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ABSTRACT

The impact of Environment, Social, and Governance (ESG) performance on business value and profitability is investigated in this study. Our large dataset gives us
the chance to better conceptualize this impact. According to our research, there is a considerable and positive correlation between business value and the overall
ESG composite score. While there is no significant correlation between the Environment score and business value, there is a positive and substantial association
between the individual Social and Governance scores. The Environment, Social, and Governance (ESG) combined score, on the other hand, has a strong and
positive correlation with the profitability of the company. These results imply that the company will earn financially from investing in strong ESG performance,
both in terms of value and profitability.
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INTRODUCTION

Businesses are under pressure to intensify their efforts and concentrate on non-financial parts of their operations due to growing investor interest and
global awareness of the dangers connected with many non-financial variables, including social responsibility and good governance, and the environment.
Customers, suppliers, workers, investors, and the government all have growing expectations of the company to be proactive on all these fronts, take
appropriate corrective action, and provide accurate reporting. Businesses use the Environment, Social, and Governance (ESG) categories to report on
their performance in relation to these risks in general. But from the company's point of view, acting requires money. In board meetings and pertinent
committees, one of the most important questions regarding the matter is if the necessary resources and investment make financial sense. The purpose of
this study is to clarify whether or not a firm's financial return can be correlated with its ESG performance. Numerous studies show that ESG performance
and firm value or profitability are positively correlated. We see this for many countries when we look into studies that are country-focused. ESG benefits
company value (Tobin's Q) and profitability (Return on Assets, or ROA) for German enterprises, as Velte (2017) shows. Additionally, he discovers that
financial performance is significantly impacted by governance. Yoon et al. (2018) investigate the relationship in Korea between market value and ESG
ratings.

REVIEW OF LITERATURE

Friede et al. (2015), Numerous studies show how ESG impacts company profitability and value. claim that in the 1970s, researchers started attempting
to find a connection between business financial success and ESG norms. They draw the conclusion that, after analysing 2200 publications, the evidence
supports the case for ESG investment and that, on average, 90% of the studies found a positive correlation between ESG and company financial
performance. A second meta-analysis of 132 publications that were published in credible journals shows that 78% of the research indicated a positive
relationship between the firm's financial success and sustainability. (Alshehhi and colleagues, 2018).

Whelan et al. (2021) from Rockefeller Asset Management and the NYU Stern Centre for Sustainable Business examined over 1000 studies published
between 2015 and 2020 that examined the relationship between ESG and financial performance in a more recent meta-analysis. The analysis showed that
there was a 58% positive correlation, 8% negative correlation, 13% no correlation, and 21% mixed outcomes between ESG and financial performance in
the articles. They draw the conclusion that, despite the majority's favourable opinion, there is still room for debate.


http://www.ijrpr.com/
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OBJECTIVES OF THE STUDY

«  To study the sustainability issues in ESG.

«  To analyse the ESG Score value on Firm’s Profitability.

RESEARCH METHODOLOGY

This study belongs to Secondary Data. description of variables, descriptive statistics and methodology. We use two panel data models for each dependent
variable and eight models in total for each independent variable

ENVIRONMENTAL, SOCIAL, AND GOVERNANCE (ESG) REPORTING STANDARDS

Companies often report on their ESG performance through sustainability reports and disclosures. Various frameworks and standards, such as the Global
Reporting Initiative (GRI), Sustainability Accounting Standards Board (SASB), and Task Force on Climate-related Financial Disclosures (TCFD), guide
and standardize these reports. Incorporating ESG principles into business strategies is becoming increasingly important for sustainable development,
investor relations, and overall corporate success.

SUSTAINABILITY ISSUES IN ESG.

Sustainability issues in Environmental, Social, and Governance (ESG) frameworks are multifaceted and can be complex, reflecting the broad scope of
ESG criteria. Here are some key issues in each category:

Environmental Issues

1. Climate Change: Companies must address their greenhouse gas emissions, energy consumption, and overall impact on global warming.
Mitigation strategies and adaptation plans are critical.

2. Resource Depletion: Overuse of natural resources like water, minerals, and forests can lead to sustainability challenges and conflicts.
3. Waste Management: Proper handling of waste, including recycling and reducing plastic use, is essential to minimize environmental impact.
4. Biodiversity Loss: Activities that contribute to habitat destruction and species extinction need to be addressed to maintain ecological balance.

5. Pollution: Addressing air, water, and soil pollution involves reducing emissions, managing chemicals responsibly, and investing in cleaner
technologies.

Social Issues

1. Labor Practices: Ensuring fair wages, safe working conditions, and workers' rights are fundamental to social sustainability. Issues like child
labor and forced labor are also critical.

2. Diversity and Inclusion: Companies should promote diversity, equity, and inclusion within their workforce and leadership.
3. Human Rights: Protecting human rights across the supply chain is crucial, including avoiding complicity in human rights abuses.

4. Community Impact: Corporate activities should positively affect local communities, including contributions to social development and
avoiding harm.

5. Customer Relations: Ethical marketing practices, data privacy, and product safety are important to maintain trust and ensure social
responsibility.

Governance Issues

1. Corporate Governance: Effective governance structures, including a diverse and independent board, are necessary to ensure transparency
and accountability.

2. Ethical Conduct: Companies must enforce strong ethical standards and anti-corruption measures to prevent misconduct and corruption.

3. Executive Compensation: Fair and transparent executive compensation practices help align the interests of management with those of
shareholders.

4. Shareholder Rights: Ensuring that shareholders have a say in important decisions and that their rights are protected is key for good
governance.

5. Regulatory Compliance: Adherence to laws and regulations, including reporting and disclosure requirements, is essential for maintaining
credibility and avoiding legal issues.
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Addressing these issues effectively requires a holistic approach, integrating ESG considerations into core business strategies and operations. Companies
that manage these challenges well can not only mitigate risks but also seize opportunities for sustainable growth and innovation.

ESG SCORE VALUE ON FIRM’S PROFITABILITY

The ESG (Environmental, Social, and Governance) score of a firm can have a nuanced impact on its profitability. The influence of ESG scores on financial
performance is subject to various factors, including industry specifics, geographic location, and the particular ESG issues a company addresses. Here’s a
detailed look at how ESG scores can affect a firm's profitability:

**]. Positive Impacts on Profitability
Risk Management and Cost Savings

e  Reduced Risk: Companies with strong ESG practices are better at managing risks related to environmental regulations, social issues, and
governance failures. This proactive management can result in fewer fines, legal issues, and operational disruptions, which positively affects
profitability.

e  Operational Efficiency: Sustainable practices, such as energy efficiency and waste reduction, can lead to cost savings. For example, investing
in renewable energy might lower long-term energy costs.

Enhanced Reputation and Brand Value

®  Customer Loyalty: High ESG scores can enhance a company’s reputation, leading to increased customer loyalty and potentially higher sales.
Consumers are increasingly favoring brands that align with their values.

e  Market Differentiation: A strong ESG profile can differentiate a company from competitors, allowing it to attract and retain customers who
prioritize sustainability and ethical practices.

Attraction of Investment

e Investor Appeal: ESG-focused investors are increasingly allocating capital to firms with strong ESG credentials. Companies with high ESG
scores might benefit from a broader investor base, leading to a higher stock price and potentially lower cost of capital.

Talent Acquisition and Retention

e  Employee Engagement: Companies with strong ESG practices often attract and retain top talent. Employees are more likely to be engaged
and productive if they work for a company that demonstrates social responsibility and ethical practices.

Long-Term Sustainability

e  Resilience: Companies with robust ESG practices may be better equipped to handle long-term challenges, such as climate change and
regulatory changes, contributing to sustained profitability over time.

**2. Neutral or Negative Impacts
Upfront Costs

e Initial Investment: Implementing ESG initiatives can involve significant upfront costs, such as adopting new technologies or changing business
processes. These costs can impact short-term profitability.

Short-Term Profitability

e  Delayed Benefits: The financial benefits of strong ESG practices might not be immediately visible. The positive impact on profitability may
take time to materialize, leading to potential short-term reductions in financial performance.

Market Perception and Greenwashing

e  Credibility Issues: If a company's ESG efforts are perceived as superficial or insincere (a practice known as "greenwashing"), the expected
benefits on profitability might not be realized. Investors and consumers may view these efforts skeptically, diminishing the potential positive
impact.

**3. Empirical Evidence
Research on the relationship between ESG scores and profitability often reveals:

®  Positive Correlation: Many studies find a positive correlation between high ESG scores and long-term financial performance. Companies with
robust ESG practices are often associated with lower risk profiles and better operational efficiencies.

®  Mixed Results: The impact of ESG on profitability can vary by industry and region. For example, environmental initiatives might have
different effects in the energy sector compared to the tech industry.
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**4. Case Studies and Examples

®  Positive Example: Companies like Unilever and Patagonia are often cited as examples where strong ESG performance aligns with robust
financial results. Their commitment to sustainability has enhanced their brand reputation and customer loyalty.

o  Neutral/Negative Example: Some firms may face high costs associated with implementing ESG initiatives, and if these costs are not managed
effectively, they might experience short-term financial strain.

The impact of a firm's ESG (Environmental, Social, and Governance) score on its profitability can be significant and multifaceted. Here's a breakdown
of how ESG scores can influence a company's financial performance.

TABLE-1

Refinitiv ESG score range.

Score Range Description

From 0 till 25 Scores in this range imply poor relative ESG performance and insufficient
transparency in the public disclosure of relevant ESG data.

From 26 till 50 Scores in this range imply satisfactory relative ESG performance and moderate
transparency in the public disclosure of relevant ESG data.

From 51 till 75 Scores in this range imply good relative ESG performance and above average
transparency in the public disclosure of relevant ESG data.

From 76 till 100 Scores in this range imply excellent relative ESG performance and high degree
transparency in the public disclosure of relevant ESG data.

Source: Refinitiv.

Table -1 provides description of Refinitiv ESG score range (Refinitiv, 2022). Refinitiv updates its database every week. They update ESG news and
controversies continuously and reported ESG data once a year (Refinitiv, 2022).

ESG PERFORMANCE RELATED TO HIGHER PROFITABILITY AND LOWER VOLATILITY

FIGURE -1

Figures 2 and 3: High ESG Performance Related to Higher Profitability and Lower Volatility

4.5% 12%  12% 350%
4.0%
0% 10% 300%
3.5%
250%
3.0% 8% 8%
25% 200%
6% 6%
20% 150%
15% 4% 4%
100%
Lo B 2%
0.5% 50%
0.0% 0% 0% e e (%
1 2 3 4 5 1 2 3 4 5
ESG Performance Quintile ESG Performance Quintile
EENEVA Margin-L  EEEVASpread-L ==—ROIC-R ===(OC-R B Std EVAMargin-L EEEStdB/P- | ====Std ROIC- L ===5td 1-Yr EPSGr- R
Source: ISS ESG Corporate Rating data, IS5 EVA (Investor Express), and FactSet.
Notes: Data is for 12/31/2013 - 6/28/2019. Statistics are trimmed averages (20% outliers excluded). Standard deviation is for rolling five years.

The cost of capital is the weighted average of a company's total capital, and the previous EVA metrics are based on that total capital. Another way to
compute EVA is to take the ROE and subtract the equity capital cost. greater-ESG performing enterprises also have greater ROE, as Figure 4 illustrates.
Being better capital stewards is the main driver behind this, as asset turnover (sales/assets) decreases with ESG Performance. Low-ESG businesses use
their assets to produce revenues less effectively. Conversely, lower ESG performance is associated with a higher net profit margin (earnings/sales).
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However, as figure 2 previously demonstrated, a greater margin that accounts for capital charges (EVA Margin) suggests that profitable ESG businesses
have larger profits.

CONCLUSION

The paper's goal is to examine how ESG performance affects corporate value and profitability. The sample data spans 1720 companies between 2013 and
2021. For the dependent variables of business valuation and profitability, we employ a panel data fixed effects model. We find that there is a positive and
highly significant link between the company value and the ESG combination score (ESG_CS) based on the outcomes of the four models in which the
firm value was the dependent variable. Additionally, there are highly significant positive correlations between company value and social (SOC) and
governance (GOV). Environment (ENV), however, is unrelated to company value. The results, with the exception of the Environment (ENV) score, are
consistent with stakeholder theory from a theoretical perspective. Our results give company managers proof to support their decision to allocate additional
funds for ESG. In order to help policymakers create more policies that favour ESG, we also present evidence. Future research on the processes underlying
this relationship between business value, profitability, and ESG performance may be fascinating. We advise concentrating on a detailed examination of
the underlying causes of the ESG effect on financial performance. For instance, how financial performance is impacted by actions taken on emissions,
innovation, resource usage, human rights, workforce, product responsibility, community, shareholders, management, and corporate social responsibility
plan.
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