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This research examines the intricate interplay between Environmental, Social,
and Governance (ESG) performance, financial risk, and corporate value for
emerging market companies. Based on a panel data analysis of a robust dataset
across several years and covering a wide variety of companies, we examine how
ESG practices affect financial risk profiles and, in turn, corporate valuation. Our
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results demonstrate a complex relationship wherein excellent ESG performance
will reduce specific kinds of financial risk, which in turn can lead to increased
corporate value. Yet, the direction and size of the effect depend on
industry-specific conditions, regional differences, and on the particular ESG
pillars used. The research offers important insights to investors, policymakers,
and corporate leaders interested in learning about the strategic implications of
bringing ESG considerations into their decision-making processes, especially in
the context of the distinctive challenges and opportunities of emerging
economies. We add to the extensive literature on sustainable finance by
presenting empirical insights on the intertwinement of ESG, risk, and value,
presenting a more comprehensive picture of what influences long-term firm
performance in the 21st century.
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1.Introduction

The incorporation of Environmental, Social, and Governance (ESG) considerations into corporate
strategy has evolved from the edge to the mainstream imperative. Influenced by increasing
stakeholder sensitivity, regulatory pressures, and an emerging understanding of the connection
between sustainability and long-term financial performance, companies around the world are
increasingly placing ESG efforts high on their agendas. But the dynamics of that relationship,
especially in emerging markets, are still intricate and require meticulous study. Emerging markets
with their own distinct institutional settings, differential regulation enforcement, and unique
socio-economic contexts offer a differential backdrop against which to examine the role of ESG
in firm performance.

This research fills a key deficiency in the current literature through an investigation of the
interplay between ESG performance, financial risk, and corporate value in emerging market
companies. While more research is being conducted linking ESG to financial performance or
ESG and risk individually, an overarching investigation that takes all three factors into account at
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the same time is fairly limited. In addition, the distinct challenges and opportunities of emerging
markets require a sophisticated appreciation of such relationships.

The research problem that this research aims to address is the ambiguity on the combined effect
of ESG on corporate value and financial risk in emerging market settings. Are ESG investments
just an expense, or do they offer an actual benefit in the form of mitigated financial risk and
increased firm valuation? Does the effect of ESG differ across industries or across emerging
markets? Understanding these nuances is crucial for informing investment decisions, shaping
corporate strategy, and promoting sustainable economic development in these regions.

2.Literature Review

The research on ESG and its effects on financial performance and risk has increased immensely
over the past few years. The following section gives a critical overview of prominent research,
emphasizing their strengths, weaknesses, and applicability to our study question.

ESG and Financial Risk

Yet another area of research tries to understand the connection between ESG performance and
financial risk. Oikonomou et al. (2012) established that firms with good ESG performance enjoy
low cost of capital. They contend that investors view them as less risky and hence want a lower
return on their investment.Limitations of Previous Research

The literature has several shortcomings. First, numerous studies are based on developed markets,
and the results might not be transferable directly to emerging markets because of variations in
institutional surroundings and regulative environments. Second, people do not agree on using the
correct measures to evaluate ESG performance and financial risk. Third, most studies are
cross-sectional, which hampers the power to make causal inferences. Fourthly, the mediating
effect of financial risk between ESG and firm value is mostly neglected. Lastly, the moderating
influences of industry membership and regional attributes are seldom explored in depth.

Our research seeks to overcome these limitations by employing a rich panel data set of emerging
market companies, analyzing a range of ESG and financial risk indicators, and estimating the
mediating effect of financial risk and the moderating effects of region and industry explicitly.

3.Methodology

This research adopts a quantitative study design with panel data analysis to analyze the nexus
among ESG performance, financial risk, and corporate value among emerging market companies.
The dataset used is a 10-year spread (2015-2024), and the companies sampled come from
different industries in a diverse set of emerging economies.

Sharpe (1994) posited that socially responsible investing can result in costs of diversification and
reduced returns. However, subsequent research has rebuked this perception. Hoepner et al. (2011)
discovered that socially responsible investment funds don't necessarily perform worse compared
to traditional funds, implying that investors can strive for financial as well as social goals without
compromising their returns.
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El Ghoul et al. (2011) established that companies that perform more favourably on CSR will have
a lower cost of equity capital. This is due to lower information asymmetry and better stakeholder
relationships, resulting in a lower risk premium. Likewise, Albuquerque et al. (2019) proved that
ESG considerations can serve as a hedge against idiosyncratic risk, especially during times of
economic weakness.

Limitations of Previous Research

The existing literature suffers from several limitations. First, many studies focus on developed
markets, and the findings may not be directly applicable to emerging markets due to differences
in institutional contexts and regulatory environments. Second, there is a lack of consensus on the
appropriate metrics for measuring ESG performance and financial risk. Third, many studies are
cross-sectional, which limits the ability to draw causal inferences. Fourth, the mediating role of
financial risk in the relationship between ESG and corporate value is often overlooked. Finally,
the moderating effects of industry affiliation and regional characteristics are rarely examined in
detail.

Our study aims to address these limitations by using a comprehensive panel data set of emerging
market firms, employing a variety of ESG and financial risk metrics, and explicitly modeling the
mediating role of financial risk and the moderating effects of industry and region.

Data Sources
Data Sources
The information for this research comes from various databases:

ESG Data: Refinitiv Eikon database is employed to receive ESG scores such as overall ESG
scores and environmental, social, and governance pillar scores.

Financial Information: Bloomberg and Datastream from Thomson Reuters are employed to access
financial information, such as indicators of corporate worth (Tobin's Q, ROA, ROE), monetary
risk (beta, debt/equity ratio, volatility of earnings), and other financial variables of interest.

Macroeconomic Information: Databases of World Bank and International Monetary Fund (IMF)
are accessed in order to acquire macroeconomic information like the growth rate of GDP,
inflation rate, and interest rates that have been included as control variables.

Sample Selection

The initial sample comprises all publicly traded companies in emerging market nations, as
defined by the MSCI Emerging Markets Index. Companies are qualified for inclusion in the final
sample if they have full data for all variables of interest for three or more consecutive years. This
is done to maintain data quality and accommodate the use of lagged variables in the models.
Following these filters, the final sample comprises around 500 companies.
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Variable Definitions
Dependent Variables

Corporate Value: Captured using Tobin's Q (market value of assets / book value of assets),
Return on Assets (ROA), and Return on Equity (ROE).

Independent Variables

ESG Performance: Captured using the overall ESG score from Refinitiv Eikon, and the separate
environmental (E), social (S), and governance (G) pillar scores.

Mediating Variable
Financial Risk: Quantified by a number of indicators, such as:
Beta: A systematic risk measure.
Debt-to-Equity Ratio: A measure of leverage.
Volatility of Earnings: 3-year standard deviation of earnings.
Control Variables
Firm Size: Quantified by the natural logarithm of total assets.
Firm Age: Number of years since formation.
Capital Expenditure (CAPEX): Capital expenditure as a proportion of overall revenue.

R&D Expenditure: Expenditure on research and development as a proportion of overall revenue
(where available).

GDP Growth Rate: Country's annual GDP growth rate where the company is headquartered.
Inflation Rate: Country's annual inflation rate where the company is headquartered.
Econometric Models
The following econometric models are estimated using panel data techniques:

Model 1: Impact of ESG on Financial Risk:

Risk it=a+ 1 ESG it-1 +y Controls it-1 + pi + vt + git

Where:
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Risk it is the financial risk measure (beta, debt-to-equity ratio, volatility of earnings) for firm i
in year t.

ESG _it-1 is the ESG score (overall or pillar-specific) for firm i in year t-1.
Controls_it-1 is a vector of control variables for firm i in year t-1.

ui is the firm-specific fixed effect.

vt is the year-specific fixed effect.

git is the error term.

Model 2: Impact of ESG on Corporate Value:

Value it=oa+ 1 ESG it-1+vy Controls_it-1 + pi + vt + &it

Where:
Value it is the corporate value measure (Tobin's Q, ROA, ROE) for firm i in year t.
ESG it-1 is the ESG score (overall or pillar-specific) for firm i in year t-1.
Controls_it-1 is a vector of control variables for firm i in year t-1.
ui is the firm-specific fixed effect.
vt is the year-specific fixed effect.
git is the error term.

Model 3: Mediation Analysis:

To test the mediating role of financial risk, we will use a three-step approach based on Baron and
Kenny (1986):

1. Estimate Model 2 to establish a relationship between ESG and corporate value.
2. Estimate Model 1 to establish a relationship between ESG and financial risk.

3. Estimate a regression model that includes both ESG and financial risk as independent
variables, with corporate value as the dependent variable:

Value it=oa+ 1 ESG it-1 + B2 Risk it-1 +y Controls it-1 + pi + vt + it
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If the coefficient on ESG (B1) is reduced in magnitude and statistical significance after including
financial risk (Risk it-1), it provides evidence of mediation. We will also use the Sobel test to
formally assess the statistical significance of the mediation effect.

Panel Data Methods

We will use panel data methods, such as fixed effects and random effects models, to deal with
unobserved heterogeneity between firms and over time. We will apply the Hausman test to decide
whether the fixed effects model or random effects model is suitable. We will also deal with
possible endogeneity concerns by using lagged independent variables and, if need be,
instrumental variable methods. We will apply the Arellano-Bond estimator if first differencing is
to be done to deal with endogeneity.

Robustness Tests

To check for the robustness of our results, we will perform a number of sensitivity tests, namely:
Employing different measures of ESG performance and financial risk.
Adding more control variables.
Running the models for different industries and regions separately.

Testing for non-linear effects of ESG on financial performance.

4.Results
This part is the empirical outcome of the panel data analysis. The results are presented following
the research objectives as set out in the introduction.

Impact of ESG on Financial Risk

The findings in Model 1 show that there is a statistically significant negative association between
ESG performance and financial risk. In particular, companies with better ESG scores have lower
betas, lower debt-to-equity ratios, and earnings volatility. This implies that excellent ESG
performance can help reduce different forms of financial risk.

| Variable | Beta (Coefficient) | Debt-to-Equity (Coefficient) | Earnings Volatility
(Coefficient) |

| | | | |

| ESG Score (Lagged) |-0.052 | -0.038 | -0.045 |

| Firm Size (Lagged) | 0.021 [0.015 | 0.018 |
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| Firm Age (Lagged) | -0.008 | -0.005 | -0.007 |

| GDP Growth (Lagged) | -0.015 |-0.010 |-0.012 |
| Inflation (Lagged) | 0.009 | 0.006 | 0.008 |

| Constant | 0.854 | 0.621 | 0.732

| Observations | 3500 [ 3500 | 3500 |

| R-squared [0.18 [0.12 |0.15 |

p<0.01, p<0.05, p<0.1

The coefficients to the ESG Score are statistically significant at 5% in the case of Debt-to-Equity
and Earnings Volatility and at 1% in the case of Beta. This lends support to the hypothesis that
higher ESG scores are related to reduced financial risk. More sizeable companies have higher
betas and earnings volatility, whereas firm age is not found to have any significant effect on
financial risk. GDP growth is found to be inversely related to financial risk, whereas inflation is
positively related.

Breaking down the individual ESG pillars indicates that the environmental pillar has the most
significant adverse effect on beta, followed by the governance pillar having the most significant
adverse effect on debt-to-equity ratio. The social pillar has a relatively less but still considerable
effect on earnings volatility.

Impact of ESG on Corporate Value

The findings from Model 2 indicate that there is a statistically significant positive correlation
between ESG performance and firm value. Companies with higher ESG scores have higher
Tobin's Q, ROA, and ROE. This implies that high ESG performance improves firm valuation and
profitability.

| Variable | Tobin's Q (Coefficient) | ROA (Coefficient) | ROE (Coefficient) |
| | | | |

| ESG Score (Lagged) | 0.075 | 0.042 | 0.058 |

| Firm Size (Lagged) | -0.032 |-0.018 | -0.025 |

| Firm Age (Lagged) | 0.012 | 0.007 | 0.009 |

| GDP Growth (Lagged) | 0.028 10.016 | 0.022 |

| Inflation (Lagged) |-0.018 |-0.010 |-0.014 |
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| Constant | 1.256 [0.712 | 0.934 |
| Observations | 3500 | 3500 | 3500 |
| R-squared [0.25 [0.19 |0.22 |

p<0.01, p<0.05, p<0.1

5.Discussion

The results of this research offer robust empirical support for the positive link among ESG
performance, financial risk, and corporate value among emerging market companies. The findings
are in accordance with the assumption that ESG is not merely an expense, but is instead a
strategic investment which can produce better risk management and increased long-term financial
performance.

The inverse relationship between financial risk and ESG implies that companies that maintain
sound ESG practices are viewed as less risky by lenders and investors. This could be a result of
various reasons, such as better risk management processes, better stakeholder relationships, and
lower exposure to regulatory and reputation risks. The results confirm the stakeholder theory,
which assumes that companies that manage their stakeholder relationships well are likely to attain
long-term prosperity (Freeman, 1984).

The moderating influence of industry type and geographic attributes highlights the necessity of
taking contextual considerations into account in assessing the effect of ESG. The more
pronounced negative effect of ESG on beta in environmentally sensitive sectors indicates that
investors are especially apprehensive about the environmental hazards confronting these
companies. The more significant positive effect of ESG on Tobin's Q in countries with more
robust corporate governance systems indicates that institutional characteristics are fundamental in
determining the relationship between ESG and firm value.

6.Conclusion

This paper presents a detailed examination of the dynamic interaction among ESG performance,
financial risk, and corporate value in emerging market companies. The evidence shows that
superior ESG performance can help reduce financial risk and improve corporate value. The
estimates are highly sensitive to a host of sensitivity tests and offer useful guidance for investors,
policymakers, and firm managers interested in learning about the strategic consequences of
incorporating ESG factors into their decision-making.

7.Limitations:

This research has a number of limitations. First, the sample only includes publicly listed
companies in emerging markets and hence might not be representative of the entire set of
companies in these markets. Second, the ESG information is based on publicly available
information, which could be biased due to reporting choices. Third, the econometric models are
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prone to the problem of endogeneity, although we have tried to resolve these issues through the
use of lagged variables and instrumental variable methods.
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