
ESG ratings and financial performance: 

A case of JSE listed firms

A Dissertation 

presented to 

The Development Finance Centre (DEFIC) 

Graduate School of Business 

University of Cape Town 

In partial fulfilment 

of the requirements for the Degree of 

Master of Commerce in Development Finance 

by 

Emmerson, Chininga 

CHNEMM005 

14th February 2022 

Supervisor: Abdul Latif Alhassan, Ph.D.

Univ
ers

ity
 of

 C
ap

e T
ow

n



The copyright of this thesis vests in the author. No 
quotation from it or information derived from it is to be 
published without full acknowledgement of the source. 
The thesis is to be used for private study or non-
commercial research purposes only. 

Published by the University of Cape Town (UCT) in terms 
of the non-exclusive license granted to UCT by the author. 

Univ
ers

ity
 of

 C
ap

e T
ow

n



i 

PLAGIARISM DECLARATION 

Compulsory Declaration 

1. I certify that I have read and understand the Commerce Faculty Ethics in Research Policy.

http://www.commerce.uct.ac.za/Pages/ComFac-Downloads 

2. I certify that I have read the General Rules and Policies Handbook (Handbook 3) regarding Student

Rules of Academic Conduct: RCS1.1 to RCS3.2 and Rules Relating to examinations G20.1 to G22.2. 

3. I certify that I have read and understand the document, “Avoiding Plagiarism: A Guide for students”.

4. This work has not been previously submitted in whole, or in part, for the award of any degree in this

or any other university. It is my own work. Each significant contribution to, and quotation in, this 

dissertation from the work, or works of other people has been attributed, and has been cited and 

referenced.  

5. I authorise the University of Cape Town to reproduce for the purpose of research either the whole or

any portion of contents in any manner whatsoever. 

Student number CHNEMM005 

Student Name EMMERSON CHININGA 

Signature of Student 

Date 16 June 2022 



ii 

ABSTRACT 

High net-worth individuals and institutions are assumed to have developed much interest in the 

Environmental, Social and Governance (ESG) activities of a business in pursuit of risk-adjusted returns. 

There is rapid growing of ESG assets under management globally from US$22.8 trillion in 2016 to 

US$35 trillion in 2020, a clear evidence of increasing appetite for long term returns. By factoring ESG 

ratings in their investment decisions, investors are taking calculated risks in their choice of investments. 

In July 2017, Africa had over US$428 billion of ESG assets under management and South Africa had 

the biggest proportion with its most advanced financial system. ESG investors are concerned about costs 

that comes with unsustainable practices like use of fossil fuels and governance malpractices including 

corruption. The study examines the impact of ESG ratings on the financial performance of JSE/FTSE 

Russel’s Responsibility Investment listed firms. The study utilises annual firm data on 40 firms listed 

on the JSE/FTSE Responsible Investment Index between 2015 - 2019. The panel data regression models 

were estimated using both random effects and fixed effects models. Results revealed that overall ESG 

rating has a significantly negative impact on Tobin’s Q. No significant effect was noted on other 

financial performance measures; return on assets (ROA) and abnormal gains and losses (ABGL). Of the 

ESG pillars, environmental and social have negative significant impact on ABGL and Tobin’s Q 

respectively. Governance does not show any significant relationships. These results could mean the 

South African investors do not value the firms’ involvement in activities that are sustainable and do not 

consider the firms’ steps to increase governance practices which reduces their riskiness. The study is 

essential to ESG stakeholders including investors, in climate change, in geopolitical relations and to 

financial markets stability. To the policy makers, they need to put in place incentives for ESG investors 

such as tax concessions, tax breaks to attract long term ESG investments.  
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CHAPTER 1 

1.1 Introduction and background 

In modern day, a genuine interest in responsible investment is assumed to have developed 

where investors’ demands are rising for heightened transparency and disclosures with regards 

to how and where their funds are being invested in.  According to United Nations Principles of 

Responsible Investment UNPRI  (2021), “responsible investment is a strategy which 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 help to identify and 

price for any risks that would not be ordinarily included under traditional investment analysis 

approaches. The reasons for ESG investing were primarily on the grounds of moral or ethical, 

based on effects they bring to third-parties rather than financial gains. The Socially Responsible 

Investing (SRI) movement which made headlines in the 1980s was a fundamental principle in 

the establishment of ESG practices. It de-campaigned the apartheid regime in South Africa 

through divesting South African investments. 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 through 

including governance factors around the year 2000 (Schanzenbach & Sitkoff, 2020). 

The rising trend to address sustainability issues is evidenced in various 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 Taxonomy1. In February 2012, the 

South African Code for Responsible Investing (CRISA) was established, whose five principles 

correlates to the UN-PRI2  principles (IODSA, 2021) with the main objective of being to 

acquaint investor community on taking ESG issues seriously. 

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 network of international who are committed to 

investment practices that promote sustainable and centred around social responsibility. 
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Investors are taking the call to responsible investing seriously. In its Q1 Update as at 18 January 

2021, UNPRI reports that the global number of signatories to PRI increased by 18.9% from 3 

038 to 3 613 from 1 April 2020 and of the numbers Africa Asset Owners (AO) increased by 

16.5% from 509 to 594. Assets Under Manager (AUM) for the total global portfolio grew by 

12.3% from US$92 trillion to US$103.4 trillion (Reynolds, 2021).  The Q1 2021’s growth of 

ESG funds and PRI signatories happened whilst in the midst of COVID-19 pandemic which 

was disrupting supply chains and negatively affecting global economies. This made ESG 

proponents claim that ESG is living its promise of offering enhanced risk-adjusted returns 

(Authers, 2020).  

In a study by Global Sustainable Investment Alliance (GSIA)  (2019), it shows that sustainable 

investment assets are on demand across the global markets with Japan having recorded the 

highest growth rates of over 300% in sustainable assets between 2016 with (US$474 billion) 

and 2018 with US$2 180 billion), followed by Australia which experienced 50%, Canada and 

US with 21% and 16% respectively. Europe experienced 6% growth in the same period. Europe 

has the highest sustainable investment assets under management of US$14 trillion in 2018 

followed by United States with $12 trillion. In Africa, investments managed with ESG 

consideration are also continuing to grow with US$428.3 billion in assets under management 

as of 31 July 2017, with US$399 billion reported in Southern Africa representing the largest 

amount of these assets under management (GSIA, 2019). South Africa has over US$600 billion 

assets under management from using any method of investing responsibly which is an 

indication that the country is not lagging behind in global trends towards sustainable investing 

(Lyudvig, 2022). 

The upsurge trend in responsible investing clearly shows that investors consider long term 

returns through their adoption of ESG factors on investment decisions and ownership. ESG 

factors have proven to influence financial performance of organisations by improving risk 

adjusted returns through new opportunities which directly benefit investors such as investment 

in renewable energy or investment in new technology which reduces waste thereby increasing 

efficiency and reducing unit cost resultantly positively impacting the bottom-line. On the flip 

side, violations of these ESG factors could result in huge financial costs that may emanate from 

fines, penalties and financial losses from poor governance and weak internal controls. ESG 

proponents argue that “fossil fuel energy” should be avoided because in most cases such 

investments could in the long run reduce risk-adjusted returns as financial markets 
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underestimate the regulatory and litigation risks associated with such investments. Therefore 

exiting such investments could increase risk-adjusted returns for firms. British Petroleum oil 

spill in 2010 in the Deepwater Horizon is classic example of environmental risk (E) which 

resulted in the entity incurring fines and penalties to the tune of US$53.8 billion pre-tax charge 

(UNPRI, 2021). The risks and impacts of violations of social factors could be evidenced in 

Cambridge Analytica scandal which saw Facebook’s shares tumbling 24% and losing US$134 

billion in market value after it was reported that Facebook’s 50 million profiles were based on 

a significant violation of user trust. Poor governance practices have severe financial impacts on 

organisations as well. Business Insider SA (2020), reports that Steinhoff suffered governance 

issues as the company inflated its profits and assets by R250 billion. When their external 

auditors Deloitte unearthed the accounting irregularities in December 2017, the share price 

nosedived by 98% wiping out investment value.  

Integrating ESG factors into investment decision and asset ownership is of concern. There is 

perception that ESG investing has high exposure to investment risk and or lower financial 

performance due to intentional limiting the number of assets available for investment as it only 

considers only those which are aligned to environmental, social and governance standards only. 

The investors or asset managers many find the approach limiting the investing universe making 

diversification difficult thereby limiting returns generation potential of the portfolio (Sherwood 

& Pollard, 2018). There is also a conception of fiduciary duty violation by critics of ESG 

investing citing that the practice go against the principle of exclusive benefit where the “trustee 

has the duty to the beneficiaries not to any third parties” (Schanzenbach & Sitkoff, 2020). The 

fiduciary duty violation means profits made which should be availed to the principal 

(shareholders) are now being shared with other stakeholders by the agent in the pretext of ESG 

investing.  However, it is also argued that incorporating ESG factors in investment decision is 

in line with fiduciary duty to the extent that the investment generate sustainable-risk adjusted 

returns  (Louche and Lydenberg, 2017). 

When investors consider placing their funds on ESG aligned assets their anticipation is for long 

term returns. Johannesburg Stock Exchange (JSE) currently offers two responsible investing 

indexes. These are “the FTSE/JSE Responsible Investment Top 30 Index and the FTSE/JSE 

Responsible Investment benchmark” (Verney 2018). The listing on the Johannesburg Stock 

Exchange (JSE) requires King IV compliance to enhance better disclosure of environmental 

and social (E&S) performance. This is viewed as   essential in enhancing capital allocation and 
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risk pricing which are crucial ingredients to deliver an efficient market. According to the 

Department of National Treasury, (2020) the “Sustainable Finance for the South Africa” was 

developed to stimulate the attainment of sustainable economy and industrial activities which 

identifies, accommodates and takes into account environmental and societal risks that can be 

of impact on the stability of financial sector.  

The major question standing out can be narrated as, “Does the consideration of ESG ratings in 

investing and ownership decisions cause any significant financial benefits or impedes it?” 

Responding to this fundamental question could present valuable investing opportunities in the 

future as more ESG focused investors are drawn towards highly ranked responsible investment 

companies where there is emphasis on both financial and value derived from sustainably 

focused business practices.  

1.2 Research problem 

The National Treasury estimates that for the country to move towards low carbon emission and 

a carbon –free economy it might need approximately R2 trillion.  The financial service sector 

does play an essential role in fund mobilization thereby its requiring participants to contribute 

in screening and reporting on ESG risks is paramount (Department of National Treasury, 2020). 

As ESG factors are now entrenched as of national interest and integrated into firm’s business 

processes or something to consider, to examine their impact to financial performance in the 

South African perspective is reasonable in capital mobilisation. More so, the investment arena 

is rapidly evolving as investors are coming up with new demands for new financial products 

for different markets, therefore the problem emerges whether ESG investing provides financial 

returns which are attractive enough to have investors bring the much-needed capital in South 

Africa.  

Studies have been carried out around ESG investing and corporate financial performance 

(CFP), however with a broader focus in developed economies where most of the responsible 

investing funds are held, however results are said to be contradicting when the impact of ESG 

on financial performance is considered. Friede (2015), empirical studies identified  that  the 

business case for integrating ESG in investing shows positive ESG impact on corporate 

financial performance. (Zhao et al., (2018) in his study on ESG and corporate financial 

performance on Chinese listed power utilities finds that the financial performance of a corporate 
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can be improved by engaging in ESG activities. However,  after studying ESG  ratings and the  

financial performance of exchange –traded funds(ETF) during the COVID-19 pandemic 

Folger-Laronde et al et al, (2020) asserts  that  in Canada sustainability performance of 

investment cannot be the only factor used  to determine financial performance. It is added that 

sustainability performance does not guarantee resilience of investment during a market down 

turn inducing crisis, resonating with earlier studies by Petitjean, (2019) between 2006-2012 

which finds that in the USA, emission reduction or climate change policies do not associate 

with financial performance. There is therefore discord in results of ESG ratings and financial 

performance, therefore we find the need to continue carrying out research in the same subject 

and in the geographic area of South Africa which is not properly considered, and the research 

could contribute to existing knowledge by adding a different geography. Even though there 

exists traction in efforts towards responsible investing activities and policies in the emerging 

economies, minimal ESG studies have been carried out in South Africa’s JSE.  Johnson, (2020), 

in a study investigating the link between ESG disclosures and cost of capital finds a negative 

relationship between composite ESG disclosures and weighted average cost of capital meaning 

that firms with higher ESG disclosure scores incurred lower costs of capital. This leaves a 

question on whether the higher ESG ratings by JSE firms also result in increased financial 

returns since the research showed the firms with higher ESG ratings were incurring lower cost 

of capital.  

A number of researchers have used varying methods of evaluating company financial 

performance in a bid to try to evaluate better performing entities. Deng & Cheng, (2019) used 

financial indicator of earning per share (EPS) as a dependent variable in the study of ESG 

indices and an enterprise’s stock market performance and the weakness for this method was 

that some scholars claim that China’s Capital market system is not that efficient as a firm’s 

stock price can be manipulated thereby giving misleading EPS values. Sherwood & Pollard 

(2018), in the study of ESG integration and risk adjusted return in emerging markets uses excess 

returns, yearly returns as measures of financial performance; conditional value at risk (CVaR) 

and skewness as measures of risk for emerging markets however only considering market value 

of shares ignores profit generation capability of a firm which is reflected in quality of 

management, employees and products quality. Therefore it is not clear whether these are the 

best measures of a firm’s financial performance for a South African economy. Therefore studies 

with other ways of evaluating company’s financial performance specific to JSE where the effect 

of different measures would be used will be a huge contribution to the body of knowledge.  
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The focus of the study is to investigate the impact of ESG investing on financial performance 

of Johannesburg Stock Exchanges (JSE) listed firms. The study confines itself to only those 

entities which are listed on the “FTSE/JSE Responsible Investment Index”, and from this 

standing the research opines that there is room for investigation and provide answer to the 

question below:  

1.3 Research question and objective 

The research investigates ESG rating – financial performance relationship through one 

overarching question:  

a) Is the financial performance of JSE listed firms affected by the ESG rating?

The corresponding research objective from the research question specified above is; 

b) To investigate the effect of ESG rating on the financial performance of JSE listed firms.

1.4 Research hypothesis 

The exposition given earlier on the research problem gives an assumption that a positive 

association exists between ESG scores and financial performance of a firm. A hypotheses is 

proposition developed from theory which the study seeks to test using empirical evidence 

through the use of statistical tools. Therefore this study seek to test whether there is a 

relationship between the variables through using a positivist and deductive research approach 

(Creswell, 2014).  

The proposed hypothesis is that: 

H0: A relationship does not exist between ESG ratings and financial performance. 

H1: A relationship exist between ESG ratings and financial performance

1.5 Research assumptions 

The following assumptions shall be made in the study: 

▪ “FTSE/JSE Responsible Investment Top 30 Index” is a true representative of ESG

investors in South Africa.

▪ Accurate published information on company websites and financial statements, ESG

ratings would be relevant for the study
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▪ There will be sufficient resources to include (time, finance and material) to conduct the

research.

▪ There shall be no material change to current status of ESG investment landscape in

South Africa during the period under study.

1.6 Justification of the research 

Various researches on the subject area of ESG and financial performance were carried out. In 

China a ESG and corporate performance study was carried out by  (Zhao et al., 2018). Velte, 

(2017) evaluated ESG on financial performance from a Germany perspective; Landi, (2019) 

studied the same topic from Italian market with results different from the other earlier studies; 

and Johnson, (2020) studied ESG and cost of capital in the South Africa market . This is clear 

evidence that studies were made in the international arena on ESG and financial performance. 

However, a research gap exists when it comes to ESG ratings and financial performance studies 

within Southern African region perspective in particular South Africa which has the most 

advanced financial system in the continent. South Africa being the biggest player in Africa on 

sustainable finance and ESG investing it is imperative that further studies be undertaken in this 

jurisdiction.  

This study seeks to establish whether ESG investing in South Africa can influence positive 

financial returns to investors. The results are assumed to add the much useful pool of knowledge 

relevant to both international and local investors, policy makers and the National Treasury. The 

investors would find usefulness in the results in that they will make informed investment and 

asset ownership decisions as these affect their risk-adjusted returns. Results are likely to benefit 

the government at large as it will help in better crafting policies which influence sustainable 

development thereby attracting sustainable finance which is crucial in the fulfilment of National 

Development Plan 2030, which will ultimately lead to progress towards attainment of SDGs. 

Furthermore, the research will investigate relationship of each component of ESG to financial 

performance thereby helping firms knowing ESG components that have huge impact on their 

firm’s value. It is essential to test both the ESG composite rating and its individual pillars 

ratings. This helps one to know more about what the management and business ethics can learn 

from contemporary world of finance. This will also help the firms and investors to craft 

investment strategies that specifically align with it.  
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The study shall also contribute to the available academic sphere as it shall be referred to as base 

point for any future similar studies.  

1.8 Limitations of the research 

The research is confined to firms listed on “FTSE/JSE Responsible Investment Index “only for 

the entire duration of the study between 2015-2019 thereby missing an opportunity to study 

other firms which may be practising ESG but were listed after the start date of the study, or 

firms which practice ESG investing but are not listed on the index. The research is only taking 

a quantitative approach as a result missing some aspects that could be better interpreted when 

a mixed approach is adopted. 

1.9. Organisation of study 

This dissertation is structured in such a way that chapter one gives introduction of the research. 

The chapter discusses ESG definitions, the developments and its contribution as part of the 

background. The section focuses on definition of the problem, highlights the hypothesis and 

give a justification of the study, and lastly the limitations the study anticipates to face. Chapter 

two shall focus on literature review where it identifies the relevant theories underpinning the 

ESG and financial performance. Chapter three shall focus on methodology to be followed in 

carrying out the research clearly outlining the research design, research approach, philosophical 

assumptions, and data collection. The chapter shall clearly define the target population, sample 

frame, economic and statistical models applied, data reliability and validity. Chapter four shall 

focus on presentation of results clearly highlighting descriptive statistics, correlations test, 

regression analysis and the respective findings and explanations on hypothesis. Chapter 5 

provide conclusion and recommendations starting by summarising the study, outlining major 

findings and implications, recommendations on policy and for future research. 
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CHAPTER 2: LITERATURE REVIEW 

2.1 Introduction 

This chapter examines studies and ideas that were carried out by previous researchers on ESG’s 

association with financial performance. The fundamental reason of reviewing literature is to 

clearly refine the research problem and help in addressing limitation of study as this exercise is 

assumed to be a basis of inferring the findings from the research. This chapter shall firstly define 

existing theories in ESG and its historic background and individual constituents; financial 

performance measurement theories; and theoretical relationship between ESG and financial 

performance. Included in the section is empirical literature review on ESG and financial 

performance and then discussion of research gaps. The chapter will then finish with articulating 

the conceptual framework and give conclusion.  

2.2 Definitions in ESG investing 

ESG investing strategies are criticised for lack of standardisation of terminology as there is no 

defined nomenclature to common terms. However many academics have managed to identify 

trends in terminology that would assist in explaining concepts and these definitions are widely 

taken as accurate point of reference to all practices relating to ESG (Sherwood & Pollard, 2019). 

2.2.1 Socially responsible investing 

The academic literature points to the origins of socially responsible investing to religion values 

and institutions whose examples are found in Jewish, Christian and Islamic religions where 

exclusions were made on certain investments and loans. Investments in certain stocks labelled 

“sin stocks” was avoided and these include alcohol, gambling, tobacco and war related 

materials and the desire for exclusion was not to maximise profits as per neo-classical theory 

but from desire to conform to set of values.  The Quakers, in response to John Wesley’s 1872 

sermon which formed a foundation for SRI for the Methodists, acted upon the principles of the 

sermon and boycotted all investments which supported slave trade through the use of issue-

specific screening strategies even though the move was against the wisdom of the believers 

(Sherwood & Pollard, 2019). Islamic investing also follows the interpretation of the Koran 

whose principles influence exclusion of investments in companies involved in undesirable  

business activities including pork, gambling, tobacco, conventional finance, defence, adult 

entertainment, casinos, music, hotels, cinema, in what they call Sharia-Compliant Investing 

(Sherwood & Pollard, 2019).  
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2.2.2 The Impact investing 

Impact investing are viewed as investments made into organisations with the purpose to 

generate social and environmental impact alongside a financial return according to Global 

Impact Investing Network,(2015). Social responsible investing (SRI)-sustainable, responsible 

and impact investing (SRI) are investment disciplines that takes into account environmental, 

social and corporate governance ESG criteria to generate long-term competitive financial 

returns and positive societal impact (USSIF, 2021). Responsible investing (RI) is an approach 

to investing that seeks to incorporate environmental, social and governance (ESG) factors into 

investment and ownership decisions with the aim to generate sustainable risk adjusted returns 

(Principles for Responsible Investment, 2020). There is rapid continued evolve in ESG 

definitions as the practice is getting huge traction in the academia space. Despite the vagueness 

in the terminology of ESG investing the widely accepted definition which shall be used in this 

study is the one given by Sherwood & Pollard (2019), which says ESG investing is the research 

and investment strategy framework that evaluates environmental, social and governance  

factors as non-financial dimensions of a  security’s valuation, performance and risk portfolio. 

2.2.3 Responsible investing 

UNPRI (2021), states that there are two overarching approaches to invest responsibly. Initially 

it is essential to consider ESG issues when developing a portfolio and this is also called ESG 

incorporation. Second is active ownership which seeks to improve investee’s ESG performance 

through frequent participation. According to (UNPRI, 2021), ESG issues are assumed to be  

factored into mainstream investment activities using three approaches namely integration, 

screening and thematic. In this context “integration” explicitly and systematically includes ESG 

factors into investment appraisals and conclusions to effectively manage risks and enhance 

financial returns. “Screening” apply filters on investment based on investors’ preferences and 

this rules in or out companies from list of potential investments. Thematic approaches seek to 

integrate attractive  risk return profiles with the aim of contributing to explicit ESG outcomes 

and it includes impact  investing (UNPRI, 2021). Active ownership or stewardship is achieved 

through engagement or proxy voting. Engagement entails having a conversation around ESG 

issues with entities to advance management of these concerns and their disclosure. These 

discussions can either be through private meetings or public press, individually or collectively 

with other investors. Lastly active ownership can be achieved through proxy voting where the 
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investors formally express their approval or disapproval on certain issues through casting their 

votes on matters and pushing forward tabling of shareholder resolutions on ESG issues 

(UNPRI, 2021). 

2.2.4 ESG Ratings 

ESG issues are classified under Environmental, social and governance pillars where each pillar 

has specific underlying theme exposures with indicators assessment that are applied to each 

company’s unique circumstances pertaining to ESG. There various international agencies that 

provides ESG ratings these include Bloomberg, Sustainalytics, FTSE Russel, MSCI, S&P 

Global and Moodys. The major problems of ESG ratings is the absence of quality data which 

questions the ratings’ objectivity. There is extensive reliance on self-disclosures from rated 

companies by rating agencies to gather data and to some extend data is obtained from third 

parties which also questions reliability of the data. Despite this weakness, firm disclosed data 

plays a crucial role in informing the sustainability activities the firm is involved in thereby 

forming a bedrock for computing and assigning ratings.  

This study utilised ESG ratings from FTSE Russel’s database. According to  FTSE, (2020)  

FTSE Russell’s ESG Data model calculates and gives ratings that are an objective measure of 

ESG exposure and performance in various facets of a firm (the FTSE ESG Ratings). The 

model’s ratings uses firm’s Theme Exposure and Theme Score assessment to compute an array 

of variables which investors would find useful to understand a firm’s ESG activities from all 

facets.  

The table 2.1 below summaries the process of arriving at ESG ratings by FTSE Russel. There 

is 1 overall rating for a firms ‘s ESG derived from ratings from 3 pillars, and lastly there are 14 

themes which are derived from each of the three pillars of ESG and rated accordingly. There 

are over 300 indicators across the themes and ratings are assigned on each. 
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TABLE 1.1: FTSE RUSSEL ESG CALCULATION MODEL  

Hierarchy Description Methodology Output 

ESG Rating (1) 

Measure of the overall quality of a 

company’s management of ESG 

issues  

Calculated as the Pillar 

Exposure-weighted average of 

all three Pillar Scores  

0-5 to 1 decimal point (where 5

is highest Rating)

ICB Supersector relative 
Rating: 1-100 percentile (where 

100 is highest percentile)  

Pillars (3) 

Environmental 

Social 
Governance 

Scores. Measure of the quality of a 

company’s respective management 

of ESG issues  

Exposure. Measure of the 
relevance for a company of 

respective ESG issues  

Calculated as the Theme 

Exposure-weighted average of 

all applicable Theme Scores  

Calculated by averaging the 

Exposure for all applicable 
Themes within that Pillar  

0-5 to 1 decimal point (where 5

is highest Rating)

ICB Supersector relative score: 
1-10 decile (where 10 is highest

decile)

1-3 to 1 decimal point (where 3

is highest Exposure, i.e.

relevance)

Themes (14) 

5 Environmental 

5 Social  
4 Governance  

Scores. Measure of the quality of a 

company’s management of the 

issues related to each Theme  

Exposure. Measure of the 
relevance for a company of each 

Theme  

Calculated based on the 

percentage of total available 

Indicator Points that a 

company has “met” in each 
Theme 

Determined largely on 

industrial activity and 

operational presence  

0-5 as an integer (where 5 is

highest Rating)

0-3 as an integer (where 3 is
highest Exposure, i.e. relevance,

and 0 indicates that the Theme

is not relevant)

Indicators (+300) Over 300 Indicators in the model 
with each Theme containing 10 to 

35. An average of 125 Indicators

are applied per company.

(i) qualitative Indicators
assessing quality of

management and approach

(ii) quantitative Indicators
measuring corporate data

disclosure

(iii) sector specific Indicators

tailored for different industrial
sectors

(iv) geography specific

Indicators tailored for different
countries

(v) performance Indicators that

use the quantitative data to
make performance judgements

Points are assigned and are 
generally 0, 1, or 2 per 

Indicator. However, for highly 

significant Indicators, the 
scoring can be greater.  

Source: Adapted from (FTSE, 2020) 
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Overall ESG rating is derived from the ratings of its three ESG pillars. Table 2.2 below shows 

the ESG pillars and their associated themes which are; environmental pillar, social pillar and 

governance pillar.  

TABLE 2.2 ESG THEMES 

Environment Pillar Social Pillar Governance Pillar 

• Climate Change

• Water

• Waste

• Pollution

• Deforestation

• Human rights

• Modern Slavery

• Child labour

• Working conditions

• Employee relations

• Bribery and

corruption

• Executive pay

• Board diversity and

structure

• Political lobbying

and donations

• Tax strategy

Source: Adopted from UNPRI (2021) 

2.2.4.1 Environmental Pillar 

Broadly, environmental factors cover issues like climate change, water, waste pollution and 

these are mostly contextualised within geographies as shown on table 2.2. According Viviers 

et al., (2009) South Africa is known to be leading in issues of RI and ESG globally. 

Environmental issues contextualised to South Africa include pollution, lack of water, natural 

habitats destruction, overfishing with severest environmental risks identifies as pollution and 

introduction of exotic species, and they should be screened out on environmental criterion 

(Mans-Kemp et al., 2016). Climate change was also identified as another major environmental 

risk locally and globally and an understanding of the risk could help overcome effects of climate 

change risk (Girdwood, 2013). The environmental scores measure the capacity of the firm to 

reduce emissions, energy use, water and other finite resources. 

2.2.4.2 Social Pillar 

According to UNPRI (2021), Social factors take the form of “human rights, modern slavery, 

child labour, working conditions, employee relations” amongst others. South Africa faces social 

factors which are significantly different from developed countries as the country has a history 

of social injustices inhibiting the country’s socio-economic development (Mans-Kemp et al., 

2016). Furthermore, Mans-Kemp et al,(2016) argues that South Africa is reeling under the 

effects of social concerns which include low employment, majority living below poverty datum 

line, inequalities, human immunodeficiency virus (HIV) and Acquired immune deficiency 
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syndrome (AIDS). South Africa has the highest HIV prevalence rate in Africa of around 14% 

with around 7.5million living with the disease, and unemployment rate of 32.5% in January 

2021 (Trading Economics, 2020). The World Bank, (2021) asserts that the Gini coefficient 3 

revealed that South Africa has persistent inequality rates in the world with a consumption 

expenditure of Gini coefficient of 0.625 in 2015. Perpetuation of high inequality in South Africa 

is bestowed by exclusion legacy and weak economic growth which does not support the poor 

and with poor employment generation capability (World Bank, 2021). Wealth inequality is  

high and is being passed down to next generation because of low intergenerational mobility 

making this a high social variable (World Bank, 2021). This places moral responsibility on 

firms of ensuring that they put in place policies like HIV/AIDS policy to raise awareness, 

training and counselling.   The ESG score on social factors measures how a corporate adheres 

to “human rights conventions” and how it engages in protecting public health, and respecting 

of societal values and ethics as demonstration of being a good citizen.  

2.2.4.3 Governance Pillar 

Governance factors include quality of company’s management, shareholder rights, CSR 

strategy and demonstration of the entity of following good corporate governance principles. 

The corporate governance structure of South Africa is well defined and anchored on King IV 

report which emphasise sustainable value creation and the need for entities to issue integrated 

report which combine environmental, social and governance issues on a single report (IoDSA, 

2016). Integrated reporting which was launched in 2011, dictates that all Johannesburg Stock 

Exchange listed firms are required to prepare integrated report from March 2010 on a “comply 

or explain basis”. The integrated report disclose both tradition financial statements and non-

financial information which is material to stakeholders in making decisions (Du Toit et 

al.2017). The  IoDSA, (2016) highlights that transparency in reporting of financial and non-

financial information aligns with tenets of good corporate governance (IoDSA, 2016). The 

release of Code for Responsible Investing in South Africa (CRISA) further shows the 

importance of ESG reporting within South African context as the code targets to guide 

institutional investors in performing investment analysis incorporating non-financial 

information which includes firm governance systems. Because of their size and strength, 

institutional investors have capabilities of influencing investee firms to improve on their ESG 

3 Gini coefficient is the measure of a country’s income or wealth distribution. 
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activities and reporting as these impact financial performance of an entity with potential to 

increase access to capital (Johnson, 2020). 

2.3 Theoretical background 

Theoretical background refers to laid down precepts underpinning empirical observation 

explained by a given theory. A number of theories were expounded to help explain what factors 

influences investors to make differing investment decisions. These theories include Neo-

classical theory, Rationale Choice theory, Behavioural Economic theory, Stakeholder theory 

and Agency theory. The section further explains theoretical background to various measures of 

financial performance of an entity.  

2.3.1 Neo-classical theory 

The neo-classical economics school of thought highlights that in the past, the only two factors 

which influenced the investment behaviour of economists and investors is risk and financial 

return. The theory is premised on the three concepts which states that; individuals have rational 

preferences regarding purposes, firms maximise profits and individuals maximise utility, and 

that there is independence in the actions of individuals as they act sorely after incorporating 

complete and relevant information (Marinescu, 2016). To understand better neo-classical 

economics, Sherwood & Pollard, (2019) introduced “Homo oeconomicus” (the economic 

man”) referring to the individual’s economic traits which includes rational, self-interested, 

insatiable and utilitarian characteristics.. “The classical homo oeconomicus” was further 

described as an individual always calculating costs and profits, lacking passion, not greedy, not 

give into temptations nor altruistic (Sherwood & Pollard, 2019). Landi & Sciarelli, (2019) 

highlighted that neo-classical theory contends that if a firm pursues social activities, it incurs 

costs which reduces profits available for distribution to shareholders, making it consistent with 

negative relationship between CSP and financial performance.  

2.3.2 “Rational Choice Theory” 

Marinescu, (2016) states that the “Rational Choice Theory” assumes that a man is an atomistic 

individual free from complex interdependencies, chase virtuously self-interest (interpreted as 

happiness), far-seeing rationality and meticulous in evaluation of cost-benefit, purses 

optimisation as defined by Pareto and market equilibrium. It is further asserted that man, 

pursues parametric individual preferences and values, technologies, social and cultural 
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institutions, and maximisation of financial returns for producers and maximization of 

satisfaction for end-users, free and perfect competition, a laissez-faire government, well-

informed and perfect information. This theory is premised on the same idea that every person’s 

decision is arrived at on the intention of maximising one’s self interest (Marinescu, 2016).  

 2.3.3 Behavioural economic theory 

The behavioural economic theory began to unfold in early to mid-1990s and it rose as a result 

of dissatisfying model of “homo oeconomicus” for those who argued that economic analysis 

should incorporate individual psychology (Marinescu, 2016). The theory empirically 

demonstrated the effect of human nature in the economic sphere thereby questioning the 

assumption that individual makes rational decisions entirely based on self-interest and that self-

interest is inherent in every individual. These theories enabled scholars to introduce economics 

to human nature in such a way that acknowledges qualitative impacts on market movement 

(Sherwood & Pollard, 2019). 

2.3.4 Stakeholder theory 

The stakeholder theory assumes that the business should consider interests of other parties when 

it makes its business decisions, not only the maximisation of the benefits of shareholders. Those 

who are charged with governance of an organisation should be wise  enough to use 

organisational politics and ethics when making decisions (Wijnberg, 2000).  

The stakeholder theory assumes that businesses should analyses groups that have interests in 

the business, or groups which are affected by the actions of the business and in so doing the 

business would easily deal with the three problems highlighted. Value for the firm is created 

through the interdependence between the firm and its stakeholder groups (which include; 

financiers, customers, suppliers, communities, managers, employees). The organisation should 

ensure that these relationships are managed very well and it is the duty of those charged with 

governance to ensure value is created though managing these relationships (Freeman 1984, 

cited in De Colle et al., 2010). 

The stakeholder theory relates sustainability in that it enables the organisation to factor in all 

facets outside profit which may impede achievement of its objectives. This simply shows that 
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instead of focusing only on profit maximisation as an objective the company will have more 

objectives to pursue which ultimately favour shareholders. According to Velte, (2017) 

sustainability management activities prove to be an effective tool to managing stakeholder 

interaction as it connects stakeholder power, sustainable achievement and sustainable reporting. 

Stakeholders are now more interested in sustainability activities of companies as such better 

ESG reporting is expected which ultimately leads to improved CSR performance measures 

including CSR ratings, reputational aspects which will lead to increased financial performance 

emanating from stakeholder trust in non-financial disclosures (Velte, 2017). For example, 

proving that ESG factors increase financial performance would show that stakeholder 

relationships are considered in company’s operations and that these relationships are reflected 

in ESG factors which would be used to decrease cost of funds thereby benefiting all 

stakeholders.  

2.3.5 Agency Theory 

Jensen and Meckling, (1976) are of the view that, agency relationship is an agreement where 

one or more parties (the principal) enter into an arrangement with another party (the agent) to 

carry out some activities on their behalf which involves assigning some decision-making 

responsibilities to the agent. Agency costs arise when both parties seek to maximise their own 

utility due to their divergent interests and when managers make decisions which are not in line 

with what the owners wants then agency issues surface. When both principal and agent are 

utility maximisers then it difficult to expect the agent to make optimal decisions and the ultimate 

result is that the manager (agent) may reward him/herself with high perquisites, exert effort 

below capability, making sub-optimal decisions not maximising interests of principal or not 

maximising value of organisation (Berger & Udell, 2006). 

Jensen and Meckling, (1976) postulated that there are three variables that best define agency 

costs and these are; the costs involved in monitoring activities which are implemented by the 

principal over the agent, and bonding costs which are expenditures by agent to ensure adherence 

to the principal’s interests and residual loss. Despite the bonding costs and monitoring costs, 

some differences between the choices made by the agent and the intended decisions that 

maximise the firms value or the principal’s benefits may occur which may ultimately leads to 
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increase in residual loss and the principal may need to evaluate the costs of addressing the 

actions of the agent versus the value of residual loss(Eisdorfer et al., 2013).  

2.3.6 Financial Performance 

The importance of periodic measurement of financial performance of an entity can never be 

underestimated. From an external stand point, investors are able to formulate their expectations 

concerning the future earning potential of a firm, and from internal standpoint, financial 

performance assist managers in resource allocation decisions, a feedback-loop of how the firm 

and its sub-units are performing towards set objectives and forms a basis for bonus plans 

(Venanzi, 2012). There are vast forms of measuring a firm’s financial performance and the 

methods range from accounting based, values based, market based being some of the common 

forms (Venanzi, 2012). Velte, (2017) in the study “Does ESG performance have an impact on 

finacial performance” used accounting form return assets (ROA) and market based Tobin’s Q 

which was in line with the study of Choi and Wang, (2009) and Petitjean, (2019) which 

highlighted the following as important financial measures; profit margin, (ROA), price to book 

value, earnings per share (EPS),  and stock returns. Other measures include debt to equity ratio 

(D/E), beta, abnormal returns, return on capital employed (ROCE) (Zhao et al., 2018; Velte, 

2017). 

2.3.6.1 ROA 

Return on assets is a financial performnace measure which is based on accounting standards 

and principles which seek to show how successful managers of an entity are in generating 

returns from the available assets showing management capabilities in driving the entity to 

generate returns (Choi & Wang, 2009). It does this by comparing earnings independent of 

financing forms (equity or debt). ROA incorporates the following variables in its computations; 

net income, interest expense, tax rate, total assets for the business. ROA is given by earnings 

before interest and tax (EBIT) adjusted for tax and divided by total assets as per the formula 

below; 

𝑹𝑶𝑨 =
𝑬𝑩𝑰𝑻 ∗ (𝟏 − 𝑻𝒆)

𝑻𝒐𝒕𝒂𝒍 𝑨𝒔𝒔𝒆𝒕𝐬

The higher the ratio the better financial performance of an entity as it shows that the company 

is generating more earnings from its business activities using available assets and it also means 
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a firm will have a stable ROA when it has smaller operating leverage as compared to higher 

operating leverage have  (Damodaran, 2012). 

2.3.6.2 Tobin’s Q 

Tobin’s Q is as  a financial performance measure which uses markets values  which a number 

of empirical studies applied (Choi & Wang, 2009; Albitar et al., 2020; Velte, 2017). Tobin’s Q 

calculates the proportion of an entity’s physical assets’ market values and  their replacement 

value (CFI, 2021). CFI, (2021) highlights that the finance and accounting literature is now 

commonly measuring the value by expressing the market value of a firm’s equity and liabilities 

as a proportion with its respective book values because of difficulties around evaluating 

company assets ‘replacement values thus the modification to original formula.  

Tobin’s Q=Equity market value +Liabilities market value 

Equity book value +Liabilities book value 

The Tobin’s Q ratio measures the company’s value in that when the ratio is greater than 1 then 

the market value of a firm is higher the value of its booked assets. This will indicate that the 

firm is overvalued as the market value reflects some unmeasured or unrecorded assets, and the 

ratio indicates earnings higher than asset’s replacement costs. A ratio below 1 shows a company 

being undervalued as the book assets will be higher than what the market is pricing. This opens 

an opportunity for potential buyers of the company’s stock, however an ideal ratio is 1 which 

shows that the market has priced in all assets of the firm (CFI, 2021).  The measure can then be 

used to assess the association between a firm’s value and various activities of the business 

making it an important financial performance measure. 

2.3.6.3 Abnormal returns (Alpha) 

Abnormal returns are also known as the “excess returns” and these refer to unanticipated profits 

or losses from financial security or stock, according to Landi and Sciarelli, (2019). The 

abnormal returns are computed as the difference between the real return of a listed  company 

and the expected return from the market and the difference can be positive or negative The 

value computed is known as alpha or excess return, showing that the firm managed to exceed 

investor expectations or not as it denotes some risks which the investor fail to incorporate when 

pricing the assets (Landi & Sciarelli, 2019). The abnormal returns is ,a market based measure 



20 

which overcame the inconsistences around accounting measures including accounting policies 

and managerial manipulation potential in accounting measures of performance. Abnormal 

returns refers to investor’s evaluations and expectations of the future performance of the firm 

(Sharpe, 1964). The capital asset pricing model (CAPM) will be instrumental in computing the 

expected return from the market (Sharpe, 1964). The formula for calculation abnormal returns 

is given by: 

:𝑬𝒙𝒑𝒆𝒄𝒕𝒆𝒅 𝑹𝒆𝒕𝒖𝒓𝒏 = 𝑹𝒇 +  𝜷(𝑹𝑴 + 𝑹𝒇) 

Where: 

     RF    = Risk free rate 

     β = Beta of security 

     RM   = Expected return of market 

     TR         = Actual or return from the security 

The abnormal returns are then calculated as: 

Abnormal Returns =Total Returns (TR)-Expected Return 

Positive abnormal returns means that actual returns are more than what was expected and 

negative returns means actual returns are less than what was expected. These returns enables 

investors to track financial performance of an asset against a benchmark set using the CAPM 

equation and they also allow investors measure true extend of profits and losses (Sharpe, 1964; 

CFI, 2021). Therefore, it would be interesting to see how abnormal returns as a measure of 

financial performance could turn out to be when considering ESG factors.  

2.4 Empirical literature: ESG ratings and financial performance 

The empirical review of previous studies focuses on the impact that ESG had on financial 

performance of entities. Creswell, (2014) highlights that empirical studies justify the 

importance of research by creating differences between literature and the proposed study, more 

so through direct and indirect observation, empirical research gives an avenue of acquiring 

knowledge. 

Bennani et al., (2019) says there have been studies that have been undertaken to establish the 

relationship between ESG and various financial performance matrix. The study on “how ESG 
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investing impacted asset pricing in the equity research” between 2010-2013 and 2014-2017 was 

carried out by using excess stock returns as dependent variable and ESG factors as independent 

variable (Bennani et al., (2019). The study focused on five investment universes covered by 

MSCI indices and these are; North America, European Economic & Monetary Union (EMU), 

Europe excluding EMU, Japan, rest of the world. From a general perspective, the results shows 

that effects of ESG screening on returns, price-volatility and capital-drawdowns are largely 

reliant on time period, investment universe or region and investing strategy. The first period 

shows conflicting results amongst the investment universe in their integration of ESG factors 

into portfolios period 2010-2013 as North America results shows ESG investing as a handicap 

to generating returns, other regions Europe and Japan the results being more favourable to 

neutral. Between 2014-2017, the results show North America, Eurozone getting positive excess 

returns by incorporating ESG factors into portfolios with S and G components standing out. 

However there are still mixed results when it comes to EMU and Japan as the results show that 

excess returns are not different from zero are aligning to the results of several authors who finds 

mixed findings and abnormally low levels of portfolio returns after factoring in ESG issues 

(Bauer et al., 2005; Revelli & Viviani, 2015). Bauer et al., (2005) carried out a study on 103 

German, UK and US firms’ to determine performance of their ethical mutual funds’  portfolios 

by applying Carhart multifactor model between 1990-2001. The results of the study shows the 

absence of significant differences in risk -adjusted returns between moral mutual funds and 

conventional funds as both delivered same returns. 

A research of 40 firms listed on the Italian Stock Exchange between 2007-2015 by Landi and 

Sciarelli, (2019) to explore whether socially responsible investment outdo an excess return was 

done using a panel data analysis and the estimation carried out using Fixed Effects Model 

measuring abnormal returns via Fama-French approach. The results of the study reveal a 

growing interest on CSR and sustainability activities over the recent past together with 

improved ESG disclosures, however the results also did not reveal  a positive and statically  

significant impact on excess returns despite undertaking SRI (Landi & Sciarelli, 2019). The 

results means that SRI cannot be reliably used as a tool for fundraising by Italian firms. The 

results are in line with neo-classical theory which perceives any social responsibility as a costs 

which does not improve shareholder value (Marinescu, 2016). These results are also supported 

by Franzén, (2019)‘s study on ESG and portfolio returns which finds that there is little evidence 

to support that ESG has a direct effect on stock return, meaning that investors overestimate the 

benefits of ESG and/or underestimate its costs.  
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In a similar study between 2015-2018 by Hedqvist & Larsson, (2020) where 75 companies 

listed on Sweden’s OMXSLCGI and another 75 companies listed on FTSE100 in the UK, the 

authors used OLS regression and Fixed Effect Regression Model (FE) with data extracted from 

Definitive database. The results also shows that there is almost no relationship between ESG 

scores and financial performance for both UK and Sweden even though Sweden show more 

significant results than UK because of differing regulations around renewable energy.  

Sahut & Pasquini-Descomps, (2015) finds a relationship that is not linear between ESG and 

market performance by using non-parametric kernel regression making the result contrary to 

stakeholder theory which postulates that a firm increase its market performance when it 

publishes its news-based ratings for Switzerland firms, meaning the result shows that the 

financial market does not yet consent to bad or good news on ESG practices.  

Shakil et al, (2019) studied 93 emerging banks from 2015-2018 using data gathered from Asset4 

database of Refinitiv (formerly Thompson Reuters) on a topic “Do environmental, social and 

governance performance affect the financial performance of banks?’ The authors used applied 

generalised method of moments (GMM) technique in order to correct for endogeneity. The 

results show a positive relationship of the “emerging banks environmental and societal 

performance with their financial performance”, however the results showed insignificant 

relationship between corporate governance and emerging banks’ financial performance. Velte 

(2017), undertook the same study between the years 2010-2014 in Germany where 412 

companies listed on DAX30, TecDAX, and MDAX were selected. The study utilised ROA and 

Tobin’s Q as dependent variables. The results shows that ESG has positive impact on ROA but 

no impact on Tobin’s Q and when drilling down to ESG components, it shows that governance 

possess the highest impact on financial performance as compared to environmental and social 

pillars (Velte, 2017). These results are in  line with those of Eccles et al., (2014) who also 

established a positive correlationship between highly sustainable companies and both stock 

market and accounting performance as financial measure and that these companies outperform 

their counterparts over long term. 

Friede et al., (2015) carried out an aggregated study on 2200 empirical evidence on ESG and 

financial performance of firms and the study extracted all past review research which used both 

primary and secondary data. The results of this exhaustive research find business case for ESG 
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investing and a positive relationship of ESG-CFP for roughly about 90% studies, and this result 

appears stable over a long time period. In another study by Muhmad et.al, (2020) where the 

writers focused on whether sustainable practices by firms can improve their financial 

performance by looking at period before SDGs and periods after adoption of SDGs. The study 

took an exploratory approach by systematically reviewing and critically analysing past data 

from collection of journals and publications between 2010 and 2019. These articles reviewed 

were grouped into three possible outcomes based on impact on financial returns and these are; 

positive, positive long-term and negative. The results of the study shows that “91 % of literature 

is led by the positive impact of sustainability practices on financial performance”, 5% of 

literature shows a positive long-term relationship whereas 4% sees a negative relationship with 

financial performance (Muhmad & Muhamad, 2020). The bulk of the studies included in this 

research noted sustainability practices such as action on climate change, responsible production 

and consumption, efforts to reduce inequality, affordability of energy and consumption, gender 

equality. 

Mohammad et al., (2021a) in the Malaysian study to investigate the effects of firms ESG 

disclosures on firm’s performance after controlling for firm’s competitive advantage, used 

clustering techniques in regression analysis for a sample of 3966 firm-year observations for 661 

entities between 2012 and 2017. The results shows that a firm’s focus on sustainability issues 

does not only improve solutions to social problems but enables it to manage its resources 

efficiently thereby enhancing its financial performance by which was measured through 

Tobin’s Q. The findings also show reliable proof that an upsurge in ESG disclosures by a unit 

results in an increase in entity’s financial performance by 4% in Malaysia. Further, the study 

also shows that the firms with weaker competitive advantage require government assistance to 

improve on their ESG disclosure activities and increase performance.   

The recent study on “revisiting the impact of ESG on financial performance of FTSE350 UK 

firms” by Ahmad,  (2021) used  both static and dynamic models of the panel data analysis for 

the period between 2002-2008. The study’s sample-frame was 351 firms adopted from 

FTSE350. The research used both overall ESG scores and individual scores of each ESG 

dimension as independent variables and dependent variables as financial performance measured 

by market value of firms and their respective earnings per share, moderated by the size of the 

companies. The study analysed the “impact of high and low ESG performance of firms on their 

financial performance”. The results showed an overall positive and significant impact of total 
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ESG on the market value and earnings per share of firms. However, the results are mixed when 

considering the individual dimensions of ESG and their impact on financial performance of a 

firm. High ESG firms perform better as compared to low ESG firms (Ahmad et al., 2021. pp15). 

2.5 Research gap 

From the review of empirical studies carried above it is apparent that there is a huge discord 

and inconsistence in the results of the studies between ESG ratings and respective firms’ 

financial performance. The results of the previous studies are ranging from both positive (+), 

negative (-), mixed and no relationship between ESG and financial performance thereby 

throwing investors off balance on what the exact relationship of ESG-CFP is.  

Most of the studies were carried in the developed markets leaving a huge responsibility for 

emerging markets like South Africa to carry out the study specifically focused on South African 

market. South Africa, being the largest recipient of sustainable funds in Africa (Principles for 

Responsible Investment, 2020) and with the second biggest economy in Africa after Nigeria, 

coupled with a very stable and robust financial system, there is an urgent requirement for the 

ESG-financial performance research to be carried out in its jurisdiction. Majority of researches 

which studied CSP & CFP in the last 40 years had its data derived from first world economies 

and the results show a positive CSP-CFP association (Garcia & Orsato, 2020), however a 

handful researches that have used data collected from emerging economies had conflicting 

results. The gaps are the motivation for carrying out this research for a South African context 

using a mix of accounting based and market based measures of financial performance.  

2.6 The Conceptual framework 

The study is premised on the conceptual framework which underpins that ESG ratings have a 

positive impact on financial performance of firms listed on the JSE. The framework is 

influenced by the three pillars of ESG investing on their ability to affect the ROA, Tobin’s Q 

and Abnormal returns which are the key measures of financial performance of listed firms. The 

conceptual framework captures variables with potential to control the results of the study and 

these include size of the firm, the debt-to-equity ratio and beta value of the stock.  In this study, 

ESG overall rating shall be measured through ratings of its three constituencies which are; 

environmental, social and governance ratings, borrowing from Ahmad et al., (2021) who used 

the same independent variables format. The ratings shall be accessed from reports released by 
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ESG rating agents like FTSE Russell’s, Bloomberg, MSCI, Asset4 and Sustainalytics. Financial 

performance shall be measured by ROA, Tobin’s Q and abnormal returns whose data shall be 

collected from company websites and published reports and other relevant databases. The 

conceptual framework is depicted on figure 2.1 below.  

FIGURE 2. 1 THE CONCEPTUAL FRAMEWORK 

 

Source: Researcher 

2.7 Conclusion 

This section reviewed different literature material including, journal articles and papers 

unveiling divergent and convergent perceptions on the topic of ESG effects on financial 

performance. The outcome of the review shows positive, negative and no association between 

ESG and financial performance. The next chapter shall unveil the methodology this research is 

going to adopt.  

Dependent variable 

Financial Performance 

• ROA

• Tobin’s Q

• Abnormal returns

•

Independent variable 

ESG Overall Rating 

• Environmental

ratings

• Social ratings

• Governance

ratings

Control Variables 

• Size

• Debt-to-equity ratio

• Beta
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CHAPTER 3: METHODOLOGY 

3.1 Introduction 

The chapter discusses the research methodology adopted in this study. This includes a 

discussion on the research design, approach, data type, data collection methods, data sources, 

unit of analysis, inferential and analytical techniques. 

3.2.1 Research Philosophy 

According to Saunders et al., (2019) research philosophy is defined as a system of beliefs and 

assumptions about development of knowledge. The research philosophy is assumed to 

influence how the investigator intends to conduct the study. Saunders et al., (2019) explains 

that there are five research philosophies which are critical realism, positivism, interpretivist, 

postmodern and pragmatism. The researcher shall adopt the positivism philosophy in 

conducting research because it’s appropriate in studies where data is collected and theories 

derived through observable and measurable facts. The positivist believes that there is one truth 

which exists and it is therefore upon the researcher to uncover this truth by the use of objective 

methods. The researcher is also detached from phenomenon under study and the objective 

methods used to uncover the truth reduces the involvement. Due to the need to uncover the 

cause-and-effect relationship between ESG and financial performance, realism research 

philosophy shall be adopted for this purpose. However, the downside of this philosophy is that 

it purports to detach the researcher from the world being researched. The cultural and 

background effects can obscure the researcher’s view leading to bias.  

3.2.2 The research approach 

The relationship between research and theory can be established using deductive and inductive 

approaches (Kjerstensson & Nygren, 2019). The deductive research is conducted through 

studies where conceptual and theoretical structure is developed and tested through empirical 

observations or deducted from generalised conclusions (Kjerstensson & Nygren, 2019).  

According to Creswell, (2014) there are two advanced research approaches which are inductive 

and  deductive methods. By applying the deductive approach, the researcher is able to 

empirically test theory which predicts a positive relationship between variables by subjecting 

collected data to mathematical models. The inductive research approach entails theory 

development done through observations of empirical reality where particular instances induce 

inferences which then gets generalised into patterns of law (Kjerstensson & Nygren, 2019). 

Given that the researcher adopted a positivist philosophical world view and the study ought to 
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identify a causal effect association between ESG ratings and financial performance, it is 

apparent this research shall adopt a deductive research approach. The limited time available is 

also enabling the researcher to adopt this approach as deductive research is quick to collect data 

and analyse. 

3.3 The research design 

The research design is explained as a general plan, a road map which provides guidelines the 

researcher will adapt when answering the research questions, objectives crafted from research 

questions, specify sources where data would be obtained and proposal on how data shall be 

collected and analysed (Saunders et al., 2019). According to Saunders et al., (2019) the research 

design will lead to the classification of research purpose which literature always defines as 

threefold; explanatory, descriptive and explanatory. The research may have a single goal just 

like research question can either be descriptive or explanatory where exploratory means “not 

much has been written about the topic and the population being studied and the researcher seeks 

to listen to participants and build an understanding based on what is heard” (Creswell, 2014). 

Descriptive research aims to correctly profile objects, person, events or phenomenon under 

study and it can be viewed as an extension of exploratory research. Explanatory research design 

focus on testing theory using hypothesis tests with the aim of building causal relationships 

between variables being studied (Wahyuni, 2012).  

According to Wahyuni, (2012) the world view of researchers influence the decision on which 

research design to adopt. The research is premised on ascertaining the association between ESG 

investing and financial performance. The researcher has presently profiled a world view that 

sees a casual-effect relationship between ESG investing and financial performance, therefore 

the experimental research design is more preferred. The implications of an experimental 

research design is that the hypothesis which states that ESG investing has a positive effect on 

financial performance on listed firms shall be tested, and the data which supports or reject the 

hypothesis under study shall be collected using the methods prescribed under this research 

design. 

3.4 Research strategy 

Two research strategies can be adopted when carrying out research and these are qualitative or 

quantitative. Quantitative research study collects data and analyse it using statistical methods 
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(Saunders et al., 2019). There are attempts to quantify the problem or research question in such 

a way that one independent variable may affect another dependent variable through testing 

predetermined hypotheses using statistical methods thereby validating, refining or invalidating 

theories.  

Qualitative research compiles data, interpret and analyse it and the approach is more interested 

in word rather than numbers (Kjerstensson & Nygren, 2019). The qualitative strategy follows 

an inductive approach where it aims to generate a new theory. It follows, an interpretivist’s 

epistemological position which emphasis conception of, social world through inspection of the 

interpretation of the world by its participants. The constructionist view is the ontological stance 

connected to the qualitative which means that social properties are outcomes of individual 

interactions as opposed to what separately exists outside participants (Kjerstensson & Nygren, 

2019).This research shall follow a quantitative study as the researcher possess an objective 

ontological and positivist epistemological approach to research. Secondary data on ESG 

ratings/scores shall be extracted from FTSE Russel database for all the firms listed on JSE 

which practice ESG investing. Data on financial performance of listed firms shall be found 

from JSE database and from published annual reports on the entity’s websites. Conclusions 

about South Africa are expected to be drawn from this sample. The quantitative approach 

provides possibility to draw conclusions on relationships between variables in the model as 

such it is the most appropriate strategy as it also allows generalisation of conclusions from a 

very large scale and larger data sets. 

3.5 Population and sampling techniques 

3.5.1 Research population 

Population refers to the total elements in the area of research, according to Saunders et al., 

(2019). In addition, Jonker and Pennink, (2010) define “population as the collection of 

components upon which the study wants to make mediation. Saunders et al., (2019) assert that 

there are further two types of populations and these are target population and study population. 

Target population refers to actual population wherein the researcher wants to generalise the 

findings, whereas study population is further streamlining of target population by removing 

elements that are not readily available for study hence forming study population. The study 

population then becomes that actual population where the researcher is able to generalise the 

findings from.  
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In this study, the target population shall comprise of companies listed on the FTSE/JSE 

Responsible Investment Index. FTSE Russell's entered an arrangement with JSE and created a 

FTSE/JSE Responsible Investment Index whose listing began in 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 firms which qualifies are 

added.  The reason for adoption of this as population is because all firms listed on the index are 

known to practising ESG investing as that is the qualifying criteria to be included on the index 

(JSE FTSE Russell, 2015). 

3.5.2 Sampling technique 

Conducting research on the entire population is not feasible due to constraints around time, 

material and financial resources. This prompted the researcher, to make use of a sample to make 

research inquiry.  Saunders et al., (2019) explains that a sample is established through an 

appropriate sampling technique which is a fraction or percentage of the entire population where 

the researcher is seeking to make conclusions (Saunders et al., 2019). Probability or 

representative sampling and non-sampling have been outlined by Saunders et al., (2019) as two 

types of sampling techniques. Probability sampling allows equal chance for each object to be 

selected within the population and the probability for each is known, and it includes survey, 

experiment research studies, and may take the form of simple random, cluster, systematic and 

stratified random samplings (Saunders et al., 2019). For non-probability sampling, the 

probability for each object is not known and these include judgemental, convenience, quota and 

snowball sampling techniques.  

The researcher will apply convenience sampling which is a non-probability sampling technique. 

The motivation for this method is the flexibility it gives to select subject to study and in this 

case the firms to be selected for study should be the ones which have data easy to get, this is to 

avoid problems around missing data.  

3.5.3 Sample size 

Total firms listed on FTSEJSE RI Index in 2015 was 64 and 14 of these firms were dropped 

from the index by December 2019. FTSE classified 10 of the 64 firms as foreign entities, and 

these were also excluded from the list just to ensure the data is specifically from South African 
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context. Firms that were added onto the index after 2015 are not included in the sample because 

they will not meet the requirement of the study which require 2015 listing. The final sample to 

be studied then becomes 40. 

3.5.4 Data sources and frequency 

The research period shall be between year 2015 and 2019. The reasons for selection of this 

period are that FTSE/JSE Responsible Investment Index was launched in 2015 hence data could 

reliably be found from 2015. The cut-off date was made to be 2019 because most firms would 

have published their annual reports by the time of collecting data. Also the period of 5 years 

under investigation is considered long enough to warrant any ESG benefits to accrue to 

investors as it is believed that ESG benefits investors in the long term. Even though a much 

longer timeframe beyond five years could have been more ideal, the research utilised the period 

when data was available. 

The research gathers ESG data from FTSE Russell’s database. The data from FTSE Russel’s 

database comprises of ratings for all JSEFTSE listed firms for overall ESG 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). The choice being that 

FTSE uses its ESG data to screen for firms that qualify to be listed on the FSTE/JSE RI index 

therefore the data is believed to be a true representation of the firms under study. Financial data 

is gathered from Bloomberg database, company websites, and JSE website.  

3.7 Model specification 

Following the empirical literature on the, impact of ESG ratings on corporate financial 

performance, the researcher used panel regression model to draw conclusions on the association 

between dependent and explanatory variables. The advantage of panel data analysis is its 

assumption of heterogeneity of observations where it considers variations in both cross-section 

and in time-series dimension. When generalising results panel data regression techniques help 

reduce temporal errors and biases emanating from variable omissions and potential 

heterogeneity (Ahmad et al., 2021).  

Panel regression model also help provides more information on data variability, and collinearity 

amongst variables is anticipated to be minimal since the data is longitudinal and move together 

through time hence the need to reduce the effects of collinearity though the use of this panel 
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regression model. Given that the model is better suitable for studying stable relationships where 

in ESG variables don’t easily change as they need shareholder approval, it makes this model 

more suitable as compared to multi-regression model which is unable to explain how the model 

controls for correlation of errors and unbiased coefficients to omission errors in regression 

analysis (Mohammad & Wasiuzzaman, 2021a). For this study, panel data for the firms under 

study with annual time series data on both ESG ratings and financial information for all 30 

firms for the period 2015 to 2019 is applied. The methodology was also adopted by (Zhao et 

al., 2018; Landi & Sciarelli, 2019). 

Effect of Overall ESG rating on financial performance takes the following equation: 

FPi,t  = 𝐶 + 𝛽1𝐸𝑆𝐺i,t + 𝛽2𝐿𝐺𝑇𝐴i,t + 𝛽3𝐷𝐸i,t + 𝛽4𝐴𝐵𝐺𝐿i,t

+ ℇi,t  (𝐄𝐪𝐮𝐚𝐭𝐢𝐨𝐧 𝟏) 

Effects of ESG pillars on financial performance 

FPi,t  = 𝐶 + 𝛽1𝐸i,t + 𝛽2𝑆i,t + 𝛽3𝐺i,t + 𝛽4𝐿𝐺𝑇𝐴i,t + 𝛽5𝐷𝐸i,t + 𝛽6𝐴𝐵𝐺𝐿i,t

+ ℇi,t                                                                                          (𝐄𝐪𝐮𝐚𝐭𝐢𝐨𝐧 𝟐) 

Where: 

• FPi,t is the dependent variable which represents financial performance in the form of

(ROA, “Tobin’s Q”, Abnormal returns) at time (t) of FTSE/JSE RI listed firms

• C represents Intercept or constant

• βi,t represents coefficient calculated by the model

• ESGi,t represents Overall ESG rating of firm(i)” in year” t) as independent variable

• Ei,t represents Environment  rating of firm(i) in year(t) independent variable

• Si,t represents Social rating of firm(i) in year(t) independent variable

• Gi,t represents Governance rating of firm(i) in year(t) independent variable

• LGTAi,t  represents logarithm of Total Assets of firm(i) in year(t), a control variable as

a proxy for size

• DEi,t  represents Debt to Equity ratio of firm(i) in year(t), a control variable as a proxy

for financial risk

• ABGLi,t  represents logarithm of Adjusted Beta of firm(i) in year(t), a control variable

as a proxy for business risk

• ℇi,t represents white noise as an error term
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3.7 Description of variables 

3.7.1 Dependent variables 

The dependent variables to be used a proxy for financial performance shall be ROA, Tobin’s Q 

and abnormal returns and these variables are fully described on section 2.3.6.  

3.7.2 Independent variables 

Independent variables to be used as a proxy for ESG investing shall be ESG overall scores and 

scores of each ESG individual pillar which are; environmental; social and governance. FTSE 

Russell’s ESG data shall be used in the study.  

“ESG Overall rating measures the overall quality of a company’s management of ESG issues. 

It is calculated as the Pillar-Exposure-weighted average of all three pillar scores. The measures 

range from 0-5 to 1 decimal place where 5 is the highest rating. ICB Super-sector relative rating  

ranges from 1-100 percentile, where 100 is the highest percentile” (FTSE, 2020 pp6).  

“Individual ESG scores for Environmental, Social and Governance pillars measures the quality 

of a company’s respective management of ESG issues. The score is calculated as the Theme 

exposure-weighted average of all applicable Theme scores. The measures ranges from 0-5 to 1 

decimal place where 5 is the highest rating. ICB Super-sector relative rating  ranges from 1-10 

decile where 10 is the highest decile” (FTSE, 2020 :6) 

3.7.3 Control variables 

The model shall use the control variables; size measured by logarithm of assets (Log TA), debt 

equity ratio and beta. 

• Size

Size is a factor in corporate financial performance which is often used as a controllable variable 

in regression model. Size as a variable can be measured  through asset base or total revenue as 

it usually brings economies of scale in business which presents difficulties to copy (Zhao et al., 

2018). This research shall measure size as the logarithm of total assets (Log TA) as was done 

by (Zhao et al., 2018). Previous research found that stakeholder interests can be related to firm 

size and the relationship’s direction can either be positive or negative (Velte, 2017). A firm’s 

ESG activities rely on size of resources a firm does possess, therefore its competitive advantage 

may cause it to behave in a certain way towards ESG disclosures thus lowering information 

asymmetry which eventually reduce the cost of capital (Mohammad & Wasiuzzaman, 2021a). 
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• Debt-to equity ratio (D/E)

Debt-to-equity ratio (D/E) formulates the capital formation of a company. It shows the extent 

to which a business is funded by debt and equity. The ratio indicates financial risk dimension 

which is part of the idiosyncratic as it is a firm-specific risk and is considered one of the major 

determinants in the company’s financial performance (Damodaran, 2012). Debt-to-equity ratio 

(D/E) is expected to be negatively related with financial performance as firms with a good 

financial performance have a D/E ratio within reasonable level since high levels of D/E leads 

to financial distress (Zhao et al., 2018). It shall be used as a regulatory variable in this research 

following what was done by (Zhao et al., 2018). 

▪ beta

The stock’s beta can be shown as raw beta or adjusted beta where raw beta is obtainable through 

linear regression of historical data of a stock where as adjusted beta is derived from identified 

association between the asset’s return and the returns of an index. The adjusted beta is explained 

as an approximation of  an asset’s forecast beta which is calculated from past data but revised 

using the assumption that over time, an asset’s  true beta will converge in the direction of the 

market’s average of 1 (Bloomberg, 2021). In CAPM formula beta is   measure of variability of 

a firm’s return against the market. The systematic risk of a firm is exposed by operating in 

certain industry as such firms with higher levels of ESG scores are perceived as less risky by 

investors. This means negative relationship between beta and financial performance is 

expected. Systematic risk can’t be diversified and it is such risk that investors gets rewarded 

for (Fischer & Sawczyn, 2013). The beta metric shall be treated as a proxy measure for 

systematic risk and a control variable in this study. 

TABLE 3.1 VARIABLES SUMMARY USED IN REGRESSION MODEL 

Variable Proxy Summary Expected symbol 

Dependent variables 

ROA (EBIT * (1-Te))/Total Assets 

Tobin’s Q (Equity + Debt market values) divided by 

their book values 

Abnormal returns 

Independent variables 

ESG ESG Overall performance rating + 

E Environment performance rating + 

S Social performance rating + 

G Governance performance rating + 

Control variables 

LGTA “Logarithm of Total Assets of firm” + 

DE Debt to equity ratio - 

Beta Beta -
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3.8 Estimation technique 

The study made use of panel regression, to estimate the association between ESG ratings and 

corporate financial performance, the method was employed in a number of studies including 

(Bătae et al., 2021; Mohammad & Wasiuzzaman, 2021). The study also systematically applied 

the following panel regression technics to determine the appropriate model to use in estimation; 

ordinary least squares (OLS), fixed effects (FE) model or random effects (RE). Firstly, 

redundant fixed effects-likelihood ratio test was applied to examine the significance of effects 

and choose the appropriate method between Pooled OLS and Fixed Effects. Redundant Fixed 

Effects-Likelihood was also applied by (Jianu et al., 2017) and has a null hypothesis that the 

effects are redundant (OLS is preferred method). If the “null hypothesis” is rejected then Pooled 

OLS is rejected and Hausman test is done to make a choice between using fixed effects model 

and random effects model to estimate the coefficients. The Hausman Test’s null hypothesis 

assumes that random effects is the most preferred model.  

 To ensure robustness of the economic model, the study subject the data to various tests which 

includes Breusch-Pagan test to check for heteroscedasticity; Pearson correlation tests and 

variance inflation multicollinearity tests. 

To test for heteroscedasticity a condition where error terms have variance which is not constant, 

“Breusch-Pagan” test is employed. The test has a null hypothesis that variance of error terms 

are constant across all observations thus assuming homoscedasticity whereas the alternative 

hypothesis states that the error term variances are influenced by other underlying factors which 

are unobserved. The variance of error term with independent variables is said to be 

homoscedastic when the results do not show any pattern, the errors remain constant. If the errors 

vary then the estimators’ power becomes weak as there could be other linear variables which 

are unbiased and excluded in the model. The presence of heteroscedasticity results in Type II 

error where null hypothesis is wrongly accepted from a model, where a better result could be 

achieved by another well refined model. Mohammad (2021a), also used this test to ensure the 

data is free from heteroscedastic properties in the estimating model. The results of the 

regression which shows hetescedasticity from Breusch-Pagan test output are shown in the next 

section.  

The data used in performing regression analysis is assumed not to be correlated therefore 

Pearson correlation matrix is utilised to test the correlationship between independent variables.  
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Correlation of above 0.7 means variables are highly correlated and may produce biased results. 

Variance inflation factor is also used to test for multicollinearity amongst independent variables 

and the acceptable level is when the result is less than 10.  

The OLS assumes the model is homoscedastic in that the error variances are constant across 

observations however the model neglects the panel structure of data and the individual 

heterogeneity in the model as firms possess unique characteristics. The fixed effects model 

accounts for individual heterogeneity only in the intercept. FE takes into account cross sectional 

parameters of each individual firm but only in the intercept and the estimation technique 

assumes that there exist an association between the constant and independent variables thereby 

eliminating bias in coefficients caused by all time-invariant explanatory variables 

(Schmidheiny, 2020). Random effects model adjust for the serial correlation induced by 

unobserved time constant attributes, and it also account for individual heterogeneity in both the 

intercept and the slops. RE model assumes that there is no relationship between constant and 

independent variables therefore there is likelihood of inclusion of time variant explanatory 

variable into the model causing the intercept to change across periods (Schmidheiny, 2020). To 

test which model to be used for estimation, Hausman test is conducted with a null hypothesis 

that random effects is the more suitable. If null hypothesis is rejected then alternative hypothesis 

that fixed effects model is the suitable model will be adopted.  

3.9 Chapter summary 

The chapter’s focus was on research methodology applied in assessing the impact of ESG 

ratings on financial performance of firms listed on FTSE/JSE Responsible Investment index 

between 2015 and 2019. The research used an explanatory research design and it adopted a 

quantitative research strategy where it seeks to test existing theory using hypothesis testing 

models. Panel regression model was utilised with the aim to determine the effects of the ESG 

on financial performance, other tests like Breusch-Pagan tests for heteroscedasticity and 

Hausman testing for fixed and random effects were carried out. The next chapter shall dwell on 

presentation and analysis of data.  
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CHAPTER 4: DISCUSSION OF RESULTS 

4.1 Introduction 

This chapter focuses on presenting results with reference to the analysed data, and it also 

discusses the findings of the relationship of ESG ratings and financial performance of JSE listed 

firms. Included also in this chapter are properties of data, tests and results of regression analysis. 

4.2 Preliminary analysis  

This section begins with a presentation of descriptive statistics followed by Breusch-Pagan tests 

for heteroscedasticity, Housman tests (fixed effects or random effects), and multicollinearity. 

4.2.1 An Analysis of industry 

The table 1 below summaries the number of firms represented in each industry according to 

industry classification code of the JSE. A total sample of 40 firms listed on FTSE/JSE RI Index 

were studied, 12 of the firms are in financials, 11 in basic materials and 8 in consumer service 

industries. The lower number of firms in industrials on the index may indicate that most firms 

could not qualify to list on the index as they may still be using production methods which are 

not environmentally friendly like fossil fuels or high level of water consumption, or their ESG 

practices overall may be weak to qualify them for listing on the index.  

TABLE 4. 1 NUMBER OF FIRMS IN AN INDUSTRY 

Industry Code Industries No. of Firms 

1000 Basic Materials 11 

2000 Industrials 2 

3000 Consumer Goods 2 

4000 Health Care 3 

5000 Consumer Services 8 

6000 Telecommunications 2 

8000 Financials 12 

Total 40 

4.2.2 Descriptive statistics 

Descriptive statistics of the variables used in the study are summarised in Table 2 below 

indicating values for mean, standard deviation, minimum, maximum and median. There are 200 

observations across all parameters.  
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TABLE 4. 2 DESCRIPTIVE STATISTICS OF VARIABLES 

Variable Minimum Maximum Mean Median Std. Deviation 

ESG 2.0 5.0 3.548 3.60 0.6414 

Env 0.8 5.0 3.259 3.35 1.0968 

Soc 1.0 5.0 3.227 3.30 0.8119 

Gov 2.0 5.0 4.224 4.30 0.6301 

ROA -15.29 41.46 6.4227 4.56 8.26783 

TobQ 0.63 8.84 1.7929 1.33 1.19572 

ABGL -378148.6 19328.0 -1774.617 89.5 28503.4536 

TA 7555.9 2682489.5 263580.931 62440.000 512550.2480 

DE 0.00 607.48 59.5967 44.885 66.47308 

Beta -343.29 101.79 -1.2424 0.675 32.90305 

NOTE: ESG= Environmental, Social and Governance Rating ; ENV= Environmental Rating ; 
SOC=Social Rating ; GOV= Governance rating ; ROA = Return on assets  ; TobQ = Tobin’s Q; 

ABGL=Abnormal gains or loss; Beta=Beta, DE=Debt equity ratio, TA=Logarithm of total assets. ). 
Source: Author’s estimates from research data 

The mean represents each variable’s average per year. The results shows that on overage 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 followed by environmental pillar with 3.259 and social pillar have the lowest 

average rating of 3.227. The results show that most firms have good ESG ratings are consistent 

with the requirement of good governance for listed entities (Institute of Directors in Southern 

Africa (IoDSA), 2016).  

The maximum return on assets (ROA identified was 41.46%, and its average is 6.42% per year 

generally highlighting the firms listed on FTSE/JSE RI index are generating positive risk 

adjusted returns. Also noted is the standard deviation of return on assets of 8.27% reflecting a 

low deviation of ROA from the mean meaning they are perceived as less risky by the market.  

Tobin’s Q’s expresses the market value of a firm as a ratio of its book value of its assets and 

the results show an average Tobin’s Q of 1. 79. This means on average firms listed on JSE/FTSE 

Rusell RI are earning a rate that is above the firm’s replacement costs. The maximum Tobin’s 

Q noted is 8.84 and minimum of 0.63. A Tobin’s Q below 1 shows that the corporate is 

undervalued.  
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Abnormal gains (ABGL) ranges from -R378148.6 to R19328.0 and a mean of -R1774.61 

indicating on average the firms practising ESG activities suffered abnormal losses where 

market returns were less than expected returns. Beta values ranges from -343.29 to 107.79 with 

a mean of -1.24 and a standard deviation of 32.9% showing higher dispersion.  

4.2.5 Correlation Results 

The study employed the Pearson Correlation matrix to assess any presence of multicollinearity 

and liner relationships between the independent variables as it is important that these 

explanatory variables be independent. The tests were done in two models where Model 1 

represents independent variables of equation 1 with ESG and control variables, whereas Model 

2 represents independent variables of equation 2 which are ESG pillars (Env, Soc, Gov) and 

control variables. 

 TABLE 4. 3 MODEL 1 - PEARSON CORRELATION MATRIX 

ROA ABGL TobQ ESG Beta DE LGTA 

ROA 1 

ABGL 0.021 1 

TobQ .657** -0.002 1 

ESG -.178* 0.166 -.243** 1 

Beta 0.020 -0.187 0.067 -.184* 1 

DE -.291** -0.005 -0.127 0.097 -0.051 1 

LGTA -.416** 0.059 -.411** .215** -0.004 .405** 1 

Note: ROA=Retrun on assets, ABGL=Abnormal gains or loss, TobQ=Tobin’sQ, ESG=Environmental, 
social governance, Beta=Beta, DE=Debt equity ratio, LGTA=Logarithm of total assets, **. Correlation 

is significant at the 0.01 level (2-tailed).*. Correlation is significant at the 0.05 level (2-tailed). Source: 

Author’s estimates from research data 

The findings of model 1 on table 4.3 shows that there is a negative relationship between ESG 

and dependent variables (financial performance measures (ROA and TobQ), and a positive 

relationship with ABGL. To determine independence of explanatory variables, the independent 

variables pairs’ correlation coefficient should be less than 0.7 (70%) so as not to produce biased 

regression results. The table shows a very weak association between ESG and control variables 

Beta, DE and LGTA as the coefficients ranges between -0.185 to 0.45, the values which are 

less than 0.7. 

Model 2 below on table 4.4 shows that independent variables ESG pillars (Env, Soc, Gov) have 

positive weak association amongst themselves with coefficients ranging from 0.301 to 0.459 
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showing that their weak correlation cannot influence regression results as they are below the 

minimum threshold of 0.7 which is bound to produce biased estimates (Gujarati, 2004) 

TABLE 4. 4 MODEL 2 - PEARSON CORRELATION MATRIX 

ROA ABGL TobQ Env Soc Gov Beta DE LGTA 

ROA 1 

ABGL 0.021 1 

TobQ .657** -0.002 1 

Env -.234** 0.160 -.253** 1 

Soc -0.125 0.043 -.275** .426** 1 

Gov -0.006 .192* -0.025 .301** .459** 1 

Beta 0.020 -0.187 0.067 -0.061 -.228** -0.152 1 

DE -.291** -0.005 -0.127 0.089 0.047 0.054 -0.051 1 

LGTA -.416** 0.059 -.411** .329** .160* -0.108 -0.004 .405** 1 

Note: ROA=Return on assets, ABGL=Abnormal gains or loss, TobQ=Tobin’sQ, ESG=Environmental, 

social governance, Beta=Beta, DE=Debt equity ratio, LGTA=Logarithm of total assets, **. Correlation 
is significant at the 0.01 level (2-tailed).*. Correlation is significant at the 0.05 level (2-tailed).Source: 

Author’s estimates from research data 

The table 4.6 below summarises variance inflation factors (VIF) which are used to provide an 

additional confirmation of any correlationship amongst independent variables. VF shows the 

extent to which the predictors are correlated with each other. The results show that of 

multicollinearity problem is not present amongst explanatory variables as VIF values ranges 

between 1 and 2 which is below threshold of less than 10. 

TABLE 4. 5 VARIANCE INFLATION FACTORS  

VIF-Model 1 VIF-Model 2 

ESG 1.073 

Env 1.4007 

Soc 1.5029 

Gov 1.4068 

Beta 1.0251 1.0428 

DE 1.188 1.2109 

LGTA 1.2338 1.4412 

Note: ESG=Environmental, social governance, Beta=Beta, DE=Debt equity 

ratio, LGTA=Logarithm of total assets. Source: “Author’s estimates from 

research data”. 
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4.3 Panel data – regression analysis. 

The section depicts the regression results on the impact of ESG ratings on financial 

performance. A systematic diagnostic method was applied to choose the most relevant model 

between Pooled OLS, fixed effects model and random effects model.  

4.3.1 Regressions results for overall ESG ratings on financial performance 

This first section shows a discussion of estimated regression results of impact of overall ESG 

ratings on financial performance with and without taking into account control variables. The 

analysis was done in two parts; first results assess the contemporaneous effect (Table 4.6) while 

the second part examines the lagged effect (Table 4.7) of the independent variables on financial 

performance. In addition, two models are estimated for each of the two categories of the 

analysis, Model 1without control variables and model 2 with control variables.  

To begin the investigations, the model starts with assessing which model to use between OLS 

and Fixed Effects using Redundant Fixed Effects-Likelihood Test. The results show statistically 

significant evidence to reject null hypothesis that the effects are redundant (OLS not suitable) 

across all tests, and thereafter Hausman tests was conducted on all regressions (with null 

hypothesis random effects as the preferred model) to determine between Fixed effects and 

Random effects and varying results were provided on each financial performance measure. 

From Table 4.6, the diagnostics for models 1 and 2 show that null hypothesis on Hausman test 

of random effect could not be rejected on return on assets (ROA) and TobinQ hence it was 

applied. On the contrary, the Hausman null hypothesis was rejected on abnormal gains and 

losses (ABGL) for both models hence fixed effects estimation technique was applied.  

The result of the ROA models the regression using random effects model where R-square shows 

that overall ESG rating as exogenous variable explains 0.13% (Model 1) and 8.7% (Model 2) 

of ROA meaning there are other explanatory variables which explains variations in ROA. F 

Test shows a p value of 0.61 (61%) meaning the model is not a fit as it’s not statistically 

significant. For the TobinQ models, the r-square is 3.4% (Model 1) and 17.4% (Model 2) 

indicates a lower explanatory power for the model. However, the F-test results shows a 

significance of 1% for Models 1 and 2 to support the joint significance of the independent 

variables in explaining Tobin Q. The results of the heteroscedasticity test result show a p-values 

of 0.0786 (Model 1) and 0.0014 (Model 2) hence the null hypothesis could not be rejected that 
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the data is homoscedastic for Model 1 but rejected for Model 2. The estimation of Model 2 was 

therefore undertaken by controlling for heteroscedasticity. The results of ABGL shows r-square 

of 57% (Model 1) and 57.9% (Model 2) indicating high explanatory power of the model. In 

addition, the F-test result shows significance at 1% for both models 1&2 a sign that the 

independent variables are significant in explaining variation in ABGL. Heteroscedastic results 

show p value of 0.11 for Model 1 therefore the null hypothesis null hypothesis cannot be 

rejected that the data is homoscedastic but rejected for Model 2 as p value is statistically 

significant at 1% that the date is heteroscedastic.  

The regression results show positive effect (0.043) of ESG on ROA, however it is not 

statistically significant in both Models. The results contradicts the findings of Velte, (2017) 

who found a positive and statistically significant relationship between ESG and accounting 

based (return on assets) mainly due to protracted culture of reporting in Germany. However, 

our results support the findings of Petitjean, (2019) who found no link between ESG 

performance and ROA.  

The negative effect of ESG on TobinQ in both model 1 and 2 is only observed to be significant 

(p value of 0.008) at 1% in Model 1. The investigation of overall ESG ratings on ABGL was 

done using fixed effects method for both model 1 and model 2. The results show a positive 

relationship between overall ESG ratings and ABGL, however the result is not statistically 

significant as the p value of the regression coefficient is 0.779. By controlling the test using 

control variables in table 4.6, the result shows the negative relationship between overall ESG 

and ABGL however not statistically significant given the p value of 0.66. 

The results of the lagged effect of independent variables on financial performance are presented 

in Table 4.7. It confirms that overall ESG rating has a negative effect on Tobin Q in Models 1 

and 2. The results are aligned to the study of Saudagara et al., (2020) who found that ESG 

scores of banks in developed countries have a negative relationship with their financial 

performance measures, and Radhouane et al., (2020) echoed same results when they found that 

negative relationship between ESG and Tobin’s Q for firms which are in industries that are very 

delicate to environmental matters like fossil fuels. 
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TABLE 4. 6 REGRESSION RESULTS OF OVERALL ESG RATINGS ON FINANCIAL PERFORMANCE 

Model 1 (excludes control variables) Model 2 (With Control Variables) 

ROA TobQ ABGL ROA TobQ ABGL 

Constant 
7.664 

(0.01) 

2.339 

(0.00) 

-418.1

(0.40) 

 22.73 

(0.00) 

6.952 

(0.00) 

-486.1

(0.65) 

ESG 
-0.384

(0.609) 

-0.167

(0.008) 

 41.82 

(0.779) 

 0.043 

(0.954) 

-0.069

(0.258) 

-72.31

(0.66) 

Beta 
-0.008

(0.886) 

 0.005 

(0.2072) 

-6.393

(0.55) 

DE 
-0.038

(0.001) 

 0.001 

(0.398) 

-0.390

(0.878) 

LGTA 
-2.944

(0.051) 

-1.025

(0.000) 

 1316 

(0.100) 

R-Squared 0.0013  0.034  0.57  0.087  0.174  0.579 

F-Statistic 0.2608 7.1000*** 5.2721*** 4.681*** 10.257*** 4.985*** 

Hettest ꭓ2 2.032 3.093 2.545 6.579 17.676*** 27.2344*** 

Redund FE ꭓ2 229.396*** 415.16*** 155.316*** 220.15*** 411.34*** 157.38*** 

Hausman ꭓ2 2.704 0.9948  6.576***  3.142  7.109  11.173** 

Model Random Eff Random Eff Fixed Eff Random Eff Random Eff Fixed Eff 

Firms 40 40 40 40 40 40 

Observations 200  200  200  200  200  200 

Note: ROA=Retrun on assets, ABGL=Abnormal gains or loss, TobQ=Tobin’sQ, ESG=Environmental, social 
governance, Beta=Beta, DE=Debt equity ratio, LGTA=Logarithm of total assets, ***, **, * represents significance 

at 1%, 5% and 10% respectively. Hettest=Breush-Pagan test for Heteroscedasticity, Redundant FE=test for OLS 
vs FE, Hauseman=test FE vs RE. Source: Author’s estimates from research data 

Conversely, lagged results on table 4.7 show a positive association between overall ESG and 

ABGL for both with and without control variables. However, the results are not statistically 

significant. The results concludes that statistically no association can be established between 

overall ESG ratings and abnormal gains or losses. Hunjra  et al., (2020) asserts the importance 

of understanding market trends in addition to firm specific factors as right ESG ratings enables 

curbing of information asymmetry amongst investee firms thereby enabling potential investors 

forecast with precision a firm’s intrinsic value thereby lowering abnormal gains or losses. The 

results support the findings of Landi & Sciarelli, (2019) who found  no statistically significant 

relationship between ESG and abnormal returns as investors do not really depend on ESG 

ratings when they do their stock picking.  



43 

TABLE 4. 7 REGRESSION RESULTS OF LAGGED OVERALL ESG RATINGS ON FINANCIAL PERFORMANCE 

Model 1 Model 2 (With Control Variables) 

ROA TobQ ABGL ROA TobQ ABGL 

Constant 
 9.914 

(0.00) 

 2.368 

(0.00) 

-645.7

(0.23) 

 32.99 

(0.00) 

 5.889 

(0.00) 

-1601.8

(0.17) 

ESG(-1) 
-1.019

(0.21) 

-0.186

(0.00) 

286.33 

(0.06) 

-0.419

(0.61) 

-0.122

(0.05) 

275.6 

(0.06) 

Beta(-1) 
-0.0096

(0.86) 

-0.003

(0.50) 

21.28 

(0.04) 

DE(-1) 
0.021 

(0.15) 

0.001 

(0.23) 

-5.596

(0.03) 

LGTA(-1) 
-5.401

(0.00) 

-0.785

(0.00) 

263.67 

(0.28) 

R-Squared 0.010 0.054 0.022 0.645 0.1597 0.069 

F-Statistic 1.615 9.052 3.503 3.389 7.363 2.874 

Prob (F-stat) 0.206 0.00 0.063 0.010 0.000 0.024 

Hettest ꭓ2 0.866 2.365 0.132 5.705 7.172 16.823 

Prob > ꭓ2 0.352 0.124 0.717 0.222 0.127 0.002 

Redund FE ꭓ2 209.82 380.47 137.266 203.99 356.886 167.07 

Prob > ꭓ2 0.000 0.000 0.000 0.000 0.000 0.000 

Hausman ꭓ2 1.106 0.648 3.783 4.010 0.855 23.286 

Prob > ꭓ2 0.293 0.421 0.052 0.404 0.931 0.000 

Model Random Eff Random Eff Random Eff Random Eff Random Eff Fixed Eff 

Firms 40 40 40 40 40 40 

Observations 160  160  160 160 160 160 

Note: ROA=Retrun on assets, ABGL=Abnormal gains or loss, TobQ=Tobin’sQ, ESG=Environmental, social governance, 

Beta=Beta, DE=Debt equity ratio, LGTA=Logarithm of total assets, ***, **, * represents significance at 1%, 5% and 10% 

respectively. Hettest=Breush-Pagan test for Heteroscedasticity, Redundant FE=test for OLS vs FE, Hauseman=test FE vs RE. 

Source: Author’s estimates from research data 

4.3.2 Regressions results of ESG Pillars ratings on financial performance 

This section presents findings of the relationship between individual ESG pillars 

(Environmental, governance and social) and financial performance as shown in Tables 4.8 and 

4.9. Similar to section 4.3.1, the models are estimated without control variables (Model 1) and 

with control variables (Model 2). The findings in Table 4.8 shows the contemporaneous effect 
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of the ESG pillars while Table 4.9 goes a step further to analyse relationships by subjecting the 

explanatory variables to one-year lags.  

Similar to 4.3.1, investigations began by assessing the appropriate model to use for estimation 

between OLS, Fixed effects and Random effects. The results show there is sufficient statistical 

evidence to reject the null hypothesis that the effects are redundant (OLS not suitable) across 

all tests in all models (1&2), resultantly Hausman test was conducted (with null hypothesis that 

that random effects as the preferred model) to establish the most suitable model between fixed 

effects and random effects. From the Hausman test results in table 4.8, it shows sufficient 

evidence not to reject, null hypothesis that random effect is the preferred model for both models 

1 and 2 on ROA, Tobin’s Q and ABGL investigations. This applies also to lagged ESG pillars 

in table 4.9.  

From Table 4.8, for ROA, the regression was modelled using random effects model where R-

square shows that ESG pillars as explanatory variables explains 1.1% (Model 1) and 9.1% 

(Model 2) variation of ROA indicating that there are other exogenous factors which explains 

variation in ROA. F-test shows the estimation model is not best fit for Model 1 as it has a p 

value 0.532 which is not statistically significant, and for Model 2 F-test has a p value of 0.005 

meaning the model is a best fit for estimation. Heteroscedasticity test results for ROA shows p 

value of 0.067 which is not statistically significant to reject null hypothesis that the is not 

heteroscedastic that the data is not heteroscedastic in Model 1, however in Model 2 the p value 

for Heteroscedasticity test shows a p-value of 0.005 showing that the error terms are not random 

therefore are heteroscedastic. Similarly, Tobin’s Q was estimated using random effects model 

for both model 1 and model 2, and for lagged ESG pillars. The R-square shows that ESG pillars 

as the exogenous variables explains 5.8% (model 1) and 19% (model 2) of variation in Tobin’s 

Q and there are other factors outside this study which explains its variation. F-Test shows a p-

value of 0.008 (model 1) and 0.000(model 2) showing the model is a best fit for estimation and 

can be relied on. The heteroscedasticity test shows that the error terms are homoscedastic in 

model 1 as p-value of 0.255 is not statistically significant to reject the null hypothesis that the 

data is homoscedastic, however for model 2 the p-value is 0.004 which is statistically significant 

to reject null hypothesis and give conclusion that the error terms are heteroscedastic. For 

ABGL, random effects was used to estimate the regression results showing R-square of 3.4% 

(model 1) and 3.5% (model 2) meaning this is the extend ESG Pillars as explanatory variables 

explain the variation in ABGL indicating there are other variables that explain ABGL’s 
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variation. The F-test for both model 1 and 2 are not statistically significant therefore shows that 

the model is not a best fit. Heteroscedasticity test shows the error terms are homoscedastic in 

model 1 and heteroscedastic in model 2.  

Environmental coefficient is negative and statistically insignificant for ROA and Tobin’s Q 

(table 4.9) meaning that an upsurge in environmental scores results in a decrease (negative) of 

ROA and Tobin’s Q, however this association is statistically not-significant and it is the same 

with lagged environmental pillar (table 4.9) where the results are not statistically significant for 

both models 1 and 2. Environmental coefficient is positive for ABGL and statistically 

significant indicating that higher Environmental scores result in higher (positive) ABGL for 

both model 1 and model 2. This suggests that South African firms that are environmentally 

friendly, conscious of not pulling environment, not emitting carbon into the atmosphere which 

damages ozone layer and minimises effects of climate change enjoys higher abnormal gains. 

This result contradicts Bătae et al., (2021) who found that environmental themes like waste 

reductions and emissions are positively related to ROA, and  Mohammad, (2021b) who finds 

that a firms’s ESG sustainable activities including phasing out expensive fossil fuels (coal 

energy) for more sustainable energy sources like solar and wind increases the value of the firm. 

Petitjean, (2019) also fail to establish an association between a firm’s environmental 

performance and financial performance as firms focus more on economic survival during 

turbulent times like 2008-2009 financial crisis, and also Folger-Laronde, (2020) who finds a 

negative relationship between financial returns and ESG post Covid 19 outbreak meaning 

sustainability practices does not insulate investments during market downturns. 

Social pillar has both positive and negative coefficients in both model 1 and model 2 for ROA, 

Tonin’s Q and ABGL, however the results are not statistically significant across all models 

(table 4.8). This indicates that efforts by firms to improve social standing of communities are 

not yet valued by investors probably explaining why South Africa has high levels of 

inequalities. The results are different to the findings of Ahmad, (2021) who postulates that 

social and governance performance have positive and significant impact on the earnings per 

share of a firm. Further, the study of lagged social pillar and Tobin’s Q shows a negative 

statistically significant (table 4.9) relationship for both model 1 and 2 meaning social practices 

are viewed as a cost which negatively affect financial performance in one year lags. The result 

is in direct contrast to Moore,  (2001) who found a positive relationship for a lagged study on 

social performance  and financial performance. This result also contrast the findings of Landi 
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et al., (2019) which establishes that stock market does not reward firms that engage in socially 

responsible activities as seen by un-correlatedness of their abnormal returns values with ESG 

values. The result also means that continued investment social pillars result in decrease in 

TobinQ. The results are in tandem with the findings of Johnson, (2020) who established a 

positive significant association between social disclosure and cost of equity suggesting that 

firms that engages in activities which address social risks incur higher cost of capital which 

then reduces the value of the firm. Richardson and Welker, (2001) also finds that high scores 

in social activities result in high cost of equity for Canadian firms. The relationship between 

social pillar and ABGL is seen to be negative and not significant in model 1 and model 2. The 

results of lagged test shows positive relationship and not significant for model 1. Lagged tests 

in model 2 shows negative relationship which is not statistically significant. These results mean 

there is absence of statistical proof to conclude presence of association between social pillar 

and abnormal gains and losses as a proxy of financial performance. These results confirm the 

neo-classical economist view that social activities increases costs thereby reducing profits and 

shareholder’s wealth (Landi & Sciarelli, 2019), aligning with negative relationship between 

social pillar and ABGL. The results are in contradiction to findings of Ahmad, (2021) who 

noted a positive significant relationship between all three ESG pillars with a firm’s market 

value.  

Governance pillar shows a negative non-significant relationship with both ROA and TobinQ in 

model 1 (table 4.8) indicating that it does not have statistical evidence of any relationship. It is 

noted that it has a positive association with ABGL and the result is not statistically significant 

as well. Same results also appear in model 2 where tests were conducted including control 

variable thereby concluding that no statistical evidence exist. The absence of a relationship 

means that governance is silent when it comes to investor sentiment when choosing where to 

place funds in South Africa. The result contradicts the findings of Johnson, (2020) who finds a 

negative relationship between governance pillar disclosure and cost of capital meaning South 

African firms with high scores on governance disclosures enjoyed lower costs when borrowing 

funds.     
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TABLE 4. 8 REGRESSION RESULTS ESG PILLARS 

Model 1 Model 2 (With Control Variables) 

ROA TobQ ABGL ROA TobQ ABGL 

Constant 
 8.400 

(0.01) 

 2.470 

(0.00) 

-569.1

(0.31) 

 22.18 

(0.00) 

 7.083 

(0.00) 

-413.2

(0.73) 

Env 
-0.816

(0.161) 

-0.014

(0.787) 

 230.75 

(0.0196) 

-0.522

(0.37) 

 0.038 

(0.43) 

 230.53 

(0.0243) 

Soc 
0.682 

(0.161) 

-0.124

(0.057) 

-117.27

(0.38) 

0.462 

(0.54) 

-0.093

(0.13) 

-121.97

(0.36) 

Gov 
-0.389

(0.634) 

-0.066

(0.325) 

130.3 

(0.37) 

-0.059

(0.94) 

-0.051

(0.42) 

124.6 

(0.399) 

Beta 
-0.009

(0.87) 

 0.005 

(0.23) 

-6.02

(0.57) 

DE 
-0.038

(0.001) 

 0.0007 

(0.45) 

 0.516 

(0.80) 

LGTA 
-2.708

(0.083) 

-1.021

(0.000) 

-28.899

(0.9) 

R-Squared  0.011  0.058  0.034  0.091  0.190  0.035 

F Test  0.735  4.019  2.309  3.238  7.567  1.196 

Prob (F-Stat)  0.532  0.008  0.078  0.005  0.000  0.3099 

Hettest ꭓ2  7.17  4.063  7.406  14.67  19.20  33.14 

Prob > ꭓ2  0.067  0.255  0.06  0.023  0.004  0.000 

Redund FE 

ꭓ2 
224.67 412.13 159.083 217.65 411.315 159.780 

Prob > ꭓ2 0.000 0.000 0.000 0.000 0.000 0.000 

Hausman ꭓ2 4.579 5.083 7.329 2.928 6.702 11.488 

Prob > ꭓ2 0.205 0.166 0.062 0.818 0.349 0.074 

Model Random Eff Random Eff Random Eff Random Eff Random Eff Random Eff 

Firms  40  40  40  40  40  40 

Observations  200  200  200  200  200  200 

Note: ROA=Retrun on assets, ABGL=Abnormal gains or loss, TobQ=Tobin’sQ, ESG=Environmental, social 
governance, Beta=Beta, DE=Debt equity ratio, LGTA=Logarithm of total assets, ***, **, * represents significance 

at 1%, 5% and 10% respectively. Hettest=Breush-Pagan test for Heteroscedasticity, Redundant FE=test for OLS vs 
FE, Hauseman=test FE vs RE. Source: Author’s estimates from research data 
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The lagged tests in both model 1 and model 2 on table 4.9 affirms earlier findings that 

governance has a negative association with ROA & TobinQ and positive association with 

ABGL, however all the results are not statistically significant, showing no evidence of statistical 

relationship. The findings are aligned to the previous studies of Aebi et al., (2012) who 

established a non-significant impact of governance on bank’s financial performance during a 

crisis, Harkin et al., (2020) further established a non-significant association between 

governance pillar and ROA on the back drop that change in management and oversight 

significantly affect ROA in a negative way, and Shakil et al., (2019) weighing in with their 

findings that governance quality has an insignificant effect on bank’s profitability measured 

through ROA and return on earnings. 

TABLE 4. 9 REGRESSION RESULTS OF LAGGED ESG PILLARS  

Model 1 Model 2 (With Control Variables) 

ROA TobQ ABGL ROA TobQ ABGL 

Constant 
 8.691 

(0.01) 

 2.315 

(0.00) 

-1055.0

(0.108)

 32.19 

(0.00) 

 5.901 

(0.00) 

-11268.4

(0.01)

Env(-1) 
-0.849

(0.18)

-0.02

(0.69)

 22.94 

(0.84) 

-0.416

(0.514)

 0.018 

(0.72) 

-185.94

(0.18)

Soc(-1) 
-0.296

(0.72)

-0.147

(0.02)

77.62 

(0.61) 

-0.03

(0.97)

-0.012

(0.05)

-39.815

(0.81)

Gov(-1) 
0.324 

(0.72) 

-0.016

(0.81)

263.26 

(0.12) 

-0.015

(0.91)

-0.024

(0.72)

298.71 

(0.09) 

Beta(-1) 
-0.011

(0.83)

-0.002

(0.49)

20.949 

(0.04) 

DE(-1) 
 0.020 

(0.182) 

 0.001 

(0.30) 

-13.401

(0.00)

LGTA(-1) 
-5.218

(0.022)

-0.784

(0.00)

2426.3 

(0.01) 

R-Squared  0.022  0.074  0.031  0.031  0.174 0.691 

F Test 1.155  4.172  1.648  1.648  5.362 5.654 

Prob (F-Stat)  0.329  0.007  0.180  0.180  0.000 0.000 

Hettest ꭓ2 6.529 4.659 1.292 10.993 7.425 16.667 

Prob > ꭓ2 0.089 0.199 0.731 0.089 0.283 0.011 

Redund FE ꭓ2 224.67 377.82 139.49 202.54 357.784 173.24 

Prob > ꭓ2 0.000 0.000 0.000 0.000 0.000 0.000 

Hausman ꭓ2 1.759 3.277 4.091 3.974 0.951 25.439 

Prob > ꭓ2 0.624 0.351 0.252 0.680 0.987 0.000 

Model Random Eff Random Eff Random Eff Random Eff Random Eff Fixed Eff 

Firms  40  40  40  40  40  40 

Observations 160  160  160  160 160 160 

Note: ROA=Retrun on assets, ABGL=Abnormal gains or loss, TobQ=Tobin’sQ, ESG=Environmental, social 
governance, Beta=Beta, DE=Debt equity ratio, LGTA=Logarithm of total assets, ***, **, * represents significance at 

1%, 5% and 10% respectively. Hettest=Breush-Pagan test for Heteroscedasticity, Redundant FE=test for OLS vs FE, 
Hauseman=test FE vs RE. Source: Author’s estimates from research data 
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4.7 Chapter summary 

The chapter tabled the findings of the research on the impact of ESG ratings of corporate 

financial performance, and it provided an analysis from the estimation model. Panel data 

regression analysis was used to obtain results which were estimated using Eviews 11. 

Secondary data which was obtained from FTSE and JSE database was subjected to pre-analysis 

examinations for multicollinearity, heteroscedasticity tests and lastly Hausman test to help 

check which model to adopt between fixed effects and random effects model. The findings of 

the study show that overall ESG rating has a negative and statistically significant impact on 

Tobin Q meaning as firms’ ESG scores increases then its Tobin Q (a measure of financial 

performance) goes down . On individual pillars, environmental pillar carries a negative impact 

that is significant on ABGL, whereas social pillar also possess a negative statistically significant 

impact on TobinQ indicating that during the period of study, firm’s returns were going down 

when they invest more in ESG. There is no statistical evidence on governance pillar to affect 

any of the financial performance measures. The next chapter provides a summary, conclusion 

and recommendations of the study. 
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CHAPTER 5: CONCLUSIONS AND RECOMMENDATIONS 

5.1 Introduction 

This section of the study presents the summary and recommendations of the study. It also 

highlights the policy implications associated with the study. This chapter further provides areas 

where future research could be focused on.  

5.2 Research summary and conclusions 

South Africa has seen growth in ESG investments over the recent past years. Thus, the research 

is unique in that it focused on South African context thereby unveiling dynamics around ESG 

landscape specific within its market. Other literature which focused on the subject area did so 

but with predominate focus on Western and Asian markets which are more advanced than South 

Africa, whose results do not address the Southern African located country.  

The research employed panel data regression analysis to study the relationship between ESG 

ratings and corporate financial performance of firms listed on JSE/FTSE RI between 2015 and 

2019. The analytical process began by presenting a summary of descriptive statistics which 

included the following: mean, maximum, minimum, standard deviation and Skewness of data.  

It was followed by pre-analysis of data to check for multicollinearity, heteroscedasticity tests 

and test for fixed effects and random effects.  

The findings of this study reveals that, overall ESG rating has a negative and significant impact 

on Tobin’s Q, suggesting that current higher ESG ratings will result in reduced future TobinQ. 

The research finds out that of the individual pillars of ESG, environmental pillar and social 

pillar have negative significant impact on ABGL and TobinQ respectively. Governance pillar 

has non-significant impact financial performance. The results are not consistent with the theory 

which is suggesting positive long run relationship between ESG and financial performance.  

However, the negative impact of overall ESG and individual pillar ratings is considered short 

term as the impact is usually noted in the long term. South African firms should not only focus 

on board diversity to improve only governance ratings but should also focus on improving 

social ratings by enhancing the lives of the communities they operate in like provision of 

scholarships, championing health programmes like HIV or seen participating in assisting to 

manage Covid pandemic within their communities, and making efforts to reduce water wastage 

by providing water saving education, assist in curbing crimes through funding security patrols 
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to vulnerable communities, food humpers and capacitating communities on income generating 

initiatives like funding poultry rearing and horticulture for self-sustainability of communities. 

5.3 Recommendations 

The results of this research carries implications to leadership of entities, those charged with 

decision making, investors and regulators therefore the following recommendations are 

proffered.  

It is evident from the results that if a firm focuses on enhancing its ESG ratings, this will 

ultimately reduce its financial performance in particular Tobin’s Q and ADGL however this is 

just in the short term. These results have practical implications to South African investors and 

those abroad in that they should play close attention to ESG performance when they make their 

investment appraisals. The investors could estimate the value of the company, risks and risk 

management practices by looking at the ESG report of a firm, thereby making an informed 

decision on picking firms that have potential of generating positive risk adjusted returns. 

The implications to company management and those charged with decision making is largely 

on choices of long term returns through focusing on ESG practices across all three pillars 

instead of pursuit of short term profits, as there is a perception that expenditures in ESG 

activities are costly. Investing in corporate social responsibility helps create a good social image 

for the entity, investment in water saving methods including recycling of water and use of raw 

materials that use less water creates a good climate image for the firm in addition to cost savings 

which increase profits in the long run. Transparency of board which constantly avails 

information about financial performance, investment opportunities and risk plus diversified 

board in terms of gender, racial background and disability reflects good governance of the entity 

an attribute required for a firm to be sustainable. A composite of these activities by company 

management create long term sustainable financial returns for the firm. 

It is evident that engagement in ESG activities by firms does provide firms with negative 

financial returns, however it also help stabilise capital markets in particular the JSE by attracting 

sustainable linked capital. The ESG firms are perceived as less risky therefore this reduces 

volatility. The regulators should encourage more firms to adopt ESG practices though 

mandatory ESG disclosures or through provision of incentives like tax concessions for ESG 
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focused firms for a certain period like 5 years. The government may also provide some capital 

allowances to those firms that had investment in assets which are not environmentally friendly, 

so that these tax savings could be used to invest in environmentally friendly assets.  

5.4 Future research 

The 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 economy has risks and opportunities which are distinct 

therefore future studies should focus on sectorial performance of ESG on financial performance 

instead of overall industry.  

ESG practices are known to help provide risk adjusted returns as all risks which faces a firm 

would be priced in. It would be important to know how ESG firms are affected by disruptive 

events like COVID-19 pandemic therefore future studies could focus on identifying whether 

ESG performance can help a firm provide superior returns during disruptive times like 2008 

financial crisis or 2020 Covid 19 pandemic. 
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