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Abstract

Purpose – This paper examines the effect of ESG ratings and its dimensions (environmental, social and
governance) on the financial performance of JSE-listed firms included in FTSE/JSEResponsible Investment Index.
Design/methodology/approach – The paper employs panel data covering 40 JSE-listed firms included in
FTSE/JSE Responsible Investment Index between 2015 and 2019. The paper employs the two-stage least squares
(2SLS) instrumental variable regression technique to estimate the effect of ESG ratings and its dimensions
(environmental, social and governance) on both accounting- and market-based performance indicators.
Findings – The results of the two-stage least squares instrumental estimation analysis reveal that investment in ESG
initiatives improvesbothaccounting- andmarket-based indicatorsof financialperformance.Of theESGpillars, thepaper
finds environmental initiatives improves firms’ financial bottom line andmarket performance, while a firm’s social and
governance practices are observed to have no effect on a firm’s accounting and market performance measures.
Practical implications – The insights from this study proffers policy implications for firms’ management,
investors and regulatory authorities.
Originality/value –As far as the authors are concerned, this paper presents the first empirical analysis on the
contribution of ESG ratings on financial performance in South Africa.
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1. Introduction
The interest in responsible investment is assumed to have developed where investors’ demands
are rising for heightened transparency and disclosures with regards to how andwhere their funds
are being invested. According to United Nations Principles of Responsible Investment UNPRI
(2021), “responsible investment is a strategywhich seeks to incorporate environmental(E), social(S)
and governance(G) ESG factors into investment policies, decisions and ownership in a bid to
generate sustainable risk-adjusted returns”. Integrating ESG factors into processes of making
investment decisions helps to identify and price any risks that would not be ordinarily included
under traditional investment analysis approaches. The Socially Responsible Investing (SRI)
movementwhichmade headlines in the 1980swas a fundamental principle in the establishment of
ESG practices. It de-campaigned the apartheid regime in South Africa through divesting South
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African investments (Richardson and Cragg, 2010). Other investment approaches with similar
practices include “ethical investing, economically targeted investing, sustainable or responsible
investing, and impact investing”where the advocates of SRI recoined the idea as ESG in the early
2000s by including governance factors (Schanzenbach and Sitkoff, 2020).

The rising trends in ESG reporting to address sustainability issues is evidenced in
principles enacted by various organisations including United Nations and its Sustainable
Development Goals (SDGs) launched in January 2016 which are a blueprint for humanity to
achieve a sustainable future for all; the UN-backed Principles for Responsible Investment
(PRI) launched in 2006, the Global Reporting Initiative (GRI) and the recently launched EU
Taxonomy [1]. In February 2012, the South African Code for Responsible Investing (CRISA)
was established, whose five principles correlates to the UN-PRI [2] principles (IODSA, 2021)
with the main objective of acquainting the investor community with ESG and emphasising
the importance of ESG issues. The sustainability principles have necessitated an upsurge in
responsible investing. The UNPRI reports that by January 2021 there was 18.9% growth in
PRI signatories to 3,038, and assets under management for the total global portfolio grew by
12.3% to US$103.4tn. Furthermore, in Europe, sustainable investments account for 60% of
assets under management, and in South Africa over $600bn worth of assets are allocated
under responsible investing (GSIA, 2019; Reynolds, 2021; Lyudvig, 2022). This reflects
investors’ consideration of long-term returns through their adoption of ESG strategies on
investment decisions and ownership. The growth in ESG funds and PRI signatories
happened during the COVID-19 pandemic, which was disrupting supply chains and
negatively affecting global economies making ESG proponents claim that ESG is living its
promise of offering enhanced risk-adjusted returns (Authers, 2020).

An important issue arising from the increasing focus of responsible investing strategies relates
to its effect on firms’ bottom-lines. This has stimulated several studies on the effect of ESG
investing on corporate financial performance (CFP), mainly within the context of developed
economies, where most of the responsible investing funds are held. However, evidence remains
inconclusive (Velte, 2017; Deng and Cheng, 2019; Rahi et al., 2022; Hasan et al., 2022; Friede et al.,
2015; Zhao et al., 2018;MohammadandWasiuzzaman, 2021; Franz�en, 2019; Petitjean, 2019; Folger-
Laronde et al., 2020; Amin and Tauseef, 2022). As such, the objective of this research is to address
this gap in contradictory evidence by empirically verifying the effect of ESG investing on firms’
CFP within the context of an emerging economy, where little research has been carried out
(Sherwood and Pollard, 2018; Johnson, 2020). In addition, emerging economies’ lagging in
infrastructure development and social amenities presents substantial investment and capital
deployment opportunities.Tobeprecise, in SouthAfrica there is high incomeandsocial inequality,
further aggravated by a significant reliance on fossil fuels for electricity generation among dire
externalities on the environment. Therefore its necessary to have the study focus on this
jurisdiction. Furthermore, our study is also motivated by and builds on the exploratory work of
Worthington-Smith and Giamporcaro (2021) who found growing awareness of ESG factors in
South African asset management and the need for further research to demonstrate how the
integration of ESG factors can materially impact financial performance from a South African
context.

Given thatmanagerial behaviour tends to be driven by a firm’s compensation system (Hang
et al., 2019), evidence of the positive effects of ESG on profits can also incentivise managers to
invest in socially responsible practices, as its partial consideration may not lead to desirable
financial results (Adomako et al., 2019). Against this background, this paper contributes to the
debate on the role of ESG on the financial performance of firms listed on Africa’s largest stock
exchange, the Johannesburg Stock Exchange (JSE). Specifically, the paper estimates a panel
regression model of 40 listed firms which are included on FTSE/JSE Responsible Investment
(RI) index from 2015 to 2019 using the instrumental variable estimation technique to address
endogeneity. From the empirical analysis, overall ESG rating is observed to significantly
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improve accounting andmarket-based indicators of financial performancewhen controlling for
endogeneity. Social factors are found to enhance firm’s accounting performance. In addition,
weak evidence is found in support of the role of environmental and governance indicators on
financial performance which could signify that the markets are yet to reward such initiatives.

The analysis undertaken in this paper contributes to the literature in the following ways [3].
First, it extends the literature on JSE-related studieswhich havemainly been limited to the effect of
corporate social responsibility (CSR) (Du Toit and Lekoloane, 2018; Mohmed et al., 2020), social
performance disclosure (Sampong et al., 2021), governance disclosure (Abdo and Fisher, 2007) on
financial performance and ESG disclosures on cost of capital (Johnson (2020). These studies
endeavour to touch on the subsets of corporate sustainability, including CSR and corporate
governance, creating gaps on the entire sustainability constructs covering environmental, social
and governance which this study aims to address (Abukari et al., 2023). In addition, the CSR
practiceswhose indicators arequalitative innaturedominates studies fromSouthAfrica and these
are based on the overarching concerns around social and environmental issues. The qualitative
characteristics of CSR indicators pose a challenge to firms due to the difficulties in measuring
sustainable efforts. Pagano et al. (2018) define ESG ratings as a framework for assigning scores to
a company, sector or a country’s performance and practices in the areas of ESG factors, and these
ratings are measured in a systematic way to yield a combined ESG score for that entity, industry
or country. ESG ratings are made up of the overall rating that stems from underlying Pillar and
Thematic Exposures and Scores built on over 300 individual indicator assessments tailored to
each entity’s unique circumstances (FTSERussell, 2020). The ESG ratings are used to assess how
well an entity incorporates sustainable and responsible practices into its operations, and how it
manages risks and impacts related to the environment, social issues and corporate governance.
Investors take interest in ESG ratings of companies for crafting investment strategies and
decision-making.TheyuseESGratings to evaluate sustainability performance and the risk profile
of firms as this helps identify firms that alignwith their values, manage risks effectively and have
potential for long-term sustainable growth. Higher ESG ratings may also be viewed by
stakeholders that a firm is being a responsible citizen thus builds trust in the company and brand
loyalty to its products and services it offers, increase reputation and strengthens relations with
stakeholders (Billio et al., 2021; Pagano et al., 2018).

In addition, companies with very high ESG ratings are often perceived as less risky and
more sustainable thus attracting capital at lower costs. More so, higher ratings enhance credit
worthiness which may lead to lower borrowing costs and improved credit terms (Johnson,
2020). This study goes beyond the qualitative nature of CSR indicators and adopts ESG
ratings criteria, which focuses on the quantitative results of firms’ sustainable efforts leading
to the measurability of those business efforts. South Africa’s energy and water intensive
industries, such as mining and agriculture, face a plethora of ESG risks including those that
are climate-related such as extreme weather events, chronic heat waves, erosion and rising
sea levels. Most of these climate-related risks emanate from South Africa’s reliance on fossil
fuels for energy output, therefore the results of the study may help businesses prioritise ESG
risks and practices as these pose huge threats for firms viability (Vez�er and Mayaki, 2019).
Second, this paper also accounts for some classic econometric issues associated with the
modelling of the relationship between ESG and financial performance such as endogeneity
and simultaneity biases, which have been ignored by the prior literature to date (Velte, 2017;
Deng and Cheng, 2019; Rahi et al., 2022; Hasan et al., 2022; Friede et al., 2015; Zhao et al., 2018;
Mohammad and Wasiuzzaman, 2021; Franz�en, 2019; Petitjean, 2019; Folger-Laronde et al.,
2020; Amin and Tauseef, 2022). This paper addresses these issues and makes a
methodological contribution with the use of two-stage least squares estimation approach
to provide robust evidence on the relationship between ESG and CFP.

The rest of the paper is organised as follows: Section 2 presents an overview of the JSE and
ESG practices in South Africa, while Section 3 outlines the theoretical framework
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and presents the research hypotheses. Section 4 reviews the empirical literature on ESG and
financial performance. Sections 5 and 6 discuss the empirical strategy and the findings
respectively, while Section 7 concludes the research and presents policy recommendations.

2. Background of the study: the JSE and ESG practices in South Africa
The JSE currently offers two responsible investing indexes. These are the FTSE/JSE
Responsible Investment Top 30 Index and the FTSE/JSEResponsible Investment benchmark
(Verney, 2018). The listing on the Johannesburg Stock Exchange (JSE) requires compliance
with the King IV report on corporate governance to enhance better disclosure of
environmental and social performance. This is viewed as essential in enhancing firms’
capital allocation and risk pricing which are crucial ingredients to deliver an efficient market.
According to the Department of National Treasury (2020) the Sustainable Finance Initiative
for South Africa was developed to stimulate the attainment of sustainable economic and
industrial activities which identifies, accommodates, and takes into account environmental
and societal risks that can impact the stability of the financial sector. Thus, the JSE provides a
platform for attracting investments earmarked for sustainable activities.

South Africa, like other emerging economies, is not lagging in the pursuit of sustainable
environmental practices as evidenced by its national pledge of achievingNet Zero emissions by
the year 2050. Given that the country emits heavygreenhouse gases, as the bulk of its electricity
is generated from coal, this presents a huge opportunity for renewable energy investments and
other low-carbon technologies (OECD, 2021; Sulla, 2020). In addition, the social condition in
South Africa warrants consideration as the country has high income inequality which stood at
63 in 2014/15 as measured by Gini coefficient, which represents one of the highest rates in the
world. Mdluli and Dunga (2022) assert that the social inequality in South Africa is further
widened by high HIV rates of 13.7%, unemployment rates of 35.3% and over 55.5% of
population living in poverty which is at the national upper poverty line of approximately ZAR
1,335 in 2021. These environmental and social considerations highlight the need for social
responsibility efforts in South African firms, particularly those listed on the JSE.

To tackle these and other challenges, the government enacted a number of policies to
interconnect the physical environment, natural resources and ethics to guide government
structures in ensuring better stewardship and sustainability. A number of policies have been
put in place to drive sustainable behaviour in the economy including The Carbon Tax, The
National Environmental Management Act and the Integrated Resource Plan with regards to
environmentally sustainable practices. Furthermore, the Reconstruction and Development
Plan, The Growth, Employment and Redistribution Policy, and The Broad Based Black
Economic Empowerment Act aim to address the social element of sustainability. Finally, the
King IV report on Corporate Governance emanated to improve civil society and business
practice by setting out principles aimed at achieving better corporate governance (Pfaff,
2021). Given the ESG issues South Africa has, it is clear that there is an expectation for firms
to do more for their stakeholders to address its investment in ESG activities. By adopting
ESG practices, firms will gain the trust of their stakeholders, which may ultimately lead to
long-term relationships that may benefit firms financially.

3. Theoretical framework
The relationship between ESG ratings and CFP is underpinned by neo-classical economic
theories on behavioural economics, rational choice and stakeholder-agency theories. Under
the neo-classical school of thought, Friedman (1970) posit that if a firm pursues social
activities, it incurs costswhich reduce profits available for distribution to shareholders (Landi
and Sciarelli, 2019). This idea asserts that the social responsibility of a business is to
maximise financial returns and predicts that a firm’s pursuit of non-financial goals obscures
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it from maximising shareholders wealth. By applying a cost-to-benefit lens, this theory
attempts to widen traditional neo-classical approaches by incorporating the negative impact
(i.e. costs in investing in non-financial goals such as ESG practices) within traditional pricing
systems (Flores and Sarandon, 2004). However, we argue that while the desired outcome is
indeed positive financial returns, managers need to be aware of the specific input required to
achieve the desired output, particularly when operating within an emerging economy. With
limited knowledge on the non-financial goals that lead to positive financial performance, this
study aims to address this theoretical gap by analysing the effect of investing in ESG
practices (as the input) on CFP (as the output).

In the same vein, according to Beerbaum and Puaschunder (2019), behavioural economic
theory assumes that human beings use heuristics in making choices for themselves and their
communities. Though these mental shortcuts enable humans to cope with a complex world
and its surroundings, these heuristics expose humans to biases and ultimately result in
failures in making rational decisions. Thus, the theory questions the assumption that
individuals make rational decisions as behavioural economists argue that people are often
influenced by impulsivity, their surroundings, their emotions rather than science when
making decisions, and likely chase short-term gains than long-term rewards (Witynski, 2022).
Given that ESG practices seek long-term financial gains, both neo-classical and behavioural
economic theories anticipate a negative relationship between ESG activities and financial
performance. Based on the neo-classical school of thought, behavioural economic theories
and empirical evidence of Rahi et al. (2022), it can be hypothesised that:

HA0. ESG ratings have no impact on financial performance.

HA1. ESG ratings have a significant negative impact on financial performance.

The rational choice and stakeholder-agency theories explain the positive effect of ESG factors
on financial performance. First, the rational choice theory (RCT) is another classical economic
theory which assumes that human beings make decisions after evaluating a number of factors
and then select the decision that will provide themwith the greatest benefit. The RCT assumes
that individuals logically make an investment decision after weighing costs and benefits and
seek the option that maximises return. Since individuals interests are an increase in return,
therefore if the assessed ESG costs are lower than ESG returns then it is aligned to their best
interest (Marinescu, 2016; Bowen, 2018; Robinhood, 2022). The consideration of logical process
in selecting investment choices after weighing costs and benefits plus inclusion of future
uncertainties to generate return is akin to ESG investing. However, this theory is largely based
on individual action and does not account for nuances such as cultural or social contexts where
socially responsible activities are undertaken for reasons that are not derived from self-interest.
Therefore, we account for this limitation by applying the stakeholder theory which assumes
that businesses consider the interests of its stakeholders when it makes its business decisions
as firm’s value is created through the interdependence between the firm and its stakeholder
groups which include; financiers, customers, suppliers, communities, employees, government,
etc. (Wijnberg, 2000). Stakeholders are nowmore interested in firm’s sustainability activities as
these enhance better prospects of its long-term survival and profitability. ThusESG ratings are
a useful instrument firms can utilise to fulfil stakeholder interests, resulting in improved
sustainable practice ratings and reputation which leads to increased financial performance
(Velte, 2017). Jensen andMeckling (1976) explain the agency theory as a relationship between a
principal and an agent to make some investment decisions that maximise revenue and
minimise costs. The agency theory explains shareholder wealth maximisation throughmetrics
such as return on equity (ROE) and return on assets (ROA). By carefully selecting investments
which are environmentally friendly, it shows that management is fulfilling their fiduciary duty
of increasing thewealth of the shareholders as they viewhigherESG ratings as an indication of
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risk management which points to better performance of a company’s shares in future (Rahi
et al., 2022). The rational choice and stakeholder-agency theories, along with the empirical
evidence of prior studies (Velte, 2017; Aboud and Diab, 2018; Deng and Cheng, 2019;
Mohammad and Wasiuzzaman, 2021) suggests that:

HB0. ESG ratings have no impact on financial performance.

HB1. ESG ratings have a significant positive impact on financial performance.

The environmental dimension of ESG refers to a firm’s impact on the natural environment
where factors such as carbon emissions, resource efficiency, reticulation of waste and laws
around environment influence financial performance. Firms that adopt sustainable practices
and mitigate their environmental risks are inclined to enjoy cost savings from energy
efficiency measures, avoid penalties for law breaches, improved media headlines, access to
new markets and customers which are environmentally sensitive, and these point to better
financial performance of an entity (Amin and Tauseef, 2022; Shakil et al., 2019; Khlif et al.,
2015). This paper therefore hypothesises that:

HC0. Environmental ratings have no impact on financial performance.

HC1. Environmental ratings have a significant positive impact on financial performance.

The social dimension of ESG encompasses a firm’s relationship with its employees,
customers, suppliers and local communities. The social activities like good labour practices,
employee satisfaction, diversity and inclusion, customer satisfaction and community
engagement can impact financial performance. Thus, positive social practices enhance
employee productivity, lowers employee turnover, improves customer loyalty and trust,
facilitates good relationships with suppliers and ultimately leads to a positive brand image.
These factors are ingredients to increased sales, reduced operating costs, better risk
management thus improving overall financial performance of an entity (Khlif et al., 2015;
Mohammad and Wasiuzzaman, 2021). As such, it is hypothesised that:

HD0. Social ratings have no impact on financial performance.

HD1. Social ratings have a significant positive impact on financial performance.

The governance dimension of ESG refers to a company’s internal management structure,
board composition, transparency and ethical practices. Robust governance structures ensure
sound decision-making, proper risk management and accountability in organisations. Thus,
sound governance practices can attract investors, reduce the cost of borrowing loans from
banks and improves transparency about firms ESG’s risks which helps alleviate information
asymmetry and can lower a company’s exposure to risk. Therefore strong corporate
governance is aligned with better financial performance of a company (Rahi et al., 2022;
Hunjra et al., 2020). From the literature, it is therefore hypothesised that:

HE0. Governance ratings have no impact on financial performance.

HE1. Governance ratings have a significant positive impact on financial performance.

To summarise the discussion on the theoretical framework and prior studies leading to the
development of the research hypotheses, Figure 1 presents the hypothesised relationships of
the ESG components and CFP.

4. Empirical literature
Similar to the conflicting effect of ESG on financial performance as evidenced by the preceding
theoretical discussions, the empirical literature remains inconclusive, with evidence of either
negative, positive or non-existing effects (Velte, 2017; Deng and Cheng, 2019; Rahi et al., 2022;
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Hasan et al., 2022; Friede et al., 2015; Zhao et al., 2018; Mohammad and Wasiuzzaman, 2021;
Franz�en, 2019; Petitjean, 2019; Folger-Laronde et al., 2020; Amin and Tauseef, 2022). In
instances where positive relationships were established, Velte (2017) found evidence in support
of a positive effect of ESG scores on ROA but no relationship was found between ESG scores
and market-based financial measures in the German market. Deng and Cheng (2019) studied
China’sA share listed firms and the results showeda positive relationship betweena firm’sESG
indices and the performance of its shares. The results also showed the impact to be stronger for
private firms than state entities, and for secondary industry sectors than the tertiary industry.
This difference is largely due to manufacturing and processing industries’ ratings on
environmental aspects including high pollution, waste management and weak efficient water
usage. Mohammad and Wasiuzzaman (2021) also found a positive relationship between ESG
disclosures with financial performance even after controlling for competitive advantage, as the
focus on sustainability was found to help firms manage their resources efficiently thereby
saving on costs and eventually increasing firm’s value. Albitar et al. (2020) weighed in and
established that ESG disclosures help improve financial performance both before and after the
introduction of integrated reports in the UK in 2013. On the contrary, Hasan et al. (2022), Amin
and Tauseef (2022) and Franz�en (2019) reported the negative effect of ESG on financial
performance. First, Hasan et al. (2022) found a negative relationship between accounting
measures (ROA and cash flow margin) and environmental performance of banks but an
insignificant relationship with market measures (i.e. Tobin’s Q). Amin and Tauseef (2022)
established that overall ESG ratings reduce both accounting performance and market-based
performance for firms in the financial sector.

Conversely, the ESG score for firms not operating in the financial sector shows a positive
relationship between environment and market-based performance and this is owing to

HA1
HB1

HC1

HD1

HE1

Source(s): Authors’ design from theoretical framework

Figure 1.
Hypothesised
relationships
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government incentives to green industries and compulsory reporting on pollution and
environmental audits when applying for financing. Franz�en (2019), in the study conducted
between 2002 and 2017, found that firms with low ESG scores outperform firms with higher
ESG scores, as ESG firm portfolios are subjected to higher negative abnormal returns due to
costs of high ESG practices which exceeds the benefits. Moreso, investors overestimate high
ESG benefits or underestimate its costs thus resulting in stock mispricing which manifest in
negative abnormal returns. In addition, the presence of similarities in portfolio systematic risk
contributes to making diversification difficult. Lastly, Rahi et al. (2022), Petitjean (2019), Folger-
Laronde et al. (2020) have not found strong evidence in support of a relationship between ESG
and financial performance. Rahi et al. (2022) found no relationship between ESG performance
and the accounting measure (ROI), while Petitjean (2019) reported a weak relationship between
ESG scores and financial performance following the 2008–2009 financial crisis because
stockholders perceived that the sustainability activitieswere done sacrificing future alternative
investment activities thereby cutting down the potential generation of firm’s income thus
jeopardising its market value. Furthermore, Folger-Laronde et al. (2020) studied ESG ratings
during the COVID-19 pandemic and postulated that higher ESG ratings do not provide
resilience to financial loses during a crisis-induced market crash, pointing to the weakness of
the sustainability indicator used to measure ESG ratings as unable to adequately assess the
ability to resist losses during crisis, making ESG inefficient in risk management.

Similar to aggregate ESG score, the effect of individual ESG dimensions/ratings on
financial performance is also inconclusive. Under the positive theme, B�atae et al. (2021) and
Amin and Tauseef (2022) reported that reductions in environmental emissions increase both
accounting and market returns, mainly attributed to the incentives received from the
government towards green industry development thereby boosting financial performance.
Similar results were also reported by Shakil et al. (2019) for banks in emerging markets.
In contrast, other studies by Hasan et al. (2022) and Samet and Jarboui (2017) have found
banks that invest a lot in environmental initiatives struggle to efficiently manage cash flows
thus harming a bank’s market value. From the social component of ESG, higher social
performance proxied by product responsibility, encompassing data privacy policy, quality
management systems, products and services for low-income customers, and CSR practices
hamper financial performance. Hasan et al. (2022) also find that CSR initiatives do not
ameliorate a firm’s free cash flow problems. Instead, Amin and Tauseef (2022) identify that
higher social practice ratings harm a firm’s market performance.

Finally, the study on governance factor ratings and ESG has inconclusive results as well.
Amin and Tauseef (2022) showed a positive relationship between governance and market-
based performances particularly when driven by foreign investors entering the Chinese stock
market as foreign investors prioritise good governance structures and whether they are in
place. Within the South African context, Ntim and Soobaroyen (2013) established that
corporate governance combined with CSR initiatives has a stronger positive effect on
financial performance than CSR alone. Further, it was also noted by Harun et al. (2020) that
the size of a board of directors positively affects sustainability disclosures. Generally, the
ownership of a firm that is concentrated among a few individuals results in poor financial
performance, whereas the concentration of ownership by internal members of the
organisation decreases agency costs and consequently improves financial performance
(Xu andWang, 1999). Conversely, B�atae et al. (2021) found that a change in the management
and oversight score as a proxy for governance, negatively affects accounting measures and
also identified that market measures are negatively related with the following governance
measures: board characteristics, directors’ compensation, independence of nomination
committee and CEO-Chairperson duality. Harun et al. (2020) also found that CSR disclosures
are negatively influenced by CEO duality.
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5. Research design
5.1 Population and sample
In this paper, the target population comprised of companies listed on theFTSE/JSEResponsible
Investment Index. FTSERussell entered an arrangementwith the JSE and created a FTSE/JSE
Responsible Investment Index with listing commencing from 2015. FTSE Russell does the
periodic evaluation of firms that are included on the index and when the firm no longer meets
the listing criteria it is then dropped from the index and new firmswhich qualify are added. The
reason for adoption of this as the population is because all firms listed on the index are known to
be practising ESG investing as that is the qualifying criteria to be included on the index (JSE
FTSE Russell, 2015). The total firms listed on the FTSE/JSE RI Index in 2015 was 64 and 14 of
these firms were dropped from the index by December 2019. The FTSE classified 10 of the 64
firms as foreign entities, and these were also excluded from the list to ensure the data is
specifically from South Africa. As a result, the final sample studied was 40 listed firms.

5.2 Data source, sample and period
The paper employs ESG data from the FTSE Russell’s database. The data from the FTSE
Russell’s database comprises of ESG ratings for all FTSE/JSE listed firms and its three
pillars. The data is also categorised into industry sectors, super sector and each company is
identified by the unique International Securities Identification Number (ISIN). Given that
FTSE uses its ESG data to screen for firms that qualify to be listed on the FSTE/JSE RI index,
the data is thus believed to be a true representation of the firms under study. Financial data
was gathered from the Bloomberg database, company websites and the JSE website. There
are various international agencies that provide ESG ratings and these include: Bloomberg,
ASSET4, Sustainalytics, FTSE Russell, MSCI, S&P Global and Moody’s. Due to different
methodologies adopted in compiling data, ESG performance results differ across rating
agencies. Therefore to achieve consistency in results, this study restricted itself to the FTSE
Russell database for ESG ratings (Gregory, 2022; Hasan et al., 2022).

Although the target population comprised of companies listed on the FTSE/JSEResponsible
Investment Index, the sample selected for the study covered 40 JSE listed firms included in
FTSE/JSE Responsible Investment Index between 2015 and 2019. The reasons for the selection
of this period are that the FTSE/JSEResponsible Investment Indexwas launched in 2015, hence
data could reliably be found from 2015. The selection of cut-off of 2019 as the end period of the
dataset was to eliminate the confounding effects of the COVID-19 pandemic on financial data
and its potential biases in distorting the central hypothesis of the paper. Furthermore, the period
of 5 years under investigation is considered long enough to warrant any ESG benefits to accrue
to investors, aligning with Rahi et al. (2022) who studied the same period of 2015–2019. Even
though a longer timeframe beyond five years would have been ideal, the research utilised the
periodwhendatawas available. TheFTSERussell does the periodic evaluation of firms that are
included on the index and when the firm no longer meets the listing criteria it is then dropped
from the index and new firms which qualify are added. The reason for adoption of this as the
population is because all firms listed on the index are known to be practising ESG investing as
that is the qualifying criteria to be included on the index (JSE FTSE Russell, 2015). Out of the
total firms (64) listed on the FTSE/JSE RI Index in 2015, 14 firms were dropped from the index
by December 2019, with an additional 10 firms classified as foreign entities and excluded from
the list to ensure the data is specifically from the South African context. As a result, the final
sample studied was 40 listed firms. The sample selection is summarised in Table 1.

5.3 Model specification
This paper adapts the regression model of Zhao et al. (2018) and Landi and Sciarelli (2019) to
examine the impact of overall ESG ratings on CFP as defined in Equation (1) as:
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CFPi;t ¼ β0þβ1ESGi;t þβ2DERi;t þβ3DIV i;t þβ4MCAPi;t þβ5SIZEi;t þβ6OPMi;t þℇi;t (1)

Equation (1) is expanded into Equations(2)–(4) by replacing ESG ratings with its respective
pillars (E, S and G) on CFP as shown below:

CFPi;t ¼ α0 þ α1Ei;t−1 þ α2DERi;t þ α3DIV i;t þ α4SIZEi;t þ α5OPMi;t þ εi;t (2)

CFPi;t ¼ δ0 þ δ1Si;t−1 þ δ2DERi;t þ δ3DIV i;t þ δ4SIZEi;t þ δ5OPMi;t þ ei;t (3)

CFPi;t ¼ θ0 þ θ1Gi;t−1 þ θ2DERi;t þ θ3DIV i;t þ θ4SIZEi;t þ θ5OPMi;t þ ηi;t (4)

where CFP denotes CFP proxied by ROA, ROE and Tobin’s Q; ESGi,t represents the overall
Environment, Social and Governance (ESG) rating from the FTSE/JSE Responsible
Investment Index; DER, DIV , MCAP, SIZE and OPM represent debt-to-equity ratio,
dividend pay-out ratio, market capitalisation, firm size and operating margin respectively.

The accounting- andmarket-based indicators (ROA, ROE andTobin’s Q) employed in this
paper are in line with (Hasan et al., 2022; Velte, 2017). The ESG ratings measured on a scale of
1–5 extracted from the FTSE Russell database have also been extensively used in the
literature (B�atae et al., 2021; Hasan et al., 2022; Rahi et al., 2022; Abdi et al., 2020; Akisik and
Gal, 2017). The paper also controls for firm size, as measured by the logarithm of total assets
of a firm, as larger firms can make the most out of economies of scale thereby influencing
profitability. In linewithVelte (2017), Abdi et al. (2020), B�atae et al. (2021) andRahi et al. (2022),
the paper also controls for the debt-to-equity ratio, operating profit margin, dividend pay-out
ratio and market capitalisation. The summary of the variables is presented in Table 2.

6. Empirical findings and discussion
6.1 Descriptive statistics
The descriptive statistics of the variables presented in Table 3 show that on average the firms
listed on FTSE/JSE RI Index have an ESG overall rating of 3.548 and a standard deviation of
0.64 showing a low dispersion from the mean. The governance pillar has the highest average
rating of 4.224 indicating that firms are investing more in governance initiatives and
performing better in it, followed by the environmental pillar with a rating of 3.259. The social
pillar has the lowest average rating of 3.227, revealing the underwhelming commitment of
South African firms to social initiatives which is a concern in a country grappling with high
social and income inequalities. The overall ESG score largely suggests that most firms have
good ESG ratings and are consistent with the requirement of good governance for listed
entities (Institute of Directors in Southern Africa (IoDSA), 2016). A maximum return of
41.46% for ROA and 108.75% for ROE was calculated with mean scores of 6.42 and 18.32
respectively. This result highlights that firms listed on FTSE/JSE RI index are efficient at
generating operating profit from the invested capital. The same can be said for the operating
profit margin, which yielded a maximum profit margin of 76.18% and returned a mean of
18.6. Tobin’s Q shows amean of 1.79 andmaximum return of 8.84 indicating that on average,

Sample (N) Percentage

Initial sample in the FTSE/JSE RI Index in 2015 64 (320) 100
Firms dropped from FTSE/JSE RI Index by 2019 14 (70) 22
Firms classified as foreign entities 10 (50) 16
Final sample (of South firms) for analysis 40 (200) 63

Note(s): N 5 Observations
Source(s): Authors’ design

Table 1.
Sample selection
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the market value of assets from firms listed on the FTSE/JSE RI Index are above their
replacement costs and thus perceived as expensive by JSE investors. On the other hand, the
average debt-to-equity ratio for FTSE/JSE RI Index listed firms is 59.6, indicating that the
firms have mostly leveraged their equity. The dividend pay-out ratio returned a mean of
68.28, suggesting that on average the firms are generous in issuing dividends, thus signalling
a healthy financial status.

Variable Proxy summary Expected symbol

Dependent variables
ROA EBIT/Total Assets
ROE EBIT/Total Equity
Tobin’s Q (Equity þ Debt market values)/Book values

Independent variables
E Score Environment performance rating þve
S Score Social performance rating þve
G Score Governance performance rating þve
ESG ESG Overall performance rating �ve/þve

Control variables
SIZE Logarithm of Total Assets of firm þve
DER Debt-to-Equity ratio �ve
OPM Operating Margin �ve
DIV Dividend Pay-out Ratio þve
MCAP Market Capitalisation þve

Source(s): Authors’ design

Mean Median SD Min Max N

Dependent variables
ROA 6.423 4.560 8.268 �15.290 41.460 200
ROE 18.320 15.760 19.331 �27.340 108.750 200
TOBINQ 1.793 1.330 1.196 0.630 8.840 200

Independent variables
ESG Score 3.548 3.600 0.641 2.000 5.000 200
E Score 3.259 3.350 1.097 0.800 5.000 200
S Score 3.227 3.300 0.812 1.000 5.000 200
G Score 4.224 4.300 0.630 2.000 5.000 200

Control variables
DER 59.597 44.885 66.473 0.000 607.480 200
DIV 68.287 63.820 62.868 0.000 731.730 181
MCAP 1.02Eþ11 4.50Eþ10 1.85Eþ11 9.36Eþ09 1.51Eþ12 200
SIZE 11.254 11.042 1.472 8.930 14.802 200
OPM 18.622 15.420 17.948 �33.640 76.180 200

Note(s): ROA5 Return on assets; ROE5 Return on equity; TOBINQ5 Tobin’s Q; E5 Environment rating;
S 5 Social Rating; G 5 Governance rating, ESG 5 Aggregate ESG rating; DER 5 Debt-to-Equity ratio;
DIV 5 Dividend pay-out; MCAP 5 Market capitalisation; Size 5 Natural logarithm of total assets;
OPM 5 Operating margin
Source(s): Authors’ estimates from research data

Table 2.
Definition of variables

Table 3.
Descriptive statistics
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6.2 Regression results[4]
The results of the panel regression analysis from Equation (1) relating to the effect of ESG
ratings on indicators of financial performance are presented in Table 4. The fixed effects
model (FEM), random effects model (REM) and two-stage least squares (2SLS) estimations
techniques are employed on two variants of Equation (1) (i.e. the first variant, Equation (1A)
uses the level ESG rating while the second equation (1B) employs the lagged value of ESG as
the independent variable). Following Hasan et al. (2022), we employ the debt-to-equity ratio,
dividend pay-out ratio, market capitalisation, firm size and operating profit margin as
instruments for ESG scores in the first stage analysis. The insignificance of the Sargan (1958)
and Basman (1960) tests confirms the validity of the instrument while the significance of the
Durbin (1954) and Wu-Hausman tests (Wu, 1974; Hausman, 1978), justifies the use of the
instrumental variable regression technique.

From Table 4, the coefficient of ESG score is negative but insignificant for all the three
financial performance indicators (ROA, ROE, TOBIN’SQ) from either REMor FEMmodels. On
the contrary, the results of the 2SLS estimation show a positive and significant effect of ESG
ratings on ROE (6.847) and Tobin’s Q (0.267) at 5% significance levels. Similarly, the lagged
ESG is found be positive and significant at 10% for ROA and Tobin’s Q and 1% for ROE in
Model 1B, suggesting that improvements in ESG ratings over time have a positive effect of
financial performance. From the estimated coefficient, 1 unit of ESG initiative leads to 6.847
units of return on equity and 0.267 units of Tobin’s Q. This is consistentwith the rational choice
and stakeholder-agency theories, and the findings of prior research (Velte, 2017; Aboud and
Diab, 2018; Deng and Cheng, 2019; Mohammad and Wasiuzzaman, 2021) found that ESG
ratings enhance the accounting performance of firms. This indicates that a firm’s investment in
sustainable practices such as re-useable resources, reducing emissions and water saving
practices, having a better management structure, a fair remuneration framework and
implementing sustainable policies will be positively reflected in its bottom-line performance.

From our examination of the control variables, we noted some remarkable results. The
coefficient sign for control variables is the same for bothModel 1 for overall ESG andModel 2
for individual ESG pillars. By applying Hausman tests and 2SLS tests, we find that debt-to-
equity has a negative significant coefficient with ROA and but a positive significant
coefficient with Tobin’s Q on both Models 1 and 2. This means that the debt firms are
acquiring are not being utilised in increasing the revenue generating capabilities of a firm to
help increase its ROA. These results align with Johnson (2020), who finds a negative
relationship between composite ESG disclosures and the weighted average cost of capital.
However, the results of Tobin’s Q suggest that the more the debt the firms acquires, the
greater the value of the firm. The firm’s size is also noted to have a negative and significant
coefficient with all dependant variables, implying that firms with more assets have a lower
ability to generate positive returns, particularly when income does not increase with the
accumulation of assets. This can be explained from the perspective of firms with greater
assets, as they havemore visibility and can therefore attractmore stakeholders. As suchmore
resources are channelled towards public relations management thus harming profit. This is
consistent with neo-classical theories (Rahi et al., 2022).

Dividend pay-out was seen to have a positive association with Tobin’s Q, however the
result is not statistically significant implying that it does not influence the financial
performance of a firm as per the recent study of Abdi et al. (2020). Both market capitalisation
and operating profit margin are found to have a positive effect on the dependent variables in
both Model 1 and Model 2, except for operating profit margin whose coefficient is not
significant on Tobin’s Q. Therefore, these control variables positively influence the
accounting performance of JSE listed firms.

The results of the panel regression analysis of regression Equations (2)–(4) on the effect of
ESG pillars ratings on financial performance are presented in Table 5. Unlike Equation (1),
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Table 5.
ESG dimensions and
financial performance

(Equations (2)–(4))
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the results in Table 5 are limited to the effect of the lagged values of dimensions of ESG on the
three proxies of CFP. The results from Table 5 show that the coefficient of the lagged
environmental score on accounting profits (ROA, ROE) and market performance (Tobin’s Q)
from 2SLS estimations are observed to be positive and significant. The observed effect on
Tobin’s Q also suggests that the market already knows of the high environmental
shortcomings of the firms in the country. The coefficients of the lagged social and governance
scores are observed to be negative and significantly related to Tobin’s Q, suggesting that
efforts by firms to improve social standing of communities are valued by stakeholders and in
all likelihood, acknowledge the efforts SouthAfrican firms aremaking to reduce high levels of
inequalities, and are yet to translate into their bottom line. This finding is consistent with
Landi and Sciarelli (2019), who postulates that stockmarkets do not reward firms that engage
in socially responsible activities. In addition, Johnson (2020) also reported a negative
relationship between governance disclosure and cost of capital, suggesting that South
African firms with high scores on governance disclosures enjoyed lower costs when
borrowing funds. This is inconsistent withAhmad et al. (2021), who postulates that social and
governance performances have positive and significant impact on the earnings per share of a
firm. There is an expectation that social initiatives should directly reward the generous
efforts of equity holders in assisting address poverty in South Africa given the high-income
inequality of the population.

7. Summary and conclusions
Considering the growth in ESG investments in South Africa over the recent years, this paper
employed panel regression techniques to examine the effect of ESG ratings on financial
performance of 40 JSE-listed firms included on FTSE/JSE RI between 2015 and 2019. The
results of the 2SLS instrumental variable estimation of the panel regression models find
evidence in support of the positive effect of ESG activities on firms’ ROE and Tobin’s Q
performance. As such, this paper made a methodological contribution by accounting for the
classic econometric issues, such as endogeneity and simultaneity biases that were not
considered by prior studies (Franz�en, 2019; Petitjean, 2019; Folger-Laronde et al., 2020; Amin
and Tauseef, 2022). The second contribution of this research was made by analysing the effect
of the entire sustainability construct as a collective initiative on firms’ finance performance,
where prior studies (Du Toit and Lekoloane, 2018; Sampong et al., 2021; Abdo and Fisher, 2007)
merely applied the subsets of corporate sustainability. Furthermore, the lack of conclusive
findings from research conducted on this topic required empirical verification of the
relationship betweenESGandCFPof firms operating in an emerging economy and listed on the
JSE. The empirical results of this research have contributed towards the sustainability
discourse by analysing the instantaneous and lagged effect on ESG investments on CFP.

In respect of the ESG pillars (see Table 6), a positive relationship is observed between the
environmental pillar and financial performance, indicating that firms’ activities to reduce

ROA ROE TOBINQ
Level Lag Level Lag Level Lag

Aggregate ESG score þve þve* þve* þve* þve* þve*
Environment score n/a þve* n/a þve* – þve*
Social score n/a þve n/a �ve n/a �ve*
Governance score n/a þve n/a �ve n/a �ve*

Note(s): * denotes significance based on 2sls estimations in Tables 4 and 5
Source(s): Authors’ design

Table 6.
Summary of findings
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greenhouse gas emissions, use environmentally friendly products and/or implement water
saving initiatives have translated into significance gains in the bottom line of the sampled
firms. In contrast, the social and governance pillars were found to have negative effect on
CFP. Overall, ESG ratings positively affect specific accounting-based and market-based
measures, namely ROE and Tobin’s Q ratio, providing support for the rational choice and
stakeholder-agency theories that ESG initiatives enhance the financial performance of
firms. Furthermore, the lagged ESG rating was found be positive and significant for the
accounting- and market-based measures employed in the paper, indicating that an
investment in ESG initiatives over time positively contributes to the financial performance
of firms.

Several implications of the findings from this paper can be inferred to the leadership of
firms, investors, market players and regulators. It is evident from the results that if a firm
focuses on enhancing its ESG ratings, this will ultimately increase its attractiveness to other
stakeholders. First, the observed positive effect on market performance highlights the value
investors place on ESG ratings. The implications to company management and those in
charge of governance practices are based on the trade-off between the choice of long-term
returns through focusing on ESG practices across all three pillars and the of pursuit of short-
term profits. Investing in sustainable practices (ESG initiatives) helps create a good social
image for firms and results in positive returns. For instance, the investment in water saving
methods, including water recycling and the use of rawmaterials that use less water, creates a
good climate image for the firm and in addition, results in cost savings which increase profits
in the long run. The transparency of information regarding financial performance,
investment opportunities, risk management strategies and diversity of board members in
terms of gender, racial background and disability reflects positively on the governance of
firms and is an attribute required for a firm to be sustainable. A composite of these activities
by company management can create long-term sustainable financial returns for the firm. It is
evident that the engagement in ESG activities by firms indeed provides firms with positive
financial returns and could also help stabilise capital markets, in particular the JSE, by
attracting capital that is linked to sustainable practices. Firms engaging in ESG practices are
perceived as less risky and therefore could experience less volatility. It is important for
financial markets to develop ESG-related financial instruments that can suite and incorporate
small-to-medium-sized enterprises as these firms play a huge role in implementing
sustainable practices and contribute towards meeting of the UN’s Sustainable
Development Goals.

There are pertinent limitations that the study is exposed to which brings in perspectives
for further research. A classic example is that study focused on all firms listed on the FTSE/
JSE Responsible Investment Index and the index covers all sectors of the economy thereby
the results are generalised to the entire economy. However, each sector of an economy has
risks and opportunities which are distinct therefore the generalisation of results may not be
true to all sectors. As such, future studies should focus on sectorial performance of ESG
initiatives on financial performance as opposed to the overall industry. Despite this limitation,
this paper provided evidence that engaging in ESG practices results in positive financial
returns for firms operating in an emerging economy, like that of South Africa. As such, firms
can contribute towards the betterment of the communities and pursue substantiality
activities while still ensuring positive financial performance. In addition, recognising the
potential non-linear relationship between ESG and financial performance requires future
studies to explore potential thresholds effects, tipping points or nonlinear relationship
between ESG performance and financial outcomes. ESG factors can affect a company’s risk
profile and resilience to external shocks, therefore future research should investigate how
ESG performance influences a company’s ability to manage risks, adapt to changing market
conditions and enhance organisational resilience.
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Notes

1. This is a “European Union classification system” which was developed to clarify environmentally
sustainable investments.

2. “United Nations Principles for Responsible Investment (UNIPRI)” is a United Nations-supported
international network of investors working together to promote the incorporation of environmental,
social and governance factors into investment decision making.

3. This paper is also extends the study of Khlif et al. (2015) which was limited to the effect of
environmental and social disclosures on corporate finance performance.

4. Before the estimation of the regression models (1 and 2), the independence of explanatory
variables were examined using the threshold of less than 0.7 (70%) to avoid spurious and biased
estimates of the coefficients (Gujarati, 2004). The results presented in Appendix show a very weak
association between ESG and control variables as the coefficients range between �0.22 and 0.63,
of which these values are less than 0.7. Hence, we conclude that estimated effects in the regression
results are free from multicollinearity biases. This observation is also supported by the VIF
presented in Appendix.
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