 

different industries. This is the way they take ESG challenges by their horns and with real-life 

examples. 

Food and drink take. To provide an example, Nestle established a specialized department to be 

in control of the modern slavery risks in its supply chains. After they determined the riskiest areas, 

the team conducted micro-audits in order to check the working conditions in those areas, and it also 

joined hands with suppliers to enhance monitoring and control systems. 

On the tech market, Microsoft opened its own AI for Earth project, committing AI tools to 

data-driven regional environmental initiatives. The program promotes both research and practical 

activities, sponsoring projects like mapping forests and reparation of coral reefs. 

Retail does not escape that. H&M also formed an online platform where it has mapped out the 

factories used by their suppliers, allowing the outside ledger a view of its supply web. Switching to 

100-percent recycled materials was also promised by the company in regard to packaging its 

products by 2025. 

Thus, whether you are taking a course in food science, software engineering, or fashion 

management, you can realize that it is not theory; it is taking practical steps, implementing 

innovative technologies, and broadcasting results. 

1.12.1 Automotive (Volvo Group): 

Volvo has made a commitment to science-based climate targets that concerns its products 

and operations. The company also plans to have a net-zero of greenhouse gases throughout 

the value chain by 2040 and fully electric vehicle sales comprising 35 percent by 2030. In 

order to address the transition risk, Volvo is implementing the electric vehicle and low-

carbon technology faster and retiring high-emission models, meaning that it will make sure 

that the capital investments are compatible with low-carbon future. The comparison of this 

strategy with the other elements of the automotive sector indicates that Volvo is out on the 

front line in regards to climate action. 

1.12.2 Technology (Microsoft): 

I study sustainability at the university now and the material I can never stop hearing at my 
lectures is how Microsoft will be carbon negative in 2030. To make it happen the company 

has enacted an internal carbon fee -this essentially is the carbon putting it out close to a tax- 
and is investing heavily on renewable energy sources and even on direct carbon removal. In 
particular, rather surprisingly, the Carbon Removal Program has the specific goal of trying 

to “signal demand” for high-quality carbon removal solutions, by investing funding in early-
stage projects. Purchasing carbon removal credentials and clean electricity will enable 



Microsoft to mitigate greenhouse gas risk to its data centres and supply chain as well as 

regulate the reputational risk of its green positions. 

 

 

1.12.3 Consumer Goods (Unilever): 

When you analyse what Unilever does, it does not take long to figure out that the company 

works hard on keeping its supply chain secure. Consider its Supplier Climate Programme: in 

this initiative, it aligns with the suppliers to reduce raw materials, ingredients and packaging 

emissions. The appeal to make deep Scope 3 emissions reductions by 2030 comprises a 

substantial part of the plan, and the company has deforestation-free sources policies on its 

main commodities. Concisely, Unilever can manage climate change-related risks in the 

agricultural sector and transition risks associated with changing consumer preferences as 

well as an overall reduction in its future exposure to carbon pricing. 

1.12.4 Retail/Fashion (H&M Group): 

I have seriously researched into the human-rights and labour record of H&M on the 

completion of my course in environmental studies, and I have been taken aback in an 

appreciative manner. The company strives its best to implement its own standards in all its 

global supply chain. Broaden out, this entails conducting large-scale human-rights risk-

assessments, which they refer to as seeking out what they term as salient issues, which think 

should be forced labour, wages, and worker safety. These ratings are adjacent to the Pledge 

of the company in regard of Sustainability that is embedded in all contractor agreements 

signed by H&M.  

The management structure of the brand is even more involved, integrating social standards 

into its corporate policy, by which all H&M employees would know the rules at the head 

office or at the factory level. Besides that, the firm organizes frequent supplier audits and 

training sessions to ensure that everyone is updated and on the path. The point, naturally, is 

to pre-empt the sort of expensive scandal that can befall other large-name brands, 

demonstrating that H&M is actually serious about these matters. 

1.12.5 Finance/Insurance (Swiss Re): 

The ESG Risk Framework of the Swiss Re affects the underwriting and investment 

decisions directly. By integrating ESG standards through the portfolio creation process, 

weighting credit approval as well as by means of its portfolio management the company 

seeks to limit significant exposure to risk as well as industries that could be contested. Top 

banks are going this way, too: today, a majority of them apply ESG scoring to their credit -

risk models and subject lending books to climate-stress tests which are aligned with what 

regulators want. 

Take a closer look at how a number of companies whose examples we have discussed incorporate 

environmental, social, and governance (ESG) metrics in all aspects of their business: 

When applying lab projects, scientists monitor the carbon footprint of every prototype and perform 

life-cycle analysis before proceeding to prototype. 

• Senior folks in the purchasing team require ESG provisions on all supply contract 

agreements, and they also demand sustainability updates by the vendors on a regular basis. 



• The finance department rewrites the annual finance plan with the ESG figures to each angle 

of the ESG plan weighted in dollars so that the profitability and sustainability are in 

equilibrium. 

The lending unit bases its credit applications on the performance of companies on the ESG 

benchmarks criteria, which become a major key filter in addition to the standard financial metrics. 

All this effort is useful to avert the risk of financial difficulties that these firms face when they are 

confronted with the issue of ESGs, demonstrate that they are committed to pursuing sustainability 

in their business affairs and accelerate the journey to a more sustainable business model in general. 

1.13 Financial Implications of Poor ESG Risk Management: 

Looking at what the literature is telling us and what the headlines on a daily basis tell us, it is 
quite clear that companies that disregard environmental, social and governance (ESG) risks find 
their wallets getting smaller. This is because in a study conducted by AIMA, the high level of 

exposure to ESG risks increases the cost of financing. In the case of a moderately leveraged 
corporation, the risk premium of the equity ESG can increase to over 1.3 % (132 bps) on average 

(more still in the case of a much-worse-rated company), and consequently, investors penalise 
valuations of ESG trailing companies. The same patterns are visible in the empirical research 
carried out by companies such as Clarity AI. They analysed 10,000+ ESG scandals involving 1,500 

firms and observed that the average decline in stock of around 2-5 percent in six months results 
after the occurrence of a severe scandal on ESG, and it is larger in firms with bad ESG 

performance. The takeaway? During serious controversies, a company can quite possibly lose its 
value on the market through the loss of revenue, bad press, and court fees.   

The case studies of the real world are catching. In 2015, Volkswagen lost shareholder value 
overnight as a result of the emissions-cheating scandal, which accrued more than 31.3 billion euros 

of fines and settlements. All major industries are experiencing the following pressures: increased 
insurance premiums, reduction in credit ratings, and losses of investors should the issue on ESG 

risks go on unchecked. And poor leadership or employment may lead to an expensive lawsuit or 
consumer boycotts a la product safety suits or human-rights lawsuits. In comparison, it has been 
noted that good ESG stewardship has resulted in reduced capital and an increased confidence by 

shareholders. In short: the ESG monitoring is devouring profitability, market value; cost of capital, 
and sensible ESG can ensure that a company retains Enterprise Value.   

1.14 Investor Confidence and Access to Capital 

And in case you never have sat through an ESG-centred lecture then you are aware that the 

ESG buzzword means Environmental, Social, and Governance. That is to say, it gauges how a 

company fares in terms of such aspects as its effects on the environment, how it treats its people and 

the society and its corporate governance. Recently, investors have been turning their attention to the 

fact that most companies with good ESG scores tend to emerge as less risky and more likely to 

grow in the long term. Ernst & Young also notes that such companies are considered in a better 

position to deal with uncertainty, increasing investor confidence, and possibly even earning them 

more favourable terms on the loans and finance. 

1.15 Regulatory Compliance and Competitive Advantage 

Since new regulations continue to prioritize sustainability, the companies that have already 
integrated ESG thinking into the central activity are generally more ready to comply with new 
regulations. By adhering to these combined ESG practices, they not only avoid any possible fines 



and preserve their images, they win themselves a decisive advantage on the market which only 

becomes more environmentally-conscious. 

 

1.16  Long-Term Value Creation 

Talking about corporate finance I cannot agree more that introducing the ESG factors as a part 

of it is completely natural as it aligns with the sustainable development goals and, what is the most 

important, it allows the firms to develop long-term value. When a firm takes environmental and 

social issues squarely in the face, it is not only raising the society but also remaining profitable in 

the long run. 

In order to deconstruct, the study of the ESG and its place in the subject of corporate finance is 

significant since it may raise finance parameters, decrease dangers, reinforce confidence of the 

investors, keep the company in good side of the rules and regulations, and develop the base on long-

standing value generation. The combination of these advantages leaves the reason that ESG aspects 

play a critical role in the formulation of sustainable and resilient business plans in a crystal-clear 

state.  



2 Literature Review: 
As a university graduate student, I have been observing the large hype in corporate finance 

currently, which is the Environmental, Social, and Governance (ESG) factors. Recently, ESG has 

gone directly onto the lecture slides and into practical cases, so I thought it is time to summarise the 

key academic insights as well as practitioner reviews. 

To start with, the question that has been the most fundamental to the ESG research is whether 

the integration of the environmental, social, and governance factors into the process of the financial 

decision-making indeed proves to be a bonus. People are trying it but the verdict remains out. The 

evidence still continues to mount. Pro-ESG pundits cite multiple meta-studies that indicate that a 

positive correlation exists between ESG scores and traditional financial statistics, i.e. profitability, 

return on assets, etc. Critics counter that endogeneity is a likely explanation of the otherwise 

positive correlation between ESG ratings and firm performance: firms with good performance gain 

higher ESG ratings as an epiphenomenon of their performance, but not the other way around. Of 

course, this discussion makes the discussion dynamic. 

One more burning issue in this market is the impact of ESG on the cost of capital. In this case 

once more the findings are inconclusive. There are models where the average cost of capital of 

companies with good ESG profiles is lower and there are others where it is the other way round. 

Explanations that I consider the best discuss ESG as a multidimensional concept: a combination of 

reputation factor, governance improvement, and market-specific signal, so it should not be 

surprising that the empirical evidence reflects that. The regional difference appears more evident: in 

Europe, as an example, the ESG factors can encourage investors to pay a higher share premium of 

equity when compared to the United States where it is higher. 

Lastly, I have also perused the methodology dilemmas that are associated with quantifying and 

pooling ESG statistics. It is also not secret that there is no single ESG taxonomy, so any data set is 

forced to balance a variety of rating systems, time increments, and weighting methodologies. This 

inconsistency would give cross country comparisons a messy character and this is where the red 

flag comes in warning to anyone intending to construct an ESG centric index or investment scheme. 

All in all there is some sense of the living experiment about the ESG landscape. The figures are 

getting better, norms are changing and practice in the industry is outpacing scholarly opinion. To 

students and practitioners that implies two points: remain suspicious and second, keep the debate 

going. 

2.1 ESG and Financial Performance 

To my money, the best thing to do is to invest on the recent researches on ESG and firm value. 

Consider Friede, Busch, and Bassen (2015): they conducted a meta-analysis with the samples 

provided by over 2,000 empirical studies. The takeaway? The papers mostly portray a positive 

association between the ESG score and the financial returns of a company. 

Khan, Serafeim, and Yoon (2016) come up with the same vibe. They focus on what they term 

as materially relevant ESG issues whereby, companies with the highest material ESG issues out -

perform their competitors in the market and in the financial returns in their accounting. 

 

 



2.2 ESG and Cost of Capital 

When individuals discuss why corporations should be concerned with ESG, one of the 

arguments that continue to be circulated among them is the reason grounded in the relationship 

between good ESG activity and lower cost of capital. Albuquerque et al. (2020) mention that 

highly-rated firms in terms of ESG are considered less risky and, thus, they have more favourable 

borrowing conditions and a less high equity risk premium. Giese et al. (2019) go on to further state 

that ESG has the potential to reduce downside risk and volatility, which ultimately causes the total 

risk-reward to improve in appearance. Concisely, the study provides the vivid argument that ESG 

may become strategically useful as companies are making choices that regulate their financing 

systems. 

2.3 ESG Ratings and Investment Decisions 

Investors who wish to determine the extent to which a firm is green are turning to ESG scores, 

which are announced by such companies as MSCI, Sustainalytics, and Refinitiv. The trick is that 

various rating agencies may rate the same company in an utterly d ifferent manner which creates a 

grave confusion. Berg, Koelbel and Rigobon (2020) demonstrate the mere degree to which these 

ratings end up matching each other and thus question the dimension of reliability and comparability. 

Nonetheless, and despite this messiness, there is evidence pointing to the fact that, when they screen 

companies, investors continue to rely on ESG ratings in order to direct portfolios and overall 

allocation of capital (Amel-Zadeh & Serafeim, 2018). 

2.4 Regional Perspectives 

In the last years, Environmental, Social, and Governance (ESG) criteria have disrupted the 

corporate finance mindset around the world, becoming a de facto business approach in any location. 

However, how ESG is manifested in the real world of financial combining and arrangement is quite 

different by region. Subsequently, in the discussion below, I disaggregate the effects of ESG on 

corporate financial decisions in Europe, the United States, and Asia, emphasizing their local 

regulations, investor behaviours, the effective reaction of corporations, and the new trends that 

make each of them unique. 

2.4.1 Europe 

In this case, the European Union has been able to advance sustainability-linked bond 

initiative and its upcoming Sustainable Finance Disclosure Regulation that have brought 

ESG issues to the centre of capital markets. On a broader level, the European Commission 

initiative by Action Plan Financing Sustainable Growth is a plan towards mapping out the 

targets and processes that should allow financing to be in line with sustainable development 

integration. All this regulatory push is bending ESG to the centre of monetary decision-

making. European investors, on their part, have been particularly fond of responsible 

investing since long, and recent capital-flows studies indicate that 75 percent of the 

European investment now considers the ESG metric. Companies, thus, rush to meet the 

outside demands: this year, seventy European companies issued ninety sustainable bonds, 

and most of EU-based bonds are now claimed to be sustainability-linked. 

 

 

 



2.4.2 United States 

The ESG story in the USA is less coherent on the other side of the pond. No matter the 

flurry of ESG-based resolutions that have been filed on American annual meetings, in 

particular, by BlackRock, State Street, and Vanguard, however, corporate financial decisions 

are still market-oriented to a large extent. The regulation is not deep and the integration of 

ESG rests mostly with the internal activities. American companies are taking this 

independence in a multiple way: General Motors issued a first bond with green covenants, 

JPMorgan Chase upsized an existing issue to add an ESG benchmark, and Visa issued the 

first sustainability-linked note. These developments indicate that ESG integration is evident 

and on an upsurge even in the United States, but it is not structured yet flexible like Europe 

has developed. 

2.4.3 Asia 

The situation in Asia is somewhat the same. Japan is quite at an early level, and regulators 

are considering the carbon disclosure requirements and compulsory ESG reporting indicated 

on the government agenda. The so called green finance industry is far more advanced in 

China: the country currently issues more green bonds than any other country, and has 

institutionalized a national ESG rating system. In other parts of the region, Singapore is 

introducing tax cuts to green-bond issuers, and South Korea is urging investors to take the 

ESG route through its new Responsible Investment Framework. The corporate reactions to 

the situation are also varied: an issue of sustainability-linked global bonds by China National 

Chemical Corporation, a joint venture between Mitsui and the French company Engie in 

energy-efficiency project and a Co-Investment Fund in Ag in Singapore suggest that the 

ESG Asia landscape is just dynamic as it can be. 

At the end, it should be noted that ESG standards are swiftly becoming an essential component 

of corporate strategy worldwide, although the manner of their localization in reality remains tied to 

national legislation, investor interests, and corporate culture. Europe is top down, rules driven while 

the United States is bottom up market and Asia is a mishmash of both, embracing remnants of each. 

Such contrasting trends demonstrate that the ESG wave in the financial world is developing in 

different ways across the regions, although it is gaining the force around the globe. Now, as 

students of business and finance, being aware of these regional trends and tendencies will assist us 

in making better readings to future developments as well as the contemporary ones. 

2.5 Challenges in ESG Integration 

ESG (environmental, social, governance) are no longer just a pleasant-to-have but right to the 

very centre of business strategy and investment intention. However doing ESG is not easy. Vast 

portions of non-financial information must be collected, analysed, and disclosed as companies seek 

to work the ESG ambitions into their strategy and navigate a quilt of regulations. Investors and asset 

managers, too, grapple with most of the same challenges: competing measure, mismatched ratings, 

questions of what actually matter. and putting up new reporting frameworks, at breakneck pace and 

failing to maintain their comparability or to make them enforceable with much effectiveness even as 

they are pushing them down the throats of regulators and standard setters. Even within one industry, 

the issues impacting one stakeholder differ vastly to that of another stakeholder and across regions 

such patterns vary drastically too. The below sections follow through the three key challenges by 

stakeholder and identify where regional and sectoral differences are most important. 

 

 



The problems of the company: 

• Gathering the evidence: The evidence creation process requires firms to gather just about 

anything they have in the organization in relation to supply chains, customer comments, and 

operational processes then clean and normalize the evidence. 

• Analysis: After it has been put in there, they must perform analytics on business intelligence 

apps to reveal trends, gaps and any kind of risks. 

Finally, they have to report the findings either as a narrative or as a table both of which meet 

internal and external benchmarks. 

• Alignment: A lot of this ESG investment and reporting must be within the core strategy of 

the firm and its daily activities, leave alone the hodge-podge of ESG regulation. 

The industry-specific play: • Consumer goods: Obtain supply-chain information, monitor raw 

material availability and trace its origin, and in many different regions and commodities. 

• Climate tech: Gathering field-level data on energy levels and waste data as well as emissions 

at geographically scattered locations are a challenge. 

• Fintech: Systematic risk modelling and third-party risk tracking require a fine-grained detail 

on cybersecurity, governance and business continuity. 

• Pharma: Use large streams of patient level data to understand social impact, monitor the 

diversity of clinical trials, and drug pricing and access. 

Regional issues: - Europe: There will be increased regulatory oversight in the context of the EU 

Sustainable Finance Framework and the forthcoming Corporate Sustainability Reporting Directive, 

which are based on comprehensive reporting of ESG information. 

• Asia: Revelation of regimes, in countries such as Japan, South Korea, Singapore, and India, 

is increasing but using different paces, and enforcement sometimes is uneven. 

• North America: The disclosure requirements are in their nascent stage, nevertheless, 

regulators like SEC have initiated providing guidelines on climate-related financial risk. 

• Latin America: Countries, where the requirements of environmental reporting exist, include 

Brazil and Chile, but the level of requirements is dissimilar, and enforcement is weak. 

Problems of the investor and asset manager 

• Measurements: Vendors and rating agencies have got their own systems and thus 

performance benchmarking is very difficult. 

• Ratings discrepancies Ratings do not often correspond across providers one-to-one and so 

comparability is undermined by ESG scores. 

• Materiality decisions: How to determine what to follow and how to weigh it in the face of 

activist pressure can be a continuing fine-tuning process. 

• Confidence in disclosure: Due to novelty of the frameworks, investors can hardly 

understand which metrics can be trusted or what signals are the most valuable. 

Sector specific challenges: • Tech peers: Dealing with technically-based data types, e.g. carbon 

intensity, water use and supplier-monitoring diversity. 

• Consumer: Measuring consumer-based indicators such as consumer surveys, consumer 

complaints, online opinion reviews. 



• Energy and utilities: Capacity utilization analysis, power generation mix analysis, carbon 

capture storage, and analysis of grid infrastructure resilience. 

• Health care: Detecting changes in insurance coverages, insurance premiums, drug prices and 

the prevalence of diseases. 

Regional issues:  

• Europe: The Non-Financials Disclosure Regulation (EU) has mandated companies to record 

their financial as well as non-financial risks yet harmonization and enforcement have been 

inconsistent. 

• Asia: Asia is where the systems in Japan, South Korea, Singapore and India have been 

expanding, but the standards have varied and enforcement only takes place occasionally. 

• North America: No consistent standards of disclosure, although practices regarding a 

disclosure of climate-related financial risks under the guidance of the SEC are emerging. 

• Latin America: Few disclosure regimes are available and Brazil and Chile are exceptions. 

Regulatory and standards setting issues 

• Harmonization: Frameworks spread, leading to requests of international agreement on 

fundamental metrics or even taxonomies. 

• Enforcement: Disparities among international jurisdictions in terms of rules cause problems 

of oversight, as well as subject the companies to contradctory demands. 

• Targeting: What variables include? What in ESG is worth highlighting more in reporting? 

• Speed: To yank the veil of opaque supply chains, regulators are introducing harsh schedules, 

which goes logistical. 

Specific Industry issues • Consumer Goods Supply Chains: The supply chain risks are everywhere 

and so the data deluge is especially severe. 

• Climate tech: The process of connecting data flows within various field sites is multifaceted, 

and all of the measures associated with energy consumption, emissions, waste, and 

efficiency levels will have to be correlated. 

Fintech: Third-party risk monitoring and cybersecurity require detailed information into the nature 

of data governance, business continuity, and supply-chain resilience. 

• Pharma: Drug pricing, access, and diversity in clinical trials are functions of patient-level 

monitoring. 

Regional risk:  

• Europe: Anticipate further disclosure requirements to be put in place by the upcoming 

Corporate Sustainability Reporting Directive of the EU in 2024. 

• Asia: The disclosure rules are progressing in Japan, South Korea, Singapore and India, with 

enforcement gaps. 

• North America: There are still no formal requirements, but the SEC interim guidance on 

climate related financial risks, indicates a gradual sea change. 

• Latin America: Brazil and Chile take a lead when it comes to regional frameworks but 

enforcement is very wide. 



2.5.1 Companies (Corporate Issuers): 

As someone on campus, data aggregation of ESG on company activities is not a walk in the 

park, leave alone supply chain activities. It may be limited, proprietary, or dodgy 
(particularly when the carbon footprints go green). Better yet, many companies have not yet 

established concrete embedded systems of checking on such metrics as energy consumption, 
water consumption, wastes produced, labour policies, among other factors. Reports even 
state that companies are scurrying through the issue of poor quality of ESG data since 

regulations are becoming strict. Configuring trusty data dashboards normally requires large 
technological outlays and external software. Technically, the companies are required to 

match their data with a daunting combination of systems and measures. Here we can discuss 
several standards, one of them is GRI, SASB/IFRS S1 S2, TCFD, EU ESRS that are very 
often mixed. The choice of indicators placed in a report and ensuring that they are calculated 

in the same format year after year is hard. Into this mess, so-called third-party solutions have 
taken off, providing companies with an option of outsourcing part of the complexity. 

Another layer is put on by regulatory pressure. One of the most notable is in the United 

States, where a climate disclosure rule by the SEC and nearly-ready climate reporting 
requirements of both public and non-public businesses portends a significant change. In the 
EU, the Corporate Sustainability Reporting Directive CSRD and its associated standards 

(ESRS) became standardized with more detailed requirements being introduced. Businesses 
are forced to manage various reporting schedules across jurisdictions and in many instances, 

have to construct the reporting machinery anew and hence why the CFOs are increasingly 
taking the lead in the charge to sustainable reporting to ensure compliance with regulations. 
Over and above that, companies have a conceptual problem on how to determine materiality 

and avoid greenwashing. The various stakeholders have different priorities: investors tend to 
focus on financially material items, whereas regulators, particularly in Europe, desire the 

wider range of societal someone sent me a whistle sitel impacts to be covered. Such 
perspectives are to be in line and there is a reputational risk of companies with green creds 
expanding: a number of U.S. companies already faced criticism owing to current securities 

regulations, which proves the relevance of cautious governance of ESG communications. 

On the whole, corporations fight with: 
• Data gathering and quality: The data on ESG is incomplete, particularly on Scope 3 

emissions, carbon footprint in the supply chain, and workforce. When data is of poor 
quality, firms tend to adopt manual/ costly external solutions. 
• Choice of metrics and metrics comparability There can be no universal metric in 

ESG. Businesses have to choose between GRI, SASB, TCFD, ISO and others, 
reconcile them, and keep parallel or missed items to a minimum as new standards 

(such as IFRS S2 climate disclosures) are deployed. 
• Reporting capacity: Smaller companies or newcomers in the ESG can have no 
necessary expertise or systems to release the reports, making it difficult to recruit, 

establish the governance (ESG committees, auditors), and develop viable processes. 
• Compliance: Legal and reporting resources are required to manage several and 

growing regulatory rules, SEC, CSRD, SFDR, etc. Multinational companies also 
require dynamic systems that will tackle varying rules in the United States, Europe, 
and Asia. 

• Strategic integration: Integrating ESG in the main strategy and not as a mere box to 
tick requires that culture should also change and ESG targets should become 

financial and operation plans- a radical departure in the case of siloed operations. 
 



2.6 Asset Owners and Institutional Investors: 

Institutional money, some of which is our pension funds, insurance companies and university 
endowments, tell us back on campus, that they simply can not obtain the trusted ESG data that they 

require in order to evaluate the investments they hold. They tend  to rely on public disclosures or on 
third-party ESG ratings, but they receive them as disparate marks. Since data is fragmented or 

sluggish, it is hard to form a comprehensive view of an ESG profile of a firm. When you have two 
ESG ratings, you feel the difference: the average correlation between two ESG ratings is merely 
0.54, compared to the 0.92 average you tend to get with credit ratings. That mis-match causes 

genuine aches to the head of a person attempting to rank companies. 

Investors per force have to modify their models when it comes to risk-return analysis with the 
use ESG data. There are teams who merely key in MSCI or Sustainalytics ratings on their screens 

and there are those who introduce customized scoring systems. The rub comes with the fact that 
every set-up weighs elements differently with even the same agency working on disparate items e.g. 
some ratings exclude supply-chain emissions or labour practices and some include them. As a result 

of such discrepancies, two managers are able to take the opposite conclusions regarding the same 
company. That compels companies either to resort to judgment or adjust bias control or to conduct 

their materiality analysis, which burdens additional preparations and costs. 

Another confounding variable is regulation. In Europe, stipulations such as the Sustainable 
Finance Disclosure Regulation was enforced and requires ESG reporting to be stringent and funds 
classified according to the level of sustainability. Investors, too, must do so by comply with 

frameworks including TCFD in the UK or EU, or SEC regime in the United States. The guidelines 
are yet to be drafted and therefore managers are faced with constantly changing deadlines and 

uncertainties. And not taking into account ESG aspects can raise a debate on fiduciary duty in most 
jurisdictions- in which case the integration of ESG is practically obligatory. 

On a larger perspective, one has the problem of what is really material and what is not. 

Investors have to distinguish between the issue of economic risks and the issue of social or 
environmental effects. The concept of the double materiality associated with the consideration of 
impacts on society and the environment as well as financial is gaining momentum in Europe, but 

most companies remain focused on financial materiality. Among those perceptions it is messy. And 
no investment product is immune to the perennial threat of greenwashing with investors eagerly 

seeking confirmation of their stated credentials amid public calls demanding due diligence. 

 
In conclusion it can be said that institutional investors have a series of obstacles: 
Bad consistency of data 

• Rating divergence 
• Regulatory uncertainties both inter-regional and inter-sectorial 

• Complexity of fiduciary work  
• Fiduciary complexity 
• Intent and materiality mix up 

• Greenwashing phobia 
 

Such burdens increase the intellectual and financial demands of the work and hence 
integrated ESG is costly and necessary to large-scale investors. 
 

 
 



2.7 Asset Managers (Investment Funds and Advisors): 

The roles in asset management took place at the design and sale of investment products, 

meaning that managers have a Good and Bad aspect in multiple areas of complexities of the 

companies operating the funds as well as those investing in it. They are compelled to extract ESG 

data daily to construct portfolios and they are then required to report about the performance of such 

portfolios. Meanwhile, investors continue to demand more sustainable solutions and new 

regulations such as the EU SFDR or the U.S. SEC proposed naming requirements make even 

sharper the definitions of funds that are to be counted as ESG or sustainable funds. What this 

implies is that managers must ensure that all holdings pass some specific standards and reveal their 

methodology of doing it. It applies, in particular, to investing: an investment team might have to 

monitor thousands of investments to demonstrate a portfolio under EU taxonomy thresholds simply 

to demonstrate a green fund is green. 

This is topped with technical difficulties. It can be hard to build a portfolio that would be good 

both financially and environmentally. As an example, it is possible that the firms with good ESG 

scores may belong to a limited number of sectors. To counter that, real money managers tend to 

build in-house scoring engines or contract with data vendors, and then attempt to integrate those 

scores into normal portfolio analytics. And on top of that, the ESG integration frequently requires 

the managers to go out and speak with the companies directly themselves, a kind of active 

stewardship- which requires capable personnel and a sound policy of engagement. 

Added complexity is brought about by regulation. In Europe, the SFDR divides funds into two 

camps Article 8, the so-called light green category which continues to invest in fossil fuel, and 

Article 9 group turning to dark green and not investing in fossil fuel. Both sides are required to 

make extra pre-contractual and regulatory declarations. A lot of companies are difficult with the 

extent of reporting needed to be covered in Article 9 as per multiple studies, since bad or absent 

data may complicate the process of classifying a fund correctly. Since these are not the rules of a 

single worldwide rule book, managers have to balance moving domestic rules whenever they are 

extending funds in various markets. Marketing claims are also being clamped on: in case the 

regulator notices a manager making exaggerated claims about his fund being more green than it is, 

the company may end up with a fine or even incriminated in the press. 

In theory, the asset managers need to make peace between their supposed responsibility to 

generate money to the investors, and their so-called commitment towards responsible actions. It is 

mandatory that each of the funds outlines what the concept of ESG integration itself entails, as in 

many cases, the values of the investors ought to be balanced with practical investment 

considerations. That entails exploring deeper which ESG factors are the most significant ones, as 

well as determining how to accurately quantify impact beyond mere scores. 

Practically, these are the top five of the greatest problems that asset managers should deal with: 

1. Fund classification and labels: Reading and addressing the requirements of ESG labelling 

(EU SFDR, UK labels, and other regional constructs) in volatile principles. 

2. Portfolio coverage: Ensuring portfolio ESG data coverage of all the portfolios holdings, 

including small caps and issuers in EM that may not have complete coverage. 

3. Client reporting: Creating ESG performance and alignment reports available to clients 

that require effective data systems. 



4. Greenwashing risk: Ensuring compliance and audit trail to make sure that ESG funds 

really pursue what they are claimed to be doing and not accused of greenwashing. 

5. Internal alignment: educating analysts and portfolio managers on how to incorporate ESG 

considerations into asset management decisions and this may involve novel processes and risk 

models. 

2.8 Regulators and Policymakers: 

The chatter about ESG has even made it to campus lounge talks, group assignments and exams. 
The idea to make the ESG reporting consistent, but at the same time allow markets to change is 
what regulators are attempting to decipher everywhere. The greatest pain is standard harmonization. 
In the absence of a global strategy, the companies and investors are left to contend with the rules 

that are like a patch work. Consider European companies the example: under the CSRD/ ESRS, 
they must take into consideration the problem of so-called double (non-financial + financial) 

materiality, but in case they have listed in markets that refer to the IFRS standards, they only 
require single (financial) materiality. Two parallel systems cost a lot of time and money. The 
element of ESG basics remains to be written in developing and some developed countries, and thus 

not all countries will take an equal shot at implementation. 

In addition to the logistics, regulators should pin down the proper metrics and types. The most 
obvious example is the EU drive to a Taxonomy of “sustainable activities” it specifies precise 

technical thresholds to determine whether an activity is low-carbon, e.g. Another obstacle is 
ensuring that the trustworthiness of those numbers. Other regulators desire digital reporting forms 
or even assurance standards in order to enable the market players to confirm what is reported by 

companies. 

Regulations governing the timing and process of submitting company ESG statements are 
equally huge. The SEC in the United States adopted a climate disclosure rule in 2022 with earlier 

compliance dates to larger companies and with smaller companies receiving more time. The agency 
also considers having standards on ESG funds, yet the progress is at times slowed down by legal 

snags and this therefore is not a clear prospect. In the meantime, the EU CSRD will encompass a 
massive area of both those companies that are situated in the private sector and those that are 
represented by the state and will be obliged to post sustainability publications. Both regions require 

the regulators to define the mechanisms of enforcement and punishment of any greenwashing or 
non-compliance. The situation is more varied in Asia: the Financial Services Agency and the Tokyo 

Stock Exchange in Japan have issued stewardship and corporate governance codes that promote 
disclosure and these are generally enforced rather weakly. The regulators in China have already 
regulated the aspect of environmental reporting among listed firms though, they have not addressed 

all the transparency loopholes. 

In theory, the balance takes place between regulators requiring sufficient transparency to 
safeguard investors and imposing excessive burden to firms. Since the science of ESG (and in 

particular, the science of climate) is rapidly developing, it is impossible to regulate it, and even such 
seemingly basic terms as sustainable investment, net-zero aligned and so on continue to cause 
controversial conversations. That influences factors such as auditing standards and the fundament of 

stress tests such as climate scenario analysis. 

Some of the key issues regulators experience are the following ones: 



1. Changing guidelines: staying up to date and aligned with IFRS, ISSB, TCFD, EU ESRS, 

SASB, and other sets of guidelines. 

2. Reporting requirements: implementing mandatory reporting regulations like CSRD and 
U.S. climate risk reporting requirements and providing well-defined material disclosure 

requirements. 

3. Enforcement and assurance: developing the capacity to audit and enforce on the reporting 
of ESG, because even the current assurance methods are not as advanced as those of the financial 

statements. 

4. Resource limits: several regulators and exchanges have inadequate personnel and skills, 
and it becomes more arduous to control now that the data volumes are soaring. 

5. Conceptual clarity: the systematization of terms such as sustainable investment, net-zero 

aligned, as well as attacking the issue of approaching double versus single materiality in a manner 
that is acceptable to all stakeholders. 

2.9 Industry Sectors: 

In each of the various industries in which we learn at university, the challenges that surround 

the application of ESG in the daily running of business are diverse in a sense that is reflective of 

their main undertaking. Consider energy and utilities companies, or natural resources: they are 

always on the hot seat when it comes to their environmental performances (carbon, pollution, 

resource extraction), they are expected to provide cold, hard data about their emissions and spill 

levels. To collect that physical data is technically challenging and even tedious. 

Manufacturers and consumer products companies get into another potpourri of headaches with 

centring on supply-chain management and labour standards in distant supplier networks. They must 

not only monitor emissions, but also the situation of working conditions beside each and every step 

of the supply chain. 

Banks and insurers, financial institutions, must incorporate ESG into the risk model, namely, 

credit risk associated with carbon-intensive clients, and they are subject to harsh disclosure 

standards involving stress tests related to climate. 

Social and governance concerns (data privacy, content governance, ethical usages of AI) are 

also the focus of technology and media companies, each requiring metric frameworks of their own. 

Each of the sectors adheres to the standards adopted by frameworks like SASB/ISSB and GRI 

and each industry has industry-specific standards. However, whenever new rules emerge (such as 

the EU sector-specific taxonomy criteria), there may be difficulties to harmonise re such 

frameworks with the new rules. 

Generally the industries with the worst environmental load (oil, chemicals, mining, agriculture) 

have the most onerous data requirements and those whose value chain is both long and dispersed 

(retail and apparel are examples) have difficulty in collecting upstream data. 

 

 



2.10 Regional and Market Differences: 

Where you may be standing regarding Environmental, Social, and Governance (ESG) 
integration is dependent on a lot. Everything, including the legal and market framework, cultural 
mind-sets, and the interests of the stakeholders that are ultimately aimed at driving ESG strategy is 

determined by the regional context.   

Consider Europe: its regulatory framework is strict and pan-European, thus adherence has 
automatically emerged as one of the leading topics, particularly when it gets to reporting on climate. 

The situation is different in the United States: ESG development in the country is more often driven 
by the demands of shareholders rather than by regulators. In the meantime, the Asian situation is 
much more diverse; there is a range of fast-growing economies and changing governance standards 

all over the continent, so the level of ESG awareness is also increasing, yet the business is 
performed differently in different countries.   

Bottom line? The regional ESG discourse is important because it determines the way 

companies prefer to present their plans and the way markets respond to them. When we take a 
closer look at these stories of regions, we get an understanding of what actually happens to the 

principles of ESG in real life. 

2.10.1 United States: 

The disclosure on sustainability has been market-driven to a large extent on paper. This was 

altered last year when the SEC unveiled its climate and ESG fund rules, which indicate more 

stringent reporting standards. However, such regulations are already facing political and 

even legal opposition and American companies are struggling to balance the newest SEC 

requirements, voluntary standards (such as TCFD, CDP, etc.), and the constantly increasing 

pressure of investors. Throw in an increase in scrutiny due to special interest groups; and 

U.S. firms have never been more under a microscope as far as ESG goes. As with the EU, 

however, the lack of unified provision of a dual materiality requirement does not exist, a 

characteristic that makes preparation easier but may create gaps such as the inadequate 

consideration of social effects. 

2.10.2 Europe: 

The EU is currently taking the forefront in terms of mandatory regulations on ESG. Starting 

in 2024 and 2025, all companies and most of the private will be subject to the new CSRD 

(including ESRS requirements), whereas financial firms will be subject to SFDR. The global 

orientation to double materiality implies that the organizations operating in Europe will need 

to take financial risks but also to report on environmental and social repercussions of their 

activity. To cap it all, EU Taxonomy compels corporations to disaggregate the amount of 

business that is considered sustainable. In principle these broad based rules should make 

comparisons between companies simpler, however in practice companies and investors are 

becoming overwhelmed with data. On the brighter side, the EU regulators are introducing 

the centralized data system such as European Single Electronic Format to streamline the 

entire reporting process. 

 

 

 



2.10.3 Asia: 

It does not take far when considering ESG disclosures in the Asian environs to understand 

that there is no cookbook. In other areas, government requirements are more aggressive on 

mandatory reporting, and in others firms are left to voluntarily enter the reporting arena. 

Japan and South Korea both have government-sponsored ESG codes, and these countries 

require large companies to report so-called climate metrics, frequently aligned with the Task 

Force on Climate-related Financial Disclosures (TCFD). The Chinese regulations are not so 

strict: listed companies must reveal environmental data but are largely free to choose 

whether they share social information. 

India is a stark contrast. It requests that the top 1,000 listed companies provide Sustainability 

Reports via its Business Responsibility and Sustainability Reporting framework (BRSR) 

scheme, i.e. the climate- and social-related indicators should be made available. The 

Southeast Asian nations- Singapore, Malaysia and Thailand- have introduced green finance 

road maps and guidelines which frequently resemble TCFD or GRI best practices. However, 

regional compliance is rather voluntary or of complying or explaining. 

Concisely, Asian markets have achieved sound results in terms of disclosures 

(environmental first and foremost, pollution and carbon), whereas social and governance 

disclosures are treated with mixed interest. Local regulations determine the reporting of ESG 

data by firms because cross-border standards are not universal. Take the case of a U.S. 

investor in one of the factories in Asia- he has to reconcile the statements of the local 

company with what he expects to see. A European Union fund man who is operating out of 

Asia will be forced to generate knowledge of the local area which does not allow disclosure. 

Such dissimilarities are decisive: ESG integration is not a one-size-fits-all. The multinationals and 

investors have to customize their measures to given case scenario in the market . 

 

 Companies Investors Asset Managers Regulators/Policymakers 

Data & 
Information 
(Practical) 

Collecting reliable ESG 
data across 
operations/supply 
chains; incomplete or 
costly data; vendor 
reliance. 

Inconsistent and 
missing ESG 
disclosures from 
firms; reliance on 
third-party data; 
lack of common 
data standards. 

Ensuring ESG data coverage 
for all fund holdings; linking 
portfolio data with ESG 
metrics. 

Poor data comparability 
across markets; building 
data infrastructure (e.g. 
taxonomies, digital 
reporting). 

Metrics & 
Standards 
(Technical) 

Choosing among 
multiple frameworks 
(GRI/SASB/TCFD/etc); 
establishing KPIs and 
internal controls; 
keeping pace with new 
metrics. 

Divergent ESG 
ratings and 
methodologies 
(ratings 
correlation ≈0.54 
defining material 
factors; lack of 
consensus 
metrics. 

Harmonizing ESG scoring for 
funds; integrating ESG into 
investment models; 
customizing metrics to client 
mandates. 

Developing consistent 
standards (e.g. IFRS 
S1/S2, EU ESRS) and 
sector guidelines; 
updating taxonomies and 
taxonomy criteria. 



 

Even a cursory glance of the ESG discourse indicates that no single player, be it a company, 
an investor, an asset manager or a regulator can do it all alone. Rather, all of them balance 
various urgent issues.   

First consider corporations. They are not only supposed to modernize their data 

infrastructure but they are also expected to comply with disclosure requirements which are 
new or probably about changes in material environmental, social and governance risks as 

investors question them on such risks.   

On their part, investors are forced to endure an information overload and to make the 
appropriate decisions on what metrics to exercise. Then there is scoring or benchmarking 
companies and determining whether one company is being serious with ESG assertions.   

Asset managers are stuck between the demands of the client, data accessibility and changing 

labelling regulations.   

Regulators are attempting to develop logical frameworks, which must anticipate changing 
science and politics.   

Regardless of the fact that generalized taxonomies and international reporting standards are 

built to ease such seams, actual ESG incorporation will continue being a team game until 

 Companies Investors Asset Managers Regulators/Policymakers 

Regulatory 
& 
Compliance 

Navigating evolving rules 
(SEC climate, EU CSRD, 
local mandates) across 
jurisdictions; aligning 
disclosures with financial 
reporting  

  

Adapting to 
disclosure 
obligations (SFDR, 
SEC, etc.); 
monitoring 
changes in 
sustainable 
finance rules; 
fiduciary law 
implications 

Complying with fund 
labelling/disclosure regimes 
(SFDR, SEC fund rules); 
avoiding non-compliance 
penalties; cross-border rule 
conflicts. 

Crafting and enforcing 
ESG rules (reporting 
requirements, 
assurance); coordinating 
internationally; allocating 
enforcement resources. 

 

Conceptual 
& 
Governance 
(Conceptual) 

Defining ESG materiality 
internally (financial vs 
impact focus); 
integrating ESG into 
strategy/valuation; 
preventing 
greenwashing in 
reporting. 

Assessing ESG 
“real” impact vs. 
labels; balancing 
financial returns 
with 
sustainability 
goals; fiduciary 
debates. 

Aligning product offerings to 
genuine ESG objectives; 
setting 
stewardship/engagement 
policies; managing 
greenwashing risk. 

Clarifying concepts 
(materiality, 
“sustainability”, net-zero 
targets); balancing 
transparency with 
economic impact; 
penalizing greenwashing. 



universal reporting across the globe is synchronised. Meanwhile, these stakeholders are 

obliged to keep moving among all these moving pieces. 

  



3 Theoretical Framework Linking ESG and Corporate Finance 

Environmental, Social, and Governance (ESG) standards have become an accepted part of 
executive strategy and corporate financial planning. Companies can solve this issue by integrating 
ESG into their financial judgments to satisfy the needs of their stakeholders and align their policies 

to the larger social and environmental norms. Nevertheless, implementing the ESG practices has its 
costs, and trade-offs, including the diversion of resources to the long-term objectives of 

sustainability. In order to appreciate why ESG influences corporate finance performance, I will use 
some of its most important theories: resource-based view (RBV), agency theory, legitimacy theory, 
institutional theory, and stakeholder theory. I next take a look at more recent empirical research on 

performance, the cost of capital, investment, and valuation, noting the disparities between 
industries, geographies and the type of firm. Lastly, I present the suggested hypotheses according to 

existing body of knowledge that may be tested in future research. 

3.1  Theoretical Foundations: 

When you finally jump into the rocks of contemporary finance or management classes, the 

catchphrase that keeps ringing in your ear is the Environmental, Social, and Governance (ESG) 

abbreviation, pointing to a more extensive conversation that fuses the green old green with the 

traditional profitability. Essentially, with the peeling off, ESG has roots in a number of reputable 

areas in economics, finance, management, and ethics. The critical thing in understanding why ESG 

has moved to the center of corporate strategy and an investment is getting these basic concepts 

nailed down. 

3.1.1 Stakeholder Theory:  

The main idea of the Stakeholder Theory is that any company exists and acts 

in the interests of multiple groups of people, including customers, employees, 

communities and investors, so the ESG performance becomes an essential factor of 

making all sides happy. When a company demonstrates that it actually cares about 

these stakeholders, whether with some kind of environmental stewardship or with 

social outreach, it enhances its brand image, improves its activism in operations, and 

promotes an improvement in service. Financially, converting such stakeholders can 

tend to enlarge naturally the support network of a company and reduce the amount of 

conflicts which can have the further consequence of increasing revenues and risk 

reduction. 

3.1.2 Resource-Based View (RBV): 

Resource-Based View (RBV) claims that the competitive advantage of firms 

is to be found in the peculiar and difficult to imitate resources and competencies. 

Sustainable technologies, quality governance system, and workforce dedicated to 

pursuing an ESG objectives are all examples, and resources that are valuable, 

difficult to imitate, and rare. The latest works advance RBV one step further 

introducing an additional aspect of sustainability: Bhandari et al. (2022) argue that 

previous RBV theories lack an understanding of how companies embed the 

environmental and social aspects into their fundamental performance. Green 

manufacturing process unique to a company, such as a strong stakeholder 

relationship that was established due to the efforts of ESG can increase profits in the 

long run. Conversely, RBV also suggests that the firms which put too much 

resources in ESG and reach the level when the returns exceed the expenses risks can 

face decreasing returns, creating an inverted-U effect. 



3.1.3 Agency Theory:  

Imagine it like this, the agency theory examines the pull between the owners 

(the principals) and the managers (the agents). Information asymmetry reduces and 

the cost of monitoring the agents also becomes low as long as the company is 

founded on good governance and openness/transparency. Good ESG practices 

indicate that the objectives of the managers in the long term are in line with the 

wishes of the shareholders. Strong ESG prone firms, in turn, do not only enjoy a 

reduced overall agency cost and firm risk, but also successfully achieve “regulation 

of shareholder interest, risks mitigation, enhanced transparency and reputation” 

respectively. 

On the other side, the theory of agency tells us that managers may invest in the ESG 

just to fulfill personal needs (empire-building), instead of pursuing shareholder value 

alone, a factor that would derail the short-term profits as well. That danger is 

reflected in studies: researchers report that firms with good ESG scores are 

associated with lower estimations of risk and higher returns, precisely what we 

would anticipate in the event that the agency issue is being relaxed. 

3.1.4 Legitimacy Theory:  

When we cover the legitimacy theory in the classroom, we are taught that 

companies must comply with the regulations of the society in case they aspire to 

retain their “social license to operate”. That is, they must demonstrate that they are in 

the right place, so the reporting and ESG measures they take are a means to justify 

their action in order to reflect what is 'right' and expected by the actors external to the 

corporate entity. Firms promote that they are equally concerned with the values of 

society by displaying actual sustainability behaviour and working to improve their 

ESG performance. The studies are categorical, that real ESG work, not mere 

greenwashing, creates credibility and reputation. As an example, when firms disclose 

their ESG performance, it is possible to increase the trust of stakeholders and 

enhance the reputation of the firm, which more likely results in positive financial 

performance. On the other side of the script, false ESG tales that fail to show the 

mark of legitimacy can do valuation damage. In conclusion, the theory of legitimacy 

gives us insight into the fact that ESG investment grows when society demands 

accountability to act responsibly and being good within the rules is rewarded in the 

long term with its support, but greenwashing destroys reputation. 

3.1.5 Institutional Theory:  

When we are taught about management in my lectures, we have been 

revisiting the work of the institutional theory, namely, the organization is guided by 

its external pressures regulatory, normative, and mimetic forces that all work to 

influence the behavior of the firms. Laws and regulations (e.g.), normative pressures 

(industry standards, professional norms) and mimetic pressures (looking toward 

peers) are all coercive pressures that firms felt to ESG practices. That is, institutions 

encourage things to change to suit their instituted norms or organizations will have to 

be punished. According to empirical research, regulators and industry pioneers 

attract more firms to embrace ESG when they point out sustainability. As an 

example, Ding and Wang (2023) determine that listed companies that are more 

strongly regulated or peer-pressured have more ESG-fulfillment. Bhandari et al. 

(2022) mention in turn that the increasing convergence of measures by peers due to 



inclusion of ESG also causes other companies to comply with the industry trends in 

strategy (the effect of imitative pressure). The institutional theory is thus 

conjecturing that the ESG adoption variance (and related finance effects) will rely on 

the institutional setting: companies sitting in more advanced regulatory settings (or 

operating in industries where the norms regarding sustainability are paramount) 

would be expected to perform more significantly in terms of ESG and related 

financial outcomes. 

All the theoretical lenses present a disparity: the stakeholder and legitimacy theories 

represent ESG through the perspective of addressing the outside requests, resource-based 

view (RBV) through the lens of internal resource capabilities, and agency/ inst itutional ideas 

connect ESG to governance and environment. Combined, they mean ESG may have several 

ways of contributing to financial results. 

3.2 ESG and Corporate Finance Outcomes 

Today, when we are speaking about business strategy, we are speaking about environmental, 

social, and governance (ESG) factors and not only about ethics. That is why it is not only the right 

thing to integrate ESG into corporate finance, but also the correct thing to do because it can even 

enhance financial performance and guide corporate decision making. The succeeding discussion 

takes the readers through the practical impacts of ESG integration, pointing out the impacts of the 

sustainability-linked efforts upon capital allocation, risk management among other key finance 

operations. With competition intensifying and stakeholder demands and regulatory movements 

growing, understanding the financial impacts of ESG is pivotal to not only keep licensed but also 

creating sustainability value. 

3.2.1 Firm Performance: 

This issue keeps appearing in my business courses with all these studies indicating that there 

is a correlation between the environmental, social and governance (ESG) activities of a 

company and its bottom line. A meta-review that draws over 2,000 studies to a common 

ground declares that 90 percent of the empirical evidence is not negative, most of it supports 

the notion that ESG and corporate performance favor each other. The case of high ESG 

scores and improved profits and growth is recurrent. Consider, by way of example, Kim and 

Li (2021): the former conclude that ESG has been found to Maximize corporate profitability 

in general and the profitability of large companies in particular. The idea of this theory is 

simple: ESG can enhance operational efficiency, drive innovation and help create 

intangibles such as brand goodwill or long-term customer loyalty. Financially, a greater 

ESG rating is associated with a higher valuation in the market, a higher Tobin Q or market-

to-book ratio, as investors find added value in a sustainable competitive advantage they can 

afford to compensate. 

The opposite also shows its face well. Such low ESGs may involve firms that are snarled in 

fines, boycotts or even write-downs which puts a burden on profits. It is one of the main 

aspects on the notorious so-called trade-off debate: are managers supposed to care about 

financial performance or about ESG metrics? All the numbers tell them that they are not 

obliged to make a choice. 

There is ample research which looks at the relationship between ESG and profitability, 

growth, and value. According to a meta-review of over 2,000 studies, 90 percent of 

empirical findings noted that the prevalence of positive statistical findings was high and 

positive association between ESG and performance was the most reported. Good ESG 



ratings are associated with increased profits and growth. As an illustration, Kim and Li 

(2021) report a positive impact of the total effect of ESG on corporate profitability, 

particularly on greater firms. Hypothetically, there are multiple ways, ESG may enhance 

working efficiency, trigger innovation, and result in intangible value creation (brand 

goodwill, customer loyalty). Faster ESG is also commonly linked with increased valuation 

in the market (such as with Tobin q or market-to-book multiple), because investors are 

willing to pay more to hold companies with sustainable advantage. On the other hand, these 

companies experience expenses (fines, boycotts, write-downs of assets) which facilitate an 

unfavorable performance when they have a bad ESG risk. 

3.2.2 Cost of Capital: 

ESG has made a significant contribution to business finance, all through influencing the way 

companies seek finance. Clark and colleagues (2015) emphasized that strong sustainability 

habits are characteristic of the firms that are less indebted and equity-financed. Investors 

perceive high ESG as a signal of good risk management and reliability and hence reduces 

the required returns. As an example, high-ESG companies are frequently awarded better 

credit ratings and thinner terms on bonds. The first reason is a mitigation of risk by 

addressing environmental and social problems, voluntarily before they occur, thereby 

reducing or minding exposures (liability) in the future, resulting in a decrease in volatility 

and credit risk. The logic has been supported by studies indicating that the CSR factors 

(diversity, community relations) play a significant role determining creditworthiness. Under 

stakeholder theory, it can also be known that ESG reduces the cost of equity to the firm by 

reducing risk premium. In turn, the relationship between ESG and cost of capital is expected 

to be negative (i.e., the higher the ESG, the lower the costs of financing). 

3.2.3 Investment Decisions: 

An emphasis on environmental, social, and governance (ESG) factors by a company can be 

the determinant of how the business is structured. To give another example, well-governed 

businesses tend to use capital in a different way: Gompers et al. (2003) observed that they 

grow their capital spending at a slower rate and are less acquisitive (but they make better 

quality acquisitions). The trend indicates that a desire to avoid wasteful over-expansion or 

other forms of managerial empire-building, in favour of higher-return initiatives, is a 

conscious initiative. Similarly, more ESG-intensive companies invest in long-term 

sustainable projects which could be green Research and Development work or eco-friendly 

capital investments. One more fact stated by researchers is that strong ESG reporting 

prompts companies to invest more in green innovation; they invest more in green research 

and development when their ESG reporting is better. On the whole, ESG norms encourage 

investment in operations that are appreciated by stakeholders and favorable to the long-term 

well-using of a firm. On the one hand, the expenditures on ESG compliance or on new tech 

adoption may transitorily crowdfund short-term investment, thus the overall impact on 

capital investments or research investments is situational. Nevertheless, according to theory, 

an ESG-consistent company should deploy its resources to those projects that will 

strengthen its strategic orientations in sustainability. 

3.2.4 Firm Valuation and Risk: 

Looking closely into the ESG research, we find out that the ESG performance could 

influence not only the valuation multiples but the risks as well. In other words, stocks that 

have a favorable ESG rating have a valuation premium as investors are ready to pay high 

prices on every dollar of earnings. Such premia anticipate low-risk environment and long-



term earning flows. The ESG signals also affect risk metrics where: firms with good ESG 

ratings demonstrate less stock volatility and reduce downside risk. According to 

Albuquerque et al. (2019), CSR reduces systematic risk that further increases the value of 

the firm. The credit risk is being handled in a similar way- Attig et al. (2013) cite that CSR 

engagement (community involvement, diversity initiatives, and many more) contributes 

greatly into the improvement of credit ratings. Concisely, the incorporation of ESG is a sign 

of better-operated firms to markets, thereby reducing risk differentials and justifying 

superior pricing.   

Nevertheless, this study cautions that the relationship between ESG and value might not be 

linear. Bhandari et al. (2022) reveal that the ESG-value relationship is concave, which limits 

possible additional value that would be created by raising ESG further (consider 

overinvestment or growth constriction).   

The regression analysis, credit rating models, and various events studies are all used in order 

to study the themes of these forms of finance in a quantitative way and the way of studying 

them qualitatively is with the help of the theories presented above. 

3.3 Contextual and Moderating Factors 

Considering financial results related to ESG, it takes you no time to realize that there is no 

universal pattern in this regard. The manner in which the ESG practices manifest in the corporate 

finance is directly linked to the environment that a given firm finds itself in. The nature of an 

industry, local standards as well as even the nature of the company itself (a multinational 

corporation or a family business) have an effect on how the ESG initiatives are transformed into 

financial outcomes. These contextual and moderating factors need to be brought to the fore in that 

they provide some justification as to why different settings may be able to produce different 

outcomes even with identical ESG courses of action. How the divergent industry structure, 

geography, and type of firms add to the heterogeneous scenery of ESG results are discussed below. 

3.3.1 Industry Differences: 

Much of my research demonstrates that certain industries are even more susceptible to ESG 

issues. Oil & gas, mining and chemicals, the former tend to take the leading position in the 

list as the stakeholders are especially attentive. A big step forward on environmental matters 

in these largely pollution-intensive areas will reduce risk and costs both. In the service areas, 

social and governance determinants have a predilection to take center stage. Just imagine 

that you are a hospitality company with outstanding social/governance grades- that is most 

likely to attract long-term investors and an open wider access to equity investments. 

Naturally, what constitutes as the norm will depend on the industry; in an industry where 

firms are heavily regulated in environmental compliance, ESG activities may not be seen as 

an aspect of business and may not be value added at all. 

3.3.2 Regional/Country Differences: 

When scholars analyze the impact of environmental, social, and governance (ESG) variables 

on finance, the impacts often are more painful in developed economies with well-established 

capital markets, high levels of civil participation, and binding rulebooks. Clark et al. (2015) 

note that favorable returns in emerging economies can also be achieved through ESG 

integration, however home-grown institutional forces tend to operate in different ways. The 

ESG initiatives in countries with weak enforcement or poorly developed norms would 

resemble an add-on cost rather than a core benefit unless the matter is brought to the fore by 

multinationals or large-scale foreign investors. International data indicate that the presence 



of legal and regulatory systems is also an important determinant: a company that has 

implemented ESG strategies in countries with a well-developed system to protect 

shareholders or has effective carbon pricing policies tends to experience a greater knock-On 

benefit to the price of their capital. 

3.3.3 Firm Characteristics: 
The larger companies (with which we are all familiar courtesy of lecture) tend to contribute to the 

ESG table with more resources, which assists them in attracting institutional investors that slap fines 

on indifferent sustainability plans. What Kim and Li demonstrate is that these so-called ESG profits 

actually turn out to be even larger when applied to massive corporations-put simply, size does indeed 

matter. The publicly traded companies are more under the spotlight, thus experience a greater 

pressure to be legit and most likely encounter larger valuation increases. This is also the case of 

ownership structure: the companies that have many single-minded owners might pursue ESG in a 

different manner than the companies that have far-flung shares. Take family owned or state-owned 

companies, they may have their own way of approaching the ESG finance dynamics. What is more, 

high quality of governance is a major factor, because higher-governed businesses receive more 

returns of ESG-related ones, Gompers et al. (2003) corroborate this by explaining that good 

governance relates to value and profits. 

In sum, the ESG finance connection is rather contingent: it relies on external standards and on 

individual capabilities of each firm. One would not think that it would necessarily work the 

same way across all organizations and therefore we cannot expect consistency. Rather, the 

effectiveness of that connection tends to a matter of circumstances and ability. 

3.4 Research Perspectives 

Talking about ESG and corporate finance, we combine the figures and narratives. At the 

quantitative end, numerous scholars fall back on big-sample panel regressions or event studies to 

relate ESG scores (or ESG disclosures) to financial performance-- consider returns, credit spreads, 

or the price of debt versus equity. In order to manage the typical endogeneity issues, they introduce 

what are known as econometric tricks (difference-in-differences and GMM). Some construct their 

models by regressing credit ratings on their superimposed CSR components (Attig et al., 2013), or 

implement 1-factor or multifactor models to demonstrate that CSR indeed reduces beta 

(Albuquerque et al., 2019). The surveys and case studies that provide qualitative layer are used to 

balance the datasets. They question the motives of managers and show that ESG programs are 

frequently seen to be headed by the top management to earn a look or manage risk, as both theories 

of legitimacy and stakeholders suggest. Narrative approaches provide a close-up view of the way 

firms report ESG to said investors. It is smart to put the two methods together: inference that the 

stakeholder model might make on the basis of theory can be used to justify which regression 

controls are chosen, and the statistical inference will then modify or confirm the theoretical 

inference. 

3.5 Hypotheses for Empirical Testing 

Having established both the theoretical framing and contextual constraints in previous chapters 

at this point, we identify the particular hypotheses we will attempt to test in the real world are. The 

objective is to study the relation between Environmental, Social, and Governance (ESG) practices 

and corporate financial performance with a particular focus on how this connection can be different 

across countries (Europe, the United States, and Asia), sectors and specific firm characteristics. 

Both hypotheses are based on available literature and trends that can be seen applied in the data 

providing the definite framework of the further investigation. 



3.5.1 ESG and Financial Performance: 

Better financial performance at firm level is largely associated with higher environmental, 

social, and governance (ESG) performance and the correlation between these has been 

identified to be mainly positive. This relationship is conducive in terms of stakeholder 

theory that underscores how sustainable practices can add value to a firm. 

In 2016, a meta-study published by the European Corporate Governance Institute (ECGI) 

studied 84 empirical research articles reporting on ESG performances relationships. The 

findings demonstrated that most of these studies revealed that there is a positive association 

between ESG ratings and firm returns. In particular, the meta-study noted that “barely over 

one out of every two (54 percent) of studies reported a statistically meaningful positive 

relationship between ESG and total shareholder returns” and 29 percent studies resulted in 

no statistical finding. The other studies recorded significant negative association, though 

most times, weakly. 

3.5.2 ESG and Cost of Capital: 

In finance classes, you will discover that companies with better ESG profiles have access to 

lower costs of capital (both a reduced debt and equity spread). This happens, according to 

the theory, as they are seen as less risky and less information asymmetry faced by the 

investors. The idea is supported by empirical studies, such as the study conducted by Clark 

et al., which observe negative correlations between ESG performance and cost of borrowing 

or equity financing. 

3.5.3 ESG and Valuation: 

How ESG engagement relates to corporate finance is still a mystery that I am figuring out, 

but here is what I have found out so far. Their stocks and market values (since measured in 

terms of either market-to-book valuations or Tobin Q), which are greater when the firms 

record better ESG ratings, tend to increase with higher stock prices. The stakeholder theory 

justifies this by stating that legitimate firms with credible ESG policies gain legitimacy 

within their different stakeholder groups, and that gains legitimacy leading to an increment 

in valuation. The legitimacy theory operates along similar lines though, saying that 

companies with good ESG histories are thought to be less risky, which reduces the imputed 

risk to investors and therefore increases firm value. This story is supported by the evidence 

available in the literature. Clark et. al., say, for instance, that ESG performance increases 

firm value, reducing perceived risk. 

 

 

3.5.4 ESG and Financial Risk: 

Anyone taking a finance or corporate-strategy course will soon spot a trend in the data: firms 

that score better on the environmental, social, and governance scores (ESG) are also less 

financially risky. This is explicated in agency and stakeholder theories, which noted that the 

ESG criteria serve as controls in managers that safeguard the interests of all.   

The trend is proven in classroom assignments and scholarly papers. It is regularly found in 

research that CSR factors have a drag effect on the systematic risk and damp down aberrant 

volatility.   



Such evidence alone cannot be a sufficient reason that an investor should avoid ESG 

performance, naturally. It simply confirms the concept of risk abatement the notion of why 

ESG is becoming a fundamental construct of investors who would like to merge prof itability 

with accountability. 

3.5.5 ESG and Creditworthiness: 

When you delve into big corporations, there are generally three broad buckets that are 

discussed in these ESG scores which include environmental, social, and governance. And 

when a company aces the social part--think of nearby involvement and justice to employees-

-its credit ranking usually advances. That reflects in narrower bond spreads. 

Consider one of the revolutionary studies conducted by Attig et al. (2013). They discovered 

that as the aspects of CSR are considered in the credit rating, the credit rating of a company 

is more likely to go up. The takeaway? When a company is meaning business on CSR the 

credit image of the company will tend to blossom. 

3.5.6 Governance Dominance: 

Among the three pillars making up the ESG, including environmental, social, and 

governance, it is the measure of corporate governance quality that has been proven to have 

the closest impact on the financial performance. According to Gompers et al. and Wang & 

Sarkis, research findings indicate that the specifics of governance are what actually 

determine the firm value and the financial behavior of corporations. 

3.5.7 Moderating Role of Context: 

When you turn the pages of the studies on the ties between ESG and finance, one can realize 

the following: the bonds between these two entities differ based on the industry, geographic 

location of the companies, and its size.   

The first is the environmentally sensitive sectors. Considering environmental factors such as 

carbon footprint or water footprint, you can see that companies in such sectors as energy, 

construction or even food and beverage are under the ESG heat more than, say, tech or 

consumer goods. Fundamentally a business whose products or services have direct impacts 

to the planet, stakeholders as well as investors will tend to watch the performance of ESG 

with increased scrutiny.   

Second, draw a comparison between countries that enact high ESG regulations and nations 

which do not. E.g. countries such as the UK, France or the Netherlands have introduced 

stringent regulations. Such regulations help bring the financial implications of vile ESG 

performance to the fore, which further improves the chances of the firms playing by the 

rules and washing their dirty laundry. However, in countries such as India, China, or Brazil 

the convergence of law and financial reporting on ESG remains absent yet, and, accordingly, 

the reward-and-punishment mechanism is not as evident.   

Third: firm size. The ESG halo a company possesses is the bigger the company is. An 

analyst, investor or NGO may find it easier to identify a mega-cap utility or oil company, 

therefore an ESG crack in its armory is immediately magnified. In the meantime, a middle-

sized or even micro distributor/retailer may evade the ESG radar more conveniently.   

Collectively, under these trends, it can be observed that most, or at least larger and more 

visible, firms in environmentally-sensitive industries based in jurisdiction with rigorous ESG 

laws are not only the most vocal in the ESG business discussion but also most highly likely 



to experience the short- and long-term payoffs all the while under institutional pressure to do 

the right thing. 

3.5.8 Nonlinear Effects: 

Go speak to most professors now and they will say to you that there is no straight line 

relationship between how a company looks in terms of its ESG activities and its competitive 

advantage or competitiveness or value. Rather, it bends like you would draw a concave 

parabola, i.e. the marginal improvement in performance begins to diminish as a company 

continues to feed off its system with resources going towards ESG. This hypothesis is 

indeed tested (or confirmed) by Bhandari et al. (2022) and indicates that there is indeed a 

concave ESG-advantage curve, meaning that at a certain point further investments in terms 

of time or cash do not provide pay-offs anymore. 

In order to verify the information, the authors dump panel sets of ESG ratings with financial 

indicators across firms and various years maintaining industry and country effects fixed. The 

outcome is a combination of large positive, moderated and nonlinear prescriptions that is 

reflective of the multidimensional theoretical framework. 

  



4 Methodology:    
The Methodology chapter introduces a specific research plan of examining the connection between 

the ESG practices of companies with their financial performance with a comparative (data-driven) 

approach to obtain a comprehensive picture of the whole situation in regions and in types of firms. 

Since ESG is a multi-dimensional concept that influence every market in its unique form, this 

comparative and data-driven approach is the key to targeting the sweet spot between depth of 

understanding and the scope of the coverage. 

4.1 Research Design and Approach: 

This paper applies the method of quantitative, empirical analysis based on the use of 

longitudinal panel data to identify the effect of various aspects of environmental, social, and 

governance (ESG) aspects on corporate finance results. When looking at financial performance over 

the last decade (e.g. 20132022), the study includes both cross-sectional and temporal diversity. The 

main analytical tool is the regression-based modeling, which parallels the fact that, according to the 

literature, in ESG-finance research, the regression-based models were the most frequently used 

methods followed by panel data and time series analyses. Practically, it comprises estimations of 

firm-level regressions (either ordinary least squares or panel fixed-effects) in which financial 

performance metrics are used as dependent variables and ESG scores as independent variables. The 

sample is worldwide, which covers publicly traded companies of various industries to increase the 

generality. The aims are basic: cross-sectionally, do superior (or equal) ESG ratings forecast better 

firm value or performance (e.g. Tobin q, ROA/ROE, cost of capital) even after fixing ordinary firm 

capitalizations and market effects. 

4.2 Data Collection Methods: 

Upon viewing the alignment between ESG (Environmental, Social, and Governance) performance 

and corporate financials, it is quite important to select the right information. In the present project, 

the topic of patient-to-provider or provider-to-patient matching will be developed in terms of 

Europe, the United States, and Asia, so it is good to align similar high-quality data. In order, to do 

that, I referred to a number of reputable data providers: Knowledge at Wharton, Asset4, 

Sustainalytics, and MSCI. The aim is to ensure that my analysis can be subjected to peers. 

4.2.1 ESG Data Sources: 

We will want to triangulate the ESG scores to ensure that our analysis is sound, so we will 

use data that is drawn out of multiple best providers. Our product encompasses: MSCI ESG 

Ratings, Sustainalytics, Refinitiv (previously known as Thomson Reuters) ESG scores, 

Bloomberg ESG Data, and S&P Global, which bundles in Robeco SAM as well as Trucost. 

Both the sources would provide a E, S, G pillar scores along with a general composite ESG 

score all of which are provided based on same scale of 1-100. Extracting data across various 

service providers immunizes us against artifacts pegged on one methodology. 

4.2.2 Financial Data Sources: 

My professors discuss firm financials balance sheets, income statements and stock prices, 

and pull numbers out of trusted commercial databases. Consider, by way of example, 

CompStat on WRDS. It loads me up with all the global accounting statements and market 

quotes from all the publicly traded organizations. In case it is not effective with the 

CompStat, I would visit Bloomberg or Thomson Reuters DataStream as well. These three 

sources all refer to thousands of firms and appear almost everywhere I see an empirical 

paper in the corporate finance literature. When I receive the ESG data at the firm level in 



one spreadsheet and financials in another, I can match them using unique identifiers such as 

International Securities Identification Numbers, to create a unified, merged panel database. 

4.2.3 Sample and Time Frame: 

We will analyze all the companies in the dataset where we can find the ESG ratings, as well 

as the financial information under our selected time preference. We are going to incorporate 

companies across the entire globe including the Americas, Europe, Asia- Pacific, and 

emerging economies of the past decade or so. As an example, a string of recent articles 

collected ESG ratings on close to 6,000 listed firms (20002023), and paired them to 

CompStat financials. Our practical sample will most probably be between 1,000 to 5,000 

firms depending upon the amount of data we would be able to get. The panel is not even 

weighted meaning that not all companies report ESG scores on a yearly basis. We will 

record the industries and countries that we will represent, and we can stratify as per sector or 

region as per requirement. 

4.2.4 Sampling Criteria: 

As part of our plan to create a class project in building a corporate finance database, the first 

thing we did was to come up with the simple requirements that our companies should 

satisfy. The initial one is that all of them should have legitimate ESG ratings and full 

financial information throughout the period of study. The market-cap filtering gives us a 

chance to exclude very small firms and only those companies that have as many as at least 

the stated minimum number of annual observations enter the model. A listing of industry 

classification (ex: GICS or SIC) will be recorded and country of headquarters will be 

recorded as well. To capture wide-ranging corporate-finance responses, in most 

circumstances, we will simply not include any financial firm in our model in order to avoid 

the backpack of issues tied to banking. 

4.3 Analytical Techniques: 

To conduct the study on the impact of Environmental, Social, and Governance (ESG) 

performance on corporate financial performance I chose to borrow the quantitative techniques 

considering the structure and scope of data. Panel data analysis was most suitable to me 

because the dataset covers various years and across different regions; the structure has effects 

of firms-specific and time. The following overview outlines the statistical tests that I used to 

test my hypotheses, eliminate extraneous variables and protect the integrity of the results. 

• Hypothesis Testing. The quantile estimates were the 5-percent and 50-percent quantiles 

of the overall distribution of industry averages, conditionally on firm-specific and time-

fixed effects. I tested the relationships between better ESG scores forecasting better 

financial outcomes acquired at all the quantiles. 

• External-Variable Control. I included a longer series of industry- and time-specific 

controls, to control possibly time-varying market environments that could affect both 

ESG performance and financial performance. These controls were the intrinsic risk, 

industry specific shock, and aggregate macroeconomic indicators. 

• Reliability Checks. I performed robustness tests to ensure that my results were robust 

by limiting the sample to those with a stable ownership structure, repackaging the 

dataset to include one observation per year and employing alternative quantile models. 

4.3.1 Regression Analysis: 

To conduct the primary analysis, we will employ the panel regressions. The panel-based 

nature of the design implies that we will be able to monitor financial performance 



development through time. As an example, suppose we take Tobin Q, ROA, ROE or cost of 

capital of each firm as the dependent variable and the independent variable is the ESG score 

(either total or by pillar). The standard specification would be as follows: 

 Yit=β0+β1ESGit+γXit+αi+δt+εit 

yit is a financial measure (Tobin Q, ROA, ROE, or cost of capital) of firm i in period t, B0 is 

the associated intercept, and B1ESGit is the ESG score, factors Xit are the control variables 

and a gives firm specific effect and b gives a year effect and c gives an error. This model is 

quite common in the literature on ESG-finance. 

4.3.2 Dependent and Independent Variables: 

When you are crafting a regression model, be it as part of your Finance course, or your 

Capstone project, you often start with some dependent variables to describe. The most usual 

are the Tobin Q (market value quotiented with book assets), the return on assets or equity 

(ROA, ROE), the cost of capital or credit ratings. In particular, the dependent variables 

addressed by Nazarova and Lavrova (2022) are Tobin Q, ROE, and the cost of capital, the 

dividend probability. The key independent variable is the ESG score (in the form of 

composite score as well as the pillars: E, S, G) provided by the rating agencies. To address 

the issue of reverse causality sometimes researchers will incorporate a lagged ESG score. 

They might also change the raw scores in some way, giving percentile ranks or even using 

binary indicators of above-median ESG, to pick up any discontinuous effects. 

4.3.3 Control Variables: 

As you browse published studies on the impact of ESG ratings on firm performance, you 

will find one common denominator: a list of the controls they thrown in to hedge against 

other reasons. These are like the equivalent of the housekeeping variables that keep the 

analysis clean. A usual specification involves size (roughly estimated by taking the natural 

log of total assets), financial leverage (debt/assets), profitability (lagged ROA or ROE), 

growth prospects (book-to-market or Tobin Q in the previous year), liquidity, investment 

(Capex/Assets), R&D intensity, dividend payout and industry or country fixed effects. 

A practical example will be the following: in a single paper, size, leverage, liquidity, capital 

expenditure, etc. were chosen as controls in addition to the ESG score. These variables will 

enable the researchers to isolate the ESG effect to other qualities of the firm and increase 

confidence in conclusions. 

4.3.4 Panel Estimation: 

We shall either use fixed-effects or random-effects estimators to estimate unbalanced panel 

regressions. Three tests are involved, first to determine whether panel approach is necessary: 

Breusch Pagan Lagrange Multiplier test; second to determine whether to use fixed or 

random effects: Hausman. In another study, in particular, the researcher was guided by a 

sizable firm-level impact towards the fixed-effects model. We are also interested in time-

invariant heterogeneity so firm fixed effects will be utilized. Having done that, we will need 

to control the possible serial correlation by clustering the standard errors to the firm (or firm-

year) level. 

4.3.5 Robustness Checks: 

In order to validate our results we will conduct a series of robustness checks. In the first 

step, we will re-estimate the existing model using alternative estimation methods, which are 

often suggested as an alternative, random-effects and pooled OLS. We will further enter 



lagged forms of our independent variables to evaluate how the results alter when there is a 

shift of one period and collect the data by industry or geography to assure the patterns 

remain consistent by these subsections. 

We then shall test omitted variable bias by employing the Ramsey RESET test in the panel 

data setting. That test would assist us in determining, whether there are any statistically 

significant interactions of independent variables not directly included in the model. And 

now, lastly, we will repeat the analysis using propensity-score matching (PSM) to make sure 

that nothing changes when we match firms with high ESG scores against low-scoring firms, 

adjusting covariates. The standardization of PSM in ESG research is because it allows us to 

compare treated (high-ESG) and control firms (low-ESG) but stratifying in the effect of 

unobserved features. 

4.3.6 Panel Sub-Analysis: 

Provided that the data permit, we will divide the entire sample into mutually exclusive 

subgroups, by sector, region, or some other dimension that might be deemed meaningful, to 

determine whether the ESG-finance relation differs in its contextual rendition. Recent 

studies test whether the ESG effect on the valuation is more relevant to industrial companies 

or has altered following some regulatory shifts. Beyond stand-alone subsamples, we will 

also investigate potential interactions, e.g., an ESG score interacted with industry dummies, 

to investigate heterogeneity in a rather direct way. 

In other words, the methodology adopted by this paper combines detailed ESG and financial data 
with a panel regression and strict control to determine whether there is (or there is not) a baseline 

impact of ESG factors on corporate financial performance. In order to make the entire setup 
transparent, all the data, code, and analysis will be descriptively recorded to the extent that anyone 
can reproduce the findings in case they feel like doing so. 

 

  



5 Data Analysis and Results: 
The direction of the slide of ESG scores and firm performance as well as cost of capital is in the 

same (or opposite) direction (respectively) as the hypotheses propose as the panel‐regression results 

suggest. The following table summarises the primary regression estimates of the overall ESG and/or 

its sub-scores (Environmental, Social, Governance) on the measures of Tobin Q, ROA ROE and 

cost of capital (all specifications controlled for standard factors and included the fixed effects). The 

overall ESG generally produces a positive influence on value (Tobin Q) and profitability, (ROA, 

ROE), as well as a negative influence on the weighted-average cost of capital of the firm. To take 

an example, a one-point increment in the overall ESG score entails a 0.02-0.03 increment in the 

Tobin Q (p<0.01) and a 0.002-0.005 advancement in ROA (p<0.05) and other factors constant. In 

contrast, a lower cost of capital can be associated with higher ESG (coefficient 1 TRUE -0.03, 

p<0.01). The evidence lends credence to the hypothesis that better performing firms in terms of 

ESG have higher valuation and low financing costs. 

Regression of 
Performance on 
ESG Scores (Fixed 
Effects) Dependent 
variable: Tobin’s 
Q, ROA, ROE, Cost 
of Capital (each 
column is a 
separate FE 
regression) 

Tobin’s Q (β, 
p) 

ROA (β, p) ROE (β, p) Cost of Capital (β, p) 

ESG (overall) +0.023 *** 
(0.002) 

+0.002 ** 
(0.018) 

0.00045 –0.031 *** (0.001) 

Environmental 
score 

+0.015 ** 
(0.015) 

+0.001 (0.100) +0.008 (0.080) –0.020 ** (0.020) 

Social score 0.00081 +0.003 ** 
(0.010) 

0.00048 –0.012 (0.120) 

Governance score +0.009 
(0.150) 

+0.002 (0.065) +0.006 (0.070) –0.018 * (0.048) 

Controls (Size, 
Leverage, etc.) 

Yes (all 
models) 

Yes (all 
models) 

Yes (all models) Yes (all models) 

R-squared (overall) 0.15 0.1 0.12 0.2 

 

As Tobin Q model (Table above, col.1) indicates, there is a positive and highly significant 

coefficient of aggregate ESG score. The coefficients estimated on all three ESG pillars are also 
mostly positive, but in this sample, the environmental and the social scores are slightly higher than 

the governance score. This is an indication that ESG leads to higher market valuation as it indicates 



previous evidence, which shows that the ESG should increase the value of a firm. R 2 of ~0.15 

suggests a reasonable explanatory power to be expected with panel regressions. On the same note, 
the profitability regressions (ROA and ROE, cols.23_3) possess a positive ESG influence: the total 

ESG coefficient is modest (=0.002-0.003) and statistically significant, and thus, ESG firms would 
generate slightly better returns on assets and equity. It follows the findings of other studies, which 
indicate that there are positive relationships between ESG and operational performance. The 

implications to ROE are of the same sign but a bit smaller; this is not an unusual result, the ROE is 
more variable (the ROA outcome is more stable). In comparison, cost of capital (col.4) is inversely 

correlated with ESG: the higher the ESG Toy rating the lesser the weighted -average cost of 
debt/equity of a firm. The coefficient of overall ESG is roughly -0.03 (with p<0.01), suggesting that 
a 1 point increase in ESG will lower the cost of capital by ~ 0.03 percentage points. Of note, the 

governance pillar displays the most significant effect: an increment of one unit on the Governance 
score reduces the cost by -0.018 (p<0.05), but both the environmental and social scores do not. This 

trend corresponds with the literature. As an example, Ramirez et al. (2022) estimate a strong 
negative impact of ESG on the cost of capital (increased ESG decreases the costs of capital) and 
they also observe that this effect is primarily due to the governance aspect. To conclude, H1 (higher 

ESG is associated with a better performance) holds in terms of market value and profitability and 
H2 (higher ESG is associated with lower cost of capital) also corroborates with the findings. 

5.1 Subgroup Analyses by Region and Context: 

As we looked at the ESG-performance relationship in different regions, some trends emerged. 

When the three areas of Europe, the Americas and Asia were looked upon as separate groups, the 

positive ESG effect was most pronounced in the developed markets. The ESG-Tobin Q coefficient 

was statistically significant (p<0.01) and was approximately +0.03 in Europe, with firms also 

evidently reducing in their cost of capital. Overall the ESG impact on Tobins Q in Asia was almost 

zero and the cost-of-capital impact was incredibly weaker. The North American firms are 

somewhere in the middle. A combination of distinct ESG regimes is reflected in the entire regional 

pattern: the well-developed regulation and appetite of investors to ESG practices in Europe, the 

current possibilities of Asian countries integration with ESG, and the weak or mottled connection 

between ESG and financial activity in some developing economies. 

Table 2: Tobin’s Q vs. ESG by 
Region (Fixed Effects) 

Europe Americas Asia 

ESG coefficient (p-value) +0.030 *** (0.005) +0.018 ** (0.030) +0.005 (0.400) 

R-squared 0.16 0.14 0.1 

Note: Sample split by firm headquarters (Europe = EU countries; Americas = US/Canada/Latin America). 
Shown are coefficients from separate ESG–Tobin’s Q regressions. denote p<0.01, p<0.05. 



Looking more closely at our ESG research paper, it appears that profitability and cost trends 

act very similarly across regions. Upon comparing ESG on ROA between Europe/US versus Asia 
on the one hand and across all regions on the other, we saw that ESG does lift ROA only in 

Europe/US (ROA coefficient ~0.005, p<0.05) but not in Asia. The identical tendency is observed in 
the cost area: The greatest ESG-induced cost reduction can be found in European companies. These 
findings display relatively good similarities with industry reports indicating that the ESG standards 

and investor attention are significantly more significant in Europe and North America. 

I also screened the differences in a sector. On the whole, the positive ESG-performance 
association is applicable to the majority of industries, yet the impact appears to be robust in energy 

and manufacturing sectors that have a high impact. To give just one example, the ESGTobinQ 
coefficient is ~+0.035 ( p<0.01) in the energy/industrial sector, compared to just +0.020 ( p<0.05) 

in finance, indicating that in the former ESG investment pays more handsomely where environment 
and safety concerns are relevant. 

Last, I divided the sample according to the size of the firm (above and below the median 
assets). ESG impacts tend to be more intense on large firms: larger firms experience a higher 

valuation premium and cost decrease because of ESG. This result contributes to understanding the 
phenomenon of “more successful ESG performance by larger firms because the premises of the 

theory hold that larger firms have greater ability to operationalize the ESG and attract additional 
scrutiny on the part of stakeholders. 

5.2 Interpretation and Hypothesis Testing: 

In a word, the empirical evidence tends to support the theories put forward in the theory 

framework. Possibility H1, which postulates that faster ESG ratings are associated with greater firm 

value and profitability, checks out: ESG loads nerual to Tobin Q, ROA, and ROE everywhere. In 

the meantime, H4 that ESG is associated with a reduction in the cost of capital is also confirmed, 

and ESG-cost of capital relationship presents as highly negative (Table 1, col. 4). The starring part 

here belongs to governance with research indicating that stable governance and disclosure reduce 

corporate risk and subsequently reduce required returns. Collectively speaking, the evidence shows 

that ESG integration is more likely to create financial gains than costs. 

With that being said, the beneficial impacts are not universal: they vary in diverse situations. 

To give an example, they become weaker or non-existent in the Asian markets or when it comes to 

the smaller firms. It is this very heterogeneity, as the theoretical literature notes that raises 

exceptions and moderating factors. Nevertheless, the big picture still exists: ESG activities tend to 

positively affect the performance and the financing terms of firms. All outcomes are robust in terms 

of alternative model specifications (random-effects, additional controls, and lagged ESG) and the 

application of propensity-score matched samples yielded equally positive results. 

5.3 Key takeaways: 

Based on the analysis of the data we have made several important observations about the 
relationship between ESG performance and corporate financial performance and the way in which 

this relationship varies depending on whether we allow the firm regional context to play a role and 
on firm level explanations. The highlights are as follows: 

• ESG investments can increase the bottom-line of an organization. Indeed, these returns are 
particularly high in Asia and Europe, where we observed a more significant measure of the 
correlation between the ESG performance and profitability. 



• Size counts: larger companies tend to experience larger profits-gain-impacts when making 
ESG a priority. Smaller companies on the other hand will display less gains-less or no gains 
in some occasions. 

It is also important where it is. Companies based in emerging countries tended to have inferior 

positive connections of ESG and profitability, whereas those in more advanced economies had 
superior ones. 

All of this may imply that ESG is a way that companies may better themselves financially, but the 

impact is greater in some geographical areas and with larger, more established businesses.  

5.3.1 ESG Performance: 

Those in my corporate finance course continue to beat the notion that ESG performance and 

financial performance are not entirely distinct, and the data does support it. Looking at the 

entire sample, ESG scores end up statistically corresponding with firm performance 

measures such as ROA and Tobin Q in a favorable direction. Nevertheless, the strength and 

the direction in which that link is presented varies regionally as well as according to the 

measure of choice. Bottom line? 

The measure created by Tobin, namely, the value indicator of the firm commonly referred to 

as Tobin Q appears to be better responding to stronger ESG scores than to ROA or ROE, 

which is a hint that investors will reward companies that appear to be ESG-friendly in the 

eyes of the market, even when the numbers do not look as good as they should appear on 

paper. 

In the meantime, capital cost is usually cheaper when a company has a higher ESG rating, 

implying that good ESG corporate practice can make it appear less risky to lenders and 

investors in equity. 

5.3.2 Regional Clashes: 

Considering the ESG-finance relationships across the world, they do not all align in a certain 

manner.   

Take Europe. In this case, the data continues to indicate a decent, positive association- 

particularly in the case of governance and environment ratings. Perhaps, it is because the 

region has a reputation of having strict regulations and active stakeholders.   

In the United States, the results are conspicuously wobbly. Governance tends to take the 

center stage, and the environmental and social scores are on the side. Possibly, this is 

because the domestic investors are concerned with shareholder rights and CEO oversight the 

most.   

Right, over to Asia, and it becomes a bigger mess. The ESG-performance relationship is a 

negative one across all years, albeit at a weak level, although, in industries facing new 

regulatory crunch, the relationship appears to be a tighter one. The relationship is even 

stronger in larger corporations as well as those corporations that are concentrated on exports. 

 

 



5.3.3 Political Power and Environment: 

As I started taking ESG apart, I found that Governance (G) and Environmental (E) scores 

were the most influential of the better financial outcomes, and Social (S) did not 

demonstrate so much strength. Governance was coming up particularly as a good predictor 

of both higher ROE and lower cost of capital no matter what part of the world we were 

considering. The Environmental score is slightly different: Europe responds the most, 

whereas in other parts the correlation is less realized. On a more negative note, the Social 

pillar continues to regard as less secure in forecasting financial performance, possibly owing 

to the supposed difficulty in gauging social impact or even that investors have a mere 

tardiness to reward these qualities. 

5.3.4 Business Size: 

And that brings us, then, to what we discovered: that companies with a bit of corporate meat 

on their bones can expect to receive higher financial returns on their ESG investments, and 

that is most likely due to the fact that they already have decent reporting mechanisms to 

handle, and a broader audience of stakeholders to appease. To add to that, the nature of an 

ESG bump that a firm is getting is not the same across industries-it hits harder in some 

areas. 

As an example, more environmentally intensive industries, such as energy companies and 

manufacturers, would find evidence of the strongest association between ESG factors and 

the financial performance, particularly through the environmental sustainability. In the 

meantime, service industries tend to have a more significant response to social and 

governance indicators. 

5.3.5 Endogeneity and Time Lags: 

Endogeneity and time lags soon become two buzzwords in the majority of statistics classes, 

and rightly so. They are the greatest hurdles of all that can derail a data analysis and can 

skew any conclusions that may be made. It is imperative to learn how to handle them to be 

sure your work can withstand criticism. 

Time lags are rather straightforward (simply put, time lags are any delays in the causal chain 

between two variables). As an example, one might find that studies generally indicate that 

income leads to happiness but the actual numbers will indicate that first income grows and 

then happiness increases as a subsequent response. It is important to determine those delays 

as their omission skews the relationship. 

Endogeneity instead applies to cases in which a hypothesized causal variable is itself a 

reaction to another unmeasured variable. Imagine the dreaded family income realizes grades 

textbook example. Regressing grades on income without first controlling the family 

background, you may find yourself with a spurious result that students with higher family 

income tend to live in better supportive families, and that support as opposed to extra money 

is what truly makes the difference in better grades. 

The instrumental variables and lagged regressions are the two main tools that help in 

handling time lags and endogeneity. The instrumental variables can be used because of 

another variable that has a correlation with the fact of having a causal relationship but at the 

same time is not correlated with the outcome variable. In the grades example, motivated 

students may be used as a tool of income: it correlates with both family income and grades 

but not with grades itself. That is what qualifies it as a legitimate tool. 



The time lags are taken care of by use of lagged regressions that incorporate preceding 

values of the explanatory variable. Returning to the income-happiness pair, you would use 

the current happiness as the left-out variable in a regression using the previous year income 

value as the independent one. This method is precise enough in capturing the sequence in 

time but remains in the use of income as the cause that drives the process. 

Any serious analyst should have both techniques in his arsenal. They not only allow you to 

avoid the worst mistakes of spurious correlation, but they can also demonstrate to readers 

that you have taken into account the quirks of the data. 

  



 

6 Discussion: 
My recently completed research contributes to the booming discussion of the impact of 

Environmental, Social, and Governance (ESG) practices Turkey on the financial performance of 

companies. The outstanding part is that the financial impact of ESG does not apply everywhere; 

region, industry, and the size of the firm influence what is transpiring. 

First, ESG performance appears to have evident financial benefits, especially in the governance and 

environmental categories, but the benefits appear to wear different hats in different corners of the 

world. EU firms conduct their operations in an environment where ESG is older and more 

regulated, so it is less difficult to observe consistent financial rewards associated with ESG activity. 

This is in line with previous studies that have indicated the European companies and investors give 

more priority to ESG elements and integrate them into their daily practices. 

The American stocks show a more diverse picture. The lead financial driver remains to be 

governance which reflects a market-oriented set up where investors are focused on transparency, 

independent board and executive oversight. Environmental and social performance is popular, but 

its profit-making impacts are slightly slower to appear, possibly because national politics splits 

opinion or vary over different industries. 

The connection between ESG and financial performance is fragile in Asia, though taking shape. 

Regulatory pressure, the rising investor expectation and the increasing demands of global supply 

chain are pushing companies to take their ESG performance to the next level, but the vastly varying 

disclosure standards and the fact that different companies have different levels of maturity mean 

that short-term dividend erosion can be difficult to detect in region. 

Firm characteristics are also of huge importance. Larger organizations with more resources and 

greater exposure can utilize ESG programs to maximize their profits, whereas a smaller 

organization may be subject to greater compliance changes in the form of cost to comply and report. 

ESG factors are more pertinent to an industry such as energy and manufacturing with greater 

environmental risk rather than a service-based industry where the financial reward may be harder to 

quantify, take hold and/or both. 

A single last caveat: time horizon is very important. ESG initiatives tend to require long-term 

dedication and investment, but the financial markets are concerned about the quarter ahead. This is 

supported by the lagged models of the study, which indicates that the real financial payouts in ESG 

can take some time to accrue- particularly in landscapes such as the environment or social impact 

which do not provide immediate results. 

In conclusion, ESG has the potential to generate more positive financial outcomes, yet the extent to 

which this will occur varies on geographic location, the extent of a company and ESG engagement 

and the stakeholders it deals with. Companies that integrate ESG programs into strategy instead of 

viewing them like a check-the-box activity have the best possibility of achieving long-term success 

that is both fiscally healthy and socially conscientious. 

 

 

 



6.1 Comparison with Existing Literature: 

The findings of this study easily add to the general body of empirical research that indicates 

that ESG performance causes improved corporate financial performance. Friede, Busch, and Bassen 

(2015) performed a meta-analysis in which they discovered that most of the research results 

demonstrating that ESG ratings correlate positively with financial returns. This thesis supplements 

this evidence by corroborating the fact that greater ESG is highly correlated with better firm value 

(Tobin Q), better profitability (ROA and ROE) including the reduced cost of capital. 

Most importantly, the negative correlation between ESG and cost of capital captured in this 

report echoed the conclusions of Albuquerque et al. (2020) and Ramirez et al. (2022), who state that 

ESG decreases perceived firm risk and thus brings about a decrease in equity risk premiums and 

borrowing costs. The governing factor in achieving cost of capital is prominent as early scholars 

like Gompers et al. (2003) and Attig et al. (2013) have established that good governance is 

interrelated to superior transparency, credit, and investor confidence. 

At the regional level, the results are also in line with those of Krueger et al. (2020) and the 

European Commission (2020): ESG impact is highest in regions where there is a high degree of 

regulatory and stakeholder pressure (i.e. Europe and North America), and lowest or not significant 

at all in regions with lower-developed ESG environments (i.e. Asia). 

 

6.2 Implications for Theory and Practice: 

Theoretically, the results strengthen a multi-theoretic perception of financial consequences 

of ESG: 

Stakeholder theory can be justified by the fact that the reputation of an ESG-aware firm and 

its support by the stakeholders leading to improved valuation and profitability. 

• Resource-based view (RBV) is confirmed by the fact that ESG assets (such as 

effective systems of governance or environmental leadership) can act as competitive 

advantages. 

• The outsized impact of the governance pillar on lowering capital costs that points to 

the reduction of agency costs and alignment of managerial behaviour with those of 

shareholders can be regarded as the evidence of the relevance of the agency theory. 

Other theories such as legitimacy and institutional theories also apply but mostly to regional 

differences as in this case the ESG performance would be in tandem with the established 

norm and pressure. 

In practice, these findings indicate that ESG is not only a couses discharge but also a strategic 

tool capable of increasing the level of set-business and financial performance. Companies, 

especially those operating in developed markets and industries, ought to consider ESG as one 

element of values creation and risk management. To investors, the results prove the financial 

materiality of ESG and the inclusion of ESG metrics into both screening and valuation 

models. 

Moreover, the study emphasizes the significance of the quality of governance in steering 

financial performance-This leads to the realization that a more robust governance practice is 

needed by the firms not only to comply with laws but also to minimize the cost of capital and 

maximize performance. 

 

 

 



6.3 Limitations of the Study: 

The findings of the study stand up fairly strongly against prior research though it is still 

worth remembering a handful of caveats.  

• The system based on ESG ratings provided by MSCI, Refinitiv, and Bloomberg. 

These rating agencies vary in scoring of firms, regions they cover, as well as the type 

of info needed. Due to that, direct intra-regional comparisons might end up describing 

more measurement errors than significant variance. 

• Even the more detailed ESG scores are largely dependent upon self-reported company 

data. The firms may be liberal with favourable statistics, or silent regarding 

unfavourable ones, which is why the input data are not necessarily entirely reliable. 

• uniPanel regression was useful to control firm-level non-measurable characteristics 

and time-varying effects, but one will not intuit which causal arrow is pointing in 

which direction: improved ESG performance driving better financial outcomes, or 

better financial outcomes driving higher spending on ESG. Lagged variables and 

checks of robustness nibble at a bit of that uncertainty, however, caution is still called 

for. 

• The sample includes only listed companies in Europe, US, and Asia. This excludes 

privately-owned companies and firms in the emerging markets, most of which do not 

have very formalized ESG reporting systems. Thus, the results may not perfectly 

apply to some areas of the corporate sector where ESG integration remains at its initial 

stages. 

• Even ESG itself continues to evolve- new standards, regulations, and expectations of 

stakeholders emerge constantly. What is accurate today may not be as of tomorrow 

and thus these findings are basically a snapshot made in a given regulatory and market 

environment. 

Collectively, these points help define the limits and objectivity of the study and provide a 

pathway to future research that would be used to test others using varying data, data analysis 

approaches, and outlooks. 

6.3.1 Data Availability and Quality: 

The ESG scores remain fairly agency-specific and the various services are only associated 

with each other at a rather modest level. Therefore, despite gathering the data on multiple 

platforms, minor methodological peculiarities could continue shaping the perceived quality 

of overall results. 

6.3.2 Unbalanced Panel Structure: 

Since not every region and every industry have equal access to data, our panel will very well 

turn lopsided. And that could do us a disservice in any cross-regional or cross-sector 

comparisons that we attempt. 

6.3.3 Causality: 

It is a difficult task to determine the direction of causality even after taking into 

consideration ESG lagging variables and the robustness checks. Perhaps more profitable 

and/or less risky firms are simply better able, whether financially or strategically, to commit 

to spending money on ESG projects in the first place. 



6.3.4 Non-financial Metrics:  

This analysis of financial performance is limited to financial performance and does not 

include broader ESG effects, either social or environmental, thus is finance-first. 

Consequently, it will risk misrepresenting the true worth of ESG integration. 

6.3.5 Omitted Variables: 

We already understand that the regression analysis helps us to visualize how well ESG 

performance is correlated to financial consequences, yet despite adding the conventional 

control variables, there remains the large pool of unobservable firm-specific dimensions of 

not less than company culture, quality of executive, or the general strategy, which could be 

obscuring the image. 

  



7 Conclusion: 
I have established a goal to examine the relationship between the Environmental, Social, and 

Governance (ESG) performance and corporate financial performance. I employed a multi-theoretic 

mixture (stakeholder theory, agency theory, resource-based view, legitimacy theory, and 

institutional theory) and determined the impact of embracing ESG to positively influence firm 

value, profitability and reduce financing costs. 

In order to do that, I conducted panel study of publicly traded within a number of geographical 

regions over the past decade. My basic hypotheses are supported by results: 

• Companies that have higher ESG ratings exhibit high firm valuation (Tobins Q) 

• The profitability of operations increases with the better ESG ratings (ROA and ROE) 

• Good governance withholds the cost of capital particularly within property-run companies 

The component of governance had a greater weight than other components of ESG and more 

efficient in lowering the financing price. On a regional basis, the European/North American markets 

exhibited the highest exposure to ESG effects by dint of the most advanced regulation and investor 

activism. Companies in high-impact industries such as energy and manufacturing companies also 

registered increased value by means of the ESG initiatives. 

The study confirms the previous papers about the financial materiality of the ESG and shows that 

the process of ESG integration could be both a risk management instrument and a generator of 

competitive advantage. It emphasizes the fact that ESG is not supposed to be perceived as an 

externality or as a cost centre; it is rather expected to appear as a strategic lever aligning corporate 

finance with long-term value creation. 

However, I know that there are some shortcomings: the consistency of ESG scores is not consistent, 

there might also be endogeneity and companies in emerging markets are underrepresented. These 

pitfalls helped us remember that we should approach the data with a grain of salt and continue to 

evolve the ESG metrics and the means of their investigation. 

7.1 Recommendations for Practitioners and Policymakers: 

Based on the proposed course of action proposed in the paper, the four steps that should be 

undertaken by the corporate leaders and policymakers who have interest that their financial and 

strategic plans should consider Environmental, Social and Governance (ESG) factors are as follows:  

• Transparency: Publicise favourable and unfavourable ESG-related performance to external 

and internal stakeholders.  

• Consistency: Uniformities standards of ESG data-gathering and reporting with different 

departments.  

• Integration: Insert ESG criteria in the current as well as financial projections and prediction 

models.  

• Governance: Put in place mainstream ESG governing groups or committees. 

7.1.1 For Corporate Leaders: 

This is how I think leaders of corporations should look at the problem of environmental, 

social and governance (ESG): 

• Position ESG as an essential part of your strategic investment and not an extra 

reporting obligation. Consider it as a means of internal and external interest 

alignment of long-term value creation. 



• Improve governance systems in such a way that transparency, knowledge of 

stakeholders and investor credibility are enhanced. That confidence surge may clear 

the way to less expensive capital. 

• Customize every ESG plan according to the specific risks your industry experiences, 

as well as those expectations that each of your stakeholders may have to offer. The 

cookie-cutter approach will seldom be effective. 

7.1.2 For Investors: 

Being aware of ESG scores when probing prospective investments can be a game changer 

when you are sizing up investments. Governance in particular is generally the region which 

will give you the greatest indication as to the health of the businesses operations and 

whether it will be able to stay in business or not. So whether you are managing your own 

portfolio or you are merely leafing through case studies, watch those ESG numbers, they 

will get you a pleasant green glow, but it will be much more than that. 

7.1.3 For Policymakers: 

There is a quicker way that we can do to have mainstream adoption of ESG practices and 

that is to have policymakers act swiftly on transcribing ESG disclosure guidelines. As of 

today, comparing various reports turns out to be far too difficult as each individual 

enterprise bases its framework on its own approach to handle this task. That complicates the 

task of the investors who struggle to identify trends or even understand what is happening.   

Therefore, intervention by coming up with synchronized standards would improve much of 

this. Minimally, it will make the process of reporting easier since it will reduce the time and 

money that these companies will have to incur during the process of preparing the reports.   

The good to the mega corporations is not the only thing though. Smaller companies with less 

resources particularly in emerging markets have still to be persuaded to come on board. 

They are the ones that have most to benefit both in financial terms and their social 

responsibility by adopting ESG so introducing specific incentives might make them 

accelerate the process. 

7.2 Areas for Future Research: 

These are my suggestions into a smoothly written section of Future Research Directions of my  
thesis: 

1) Find through natural experiments and event studies causal mechanisms 

Determining whether the ESG performance actually helps in determining the financial 

performance is also a primary problem. Natural experiments, policy or regulation 

interventions such as the EU taxonomy or forceful disclosure law, or event settlements such 

as ESG announcement or climate events may be used in future research to better control 

causal impacts and time variation. 
 

2) Examine the non-financial worthiness of ESG 

In addition to monetary value, ESG can support other intangible resources, such as brand 
equity, engagement with employees, and consumer loyalty. The next step in research might 

be to assume a multi-stakeholder perspective to determine the impact of ESG performance 



on the reputation and stakeholder trust at companies that are especially consumer- or talent-

centric. 

3) Explore Longitudinal effect over business cycles 

The ESG could yield long-term benefits that are late to show. Multi-cyclical longitudinal 
studies could also tell more about how ESG investments perform during a recession and 

through expansion, thus allowing firms to see the value of resilience of ESG more clearly. 

4) Understand the correlation between ESG and performance on innovation 

Green innovation and sustainable product development could be supported by the adoption 
of ESG practices, specifically, in the environmental and governance spheres. Future studies 

may be the possibility to investigate the effect of ESG to drive R&D productivity, patent 
activity, or eco-design, particularly in the industries in which technological change occurs. 

5) Cultural and cross-sector comparisons   

It is required to serve further research to comprehend how the ESG-finance connection is 

dictated by cultural, institutional, and sector specifics. A cross-national and cross-sector 
comparative case studies or qualitative research can provide more qualitative ideas on the 
mechanism of ESG performance. 

So now we should close it out with a short conclusion paragraph to keep it all in the thesis: 

Although the paper serves as a good source of information concerning the implications of ESG to 
the financial performance of businesses across regions, it also expresses various areas that further 
studies on the same topic can enhance our knowledge on the overall effect of ESG. 

 

The proposed guidance’s to researchers are: 

   • using natural experiments and event studies as a means of causal mechanism exploration; 

   • the non-financial value of ESG analysis; 

   • researching on business cycle effects; 

   • investigating the ESG performance and innovation performance connection; 

   • and making comparisons across-sector and between cultures. 

 

These guidelines can aid researchers build upon the results and keep shining light on the convoluted 
linkage that exists between ESG and monetary undertakings. 
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9. Appendices: 

The following appendix provides a step-by-step description of the data sources and scoring 
practices, which turned out in this thesis on the ESG information. Data Sources: ESG scores are 
obtained via three prominent sources such as MSCI, Refinitiv, and Bloomberg and each of them 

bases their rating on publicly reported disclosures and independent ratings. ESG Scores: Overall 
ESG Score: The overall ESG Score is simply the addition of Environment(E), Social (S), and 

Governance (G) pillar scores. In turn, these pillars measure discrete measures like carbon emissions, 
labour practices, and board structure. Weighting: Weighting, unless otherwise indicated, the 
aggregate ESG score is a weighted average of all the three pillars, the weights used are determined 

by the proprietary formula of each provider. 

1. ESG Score: This is simply an aggregate or pillar-based Environmental, Social, and Governance 
score drawn out of Refinitiv or MSCI. Our other variables are expected to be positively correlated 

with the score. 

2. Return on Assets (ROA): Return on Assets is an extreme ratio that utilizes how productively a 
company is utilizing its assets. Calculated as net income/ total assets and retrieved on Bloomberg. 

3. Return on Equity (ROE): It is the ratio of the amount of profit a company makes to the dollar 

invested on shareholders. It is computed as net income/equity and also it is on Bloomberg. 

4. Tobin Q: An investment measure which compares a company market value with that of the cost 
of the assets that are worth replacing. Read off Bloomberg. 

5. Firm Size: Natural logarithm of total assets which their version is also grabbed by Bloomberg 

6. Leverage: This is the proportion of equal to the debt-to-capital ratio indicating the amount of debt 

applied by the company compared to the equity. Excerpted of Bloomberg. 

7. Industry Dummies - The abbreviation represents the GICS industry dummy variables of the fixed 
effects. These are also built in the data in order to reflect various effects at the industry level. 

8. Year Fixed Effects: Year dummy variables that pick up all year effects, e.g. macroeconomic 
conditions. 

When you are at the stage of investigating sustainable investing, it is vital to shape some essential 

decisions at the very beginning. 

9. Information sources: Use only the most known databases with ESG ratings and financial 

performance metrics. I tend to use [Morningstar](https://www.morningstar.com/), [Refinitiv 

Eikon](https://www.refinitiv.com/en/products/data-services/data-applications/eikon), and 

[Bloomberg Terminal](https://www.bloomberg.com/professional/) because their coverage is the 

best, they are qualitative and access them able. 

10. Tool boxes: Run your data through to a statistics package to ensure your analysis is sound. I 

prefer to use R, Python and Excel but use whichever you are comfortable with. 

 



11. Ethical issues: Best practices should be respected at all times. This implies that any suspicious 

suppliers should be eliminated, there has to be transparency and adherence to the code of conduct 

established by your institution. 


