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ABSTRACT:

This thesis examines whether high Environmental, Social, and Governance (ESG) performance is
a cause of corporate outcomes or a consequence of prior financial strength. Using a structured
review of recent finance research, | synthesize two causal channels into a unified framework: a
consequence channel, where financial slack and fewer constraints enable ESG investment (CFP
- ESG), and a valuation channel, where credible ESG improves cash flows, lowers risk, and raises
valuation (ESG - Valuation).

Stakeholder, agency, and legitimacy theories explain when each channel dominates and why the
literature often finds mixed results. | conclude that ESG is frequently a consequence of financial
strength (H1), while valuation benefits are conditional on the credibility of disclosure, govern-
ance quality, and context (e.g., high-salience industries, intense scrutiny). The review highlights
pervasive measurement fragmentation, rating disagreement, and greenwashing, all of which di-
lute identification and bias estimated effects. | formalize a dynamic loop in which financial
strength enables ESG choices, and the credibility of those choices determines their payoffs.
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1 Introduction

Sustainability has become a universal concern that unites industries, companies, and in-
dividuals around a common goal. Environmental, Social, and Governance (ESG) factors
are increasingly central to corporate decision-making, as stakeholders and regulators de-
mand greater transparency and accountability. Interest in ESG reporting has grown sig-
nificantly in the last few decades, and the results are clear: in 2011, only 20% of S&P 500
firms issued sustainability or corporate responsibility reports, compared with 2018,
when it increased to 86% (Gillan et al., 2021). While ESG disclosures primarily target in-
vestors, Corporate Social Responsibility (CSR) initiatives often emphasize broader com-
mitments to society. Stakeholders tend to trust high-CSR firms more than low-CSR firms
(Lins et al., 2017). At the same time, it is possible that high performing firms could invest
more in CSR because of extra cash flow, and through better CSR, make the performance
more efficient. This raises a central question: Do good ESG practices lead to better finan-

cial performance, or do successful firms simply have more resources to devote to ESG?

The sharp rise in ESG reporting, particularly among large U.S. corporations, reflects sev-
eral drivers, especially consumer demand. As Foley et al. (2024) note, consumers increas-
ingly prefer companies that combine product quality with responsible, ethical, and envi-
ronmentally conscious operations. Regulation has also played a role: Becker et al. (2022)
show that the introduction of the Sustainable Finance Disclosure Regulation (SFDR) in
the EU led to significant increases in sustainability ratings and net fund inflows to af-

fected funds.

However, the rapid institutionalization of sustainability reporting has also created new
challenges. In a recent study, Kathan et al. (2025) find that apparent environmental per-
formance and ESG scores have a strong positive correlation and therefore ESG scores are
unsuitable for measuring a company’s actual environmental impact. Sulkowski & Jebe
(2022) also find several reasons why an ESG score is not always a good proxy for a firms’
actual environmental impact. They argue that ESG scores rely on voluntary disclosures

from a fragmented set of standards (GRI, SASB, CDP, etc.) that use different definitions



of materiality, so the underlying data are incomparable across firms. Sulkowski & Jebe
(2022) show that managers can selectively disclose, exploit divergent materiality stand-
ards, and engage in regulatory arbitrage, while assurance remains weak. Unlike ESG re-
porting, financial reporting is governed by simplified, mandatory standards created by
governments. ESG reporting is a polycentric system with more complex and inconsistent
standards. Sulkowski & Jebe (2022) advocate for government-mandated, unified stand-

ards akin to financial reporting frameworks.

While increased awareness and transparency are broadly positive, the expansion of ESG
also introduces legitimacy risks, including greenwashing, selective or misleading disclo-
sure, “rating shopping” and reputational damage. According to Pastor et al. (2021), sus-
tainable investing enhances social welfare through two channels: firms become greener
due to higher valuations, and capital flows shift from brown to green firms as financing
costs diverge. This dynamic underscores the importance of understanding whether ESG

performance is a driver or a consequence of firm success.

1.1 Purpose of the Study

The purpose of this study is to examine the relationship between Environmental, Social
and Governance (ESG) performance and corporate success. Specifically, this thesis inves-
tigates whether the ESG factor acts as a cause or a consequence of corporate financial
performance (CFP) and market valuation. Sustainability reporting has expanded in the
215t century (Gillan et al., 2021) and it is obvious that it keeps growing. Understanding
its direction of influence becomes crucial for both managers and investors, because firms
can use ESG either as a value-creating strategy or a disclosure-driven signal. Only by
identifying whether ESG causes better outcomes or merely follows them can we tell if
sustainability investment creates shareholder value or simply reallocates existing re-

sources.

It is also likely that ESG disclosure will become more transparent through future legisla-

tion. According to Sulkowski & Jebe (2022), the clearest path towards a less fragmented



ESG reporting standard is through regulation by governments, not private standard set-

ters.

The relationship between a company’s ESG performance and its financial performance
is a widely studied and debated topic in corporate finance, and the existing literature
offers mixed evidence. Some studies find a positive relationship between ESG and CFP
(Gillan et al., 2021; Albuquerque et al., 2018; Lins et al., 2017), while others report neu-
tral or even negative effects (Buchanan et al., 2018; Pastor et al., 2021; Janz et al., 2025;
Harrison & Kacperczyk, 2009). The relationship between ESG performance and CFP is
often bi-directional. From a resource-based view, financially successful companies are
likely to possess the necessary resources to invest in ESG initiatives, meaning financially
unconstrained firms spend more on social goodness (Dimson et al., 2015; Kriiger, 2015).
This mechanism implies that ESG often follows a firm’s established profitability
(Vaihekoski & Yahya, 2023) even when it may later create value, and that is why | hypoth-
esize that corporate financial performance more often enables stronger ESG initiatives,

implying that the ESG factor acts as a consequence rather than a cause.

H1: ESG performance is more often a consequence of corporate financial performance

than a cause.

When reviewing a company’s market valuation relationship with ESG factors or Corpo-
rate Social Performance (CSP), it gets more context-dependent and influenced by a wide
range of different factors: economic conditions, investor beliefs, risk of greenwashing,
and agency problems. In this context also, there are many studies that found a positive
relationship (Islam et al., 2025; Gao & Zhang, 2015; Lueg & Pesheva, 2021). However,
the most prevalent view is that ESG performance and market valuation have mixed rela-
tionships (Bifulco et al., 2023; Gillan et al., 2021; Vaihekoski & Yahya, 2023) because
there are challenges in measurement and greenwashing (Kathan et al., 2025; Agoraki et
al., 2025). For stakeholder and legitimacy perspectives, credibility can lower the risk and

cost of capital (Lins et al., 2017; Pastor et al., 2021). When corporate governance and



reporting credibility are strong and stakeholder trust exists, ESG performance generally
supports firm valuation because this credibility validates the true, value-enhancing ben-

efits of sustainability.

H2: ESG performance tends to enhance market valuation, particularly when reporting

credibility is high.

This study contributes to the ongoing debate on whether ESG performance is a cause or
a consequence of firm success. By integrating Stakeholder, Agency, and Legitimacy the-
ories, it provides a unified framework explaining both value-enhancing and self-serving
motives behind corporate sustainability. This paper highlights how financial strength
may enable ESG investment (“consequence effect”), while credible ESG actions can en-
hance valuation and investor trust (“cause effect”). By distinguishing these dual channels
and emphasizing the role of reporting credibility, this research advances understanding

of the bi-directional link between ESG and firm performance.

1.2 Structure of the Study

This thesis is organized into five main chapters. Chapter 1 introduces the topic, states
the purpose of this study, and presents the hypotheses. Chapter 2 explains the theoret-
ical background of important theories and terms that are relevant for the study and the
industry. Chapter 3, the core of the study, critically reviews and synthesizes the most
relevant literature to answer my research questions. Chapter 4 presents practical impli-
cations, which enhance the thesis’s effectiveness, and offers suggestions for future re-
search. The last chapter summarizes the main findings of the literature review and pre-

sents the conclusions.

| also want to note that Al (ChatGPT-5) has been used to assist with structuring, language
refinement, and improving the overall clarity of the text. All research and analysis are

conducted by the author.



2 Theoretical Background

This chapter provides the theoretical foundations for analyzing the nature of the rela-
tionship between corporate social and financial performance. It begins with a brief over-
view of normative frameworks, Corporate Social Responsibility (CSR) and Corporate So-
cial Performance (CSP), followed by the emergence of ESG as an investor-oriented frame-

work.

The final sections of this chapter review the main theories (Stakeholder, Agency and Le-
gitimacy) and the concept of greenwashing that explain how ESG engagement may in-
fluence or be influenced by firm success. It is crucial to understand these core theories

to fully engage with the central discussion of this thesis.

2.1 CSR Framework

Corporate social responsibility (CSR) refers to corporate actions that go beyond the law
(McWilliams & Siegel, 2001). The framework of CSR started to form decades ago, and it
has evolved into a broad normative framework that is still studied. A normative frame-
work is a set of ethical standards and moral principles that guide a corporation’s ethical
actions, such as human rights, safeguarding the environment and promoting social wel-

fare (McWilliams & Siegel, 2001).

Carroll (1979) divides the framework into four sections that society expects businesses
to assume: economic, legal, ethical, and discretionary responsibilities, reflecting the mul-
tidimensional nature of corporate obligations. McWilliams & Siegel (2001) define CSR as
“actions that appear to further some social good, beyond the interests of the firm and
that which is required by law”. Over time, CSR evolved from an ethical concept into a
strategic tool that firms employ to enhance reputation, mitigate risk, and build stake-

holder trust.
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Corporate Social Performance (CSP) translates CSR into measurable outcomes and poli-
cies. Carroll’s (1979) three-dimensional model (responsibility categories, social issues,
and response philosophy) remains a key framework for evaluating firms” societal behav-
iour. CSP captures the observable impact of CSR, allowing researchers to assess whether

firms that “do good” also “perform well”.

In the modern world, it is standard that global corporations have their own CSR policy. It
has become an integral part of business practice, and corporations typically have a sec-
tion in their annual report to illustrate their CSR achievements (Servaes & Tamayo, 2013).
According to Albuquerque et al. (2018) CSR’s increasing use in corporate strategy and its
growing popularity inside boardrooms has outpaced the research needed to justify the
use of CSR in so many aspects. Lins et al. (2017) note that to measure firms’ social capital,
they focus on firm’s CSR, reflecting the view that CSR captures an organization’s rela-

tionships with key stakeholders.

Yet the direction of causality remains disputed: firms with stronger financial resources
may simply have greater capacity to invest in CSR, suggesting that financial performance
can precede social performance, rather than follow it. In other words, some companies
may appear to be CSR leaders primarily because their prior success provides the discre-
tionary slack needed to fund CSR initiatives. This ambiguity underlines the central ques-

tion of this study.

2.2 Environmental, Social and Governance (ESG)

The ESG concept emerged in the early 21% century as a more standardized, investor-
focused extension of CSR. While CSR emphasizes ethical responsibility, ESG offers quan-
tifiable metrics that enable financial markets to integrate sustainability factors into in-
vestment decisions. It is crucial to acknowledge that each pillar captures a distinct di-
mension of corporate behaviour: environmental management, social equity, and corpo-
rate governance quality (Buchanan et al., 2018). Assaf et al. (2024) describe ESG as an

umbrella term. By that, they mean that ESG functions as a catch-all label that masks the
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underlying diversity of attitudes and values that investors hold toward the individual cri-
teria, making a single ESG score insufficient for matching the nuanced preferences of

many investors (Assaf et al., 2024).

According to Zhang et al. (2024), 2007-2013 marked the budding period of ESG research,
when the first relevant papers began to appear. 2013-2017 was the development period
of ESG research field, during which the number of ESG studies rose steadily. In 2016, the
Paris Agreement was signed, and Morningstar released the first global sustainability rat-
ings for 20,000 funds (Morningstar, 2016). From 2017 to the present (2024), the field has
expanded rapidly: the 2017 United Nations Environment Assembly initiative “Toward a
Zero-Pollution Planet” catalyzed a surge of environmental-protection and sustainable-

development research across sectors (Zhang et al., 2024).

ESG scores/ratings are non-financial variables used to measure a company’s ethical per-
formance, based on data gathered by third-party providers from disclosures, media, reg-
istries, and other sources. Because of the numerous third-party providers, ESG ratings
have several disagreements, which are highlighted when comparing companies” ESG
profiles (Martiny et al., 2024). The ESG score is used as a tool similarly to CSR/CSP, but
while CSR/CSP remains a broader managerial/ethical concept, ESG is investor-facing and

is typically measured by separately for each pillar.

How has this data been gathered by third parties, and what are the indicator types in
ESG measurement? The most common sources to collect information for ESG measure-
ment are publicly available information like corporate reports and regulatory registries,
which KLD’s analysts rely on (Krtiger, 2015). News items that affect a firm’s stakeholders,
such as a newspaper story describing bad labor conditions at a plant or a non-govern-
mental report about waste disposal, are especially important for measuring corporate
social responsibility (Kriger, 2015). There is also data from multiple communication
channels including “email correspondence, phone interviews, survey responses, and,

when feasible, face-to-face interviews.” (Islam et al., 2025).
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The rise of mandatory sustainability regulations (e.g., the EU’s SFDR) and investor pres-
sure for transparency have further increased firms” incentives to report high ESG scores,
regardless of actual performance (Foley et al., 2024). Because such scores can capture
genuine operational improvements or strategic disclosure, observed ESG ratings often
mix substance with symbolism. If the ratings capture substantive changes, ESG can boost
cash flow and firm valuation, but if they mainly reflect the amount of disclosed infor-
mation, high ESG scores may simply be a consequence of earlier success or strong gov-
ernance. Therefore, it is critical to determine whether strong ESG signals cause improved

performance or merely follow it.

2.3 Stakeholder Theory

The stakeholder theory, “the most widely used theoretical framework” (McWilliams &
Siegel, 2001), was popularized by R. Edward Freeman in his landmark book: Strategic
Management: A Stakeholder Approach (1984). It provides the foundational logic for why
ESG performance might cause better financial outcomes, and it attempts to systemati-
cally answer a fundamental question: “Which groups are stakeholders deserving or re-
quiring management attention, and which are not?” (Mitchell et al., 1997). A firm is a
nexus of relationships with multiple groups who can affect or are affected by the firm’s
activities (stakeholders), not only owners (shareholders). Figure 1 reframes the firm
away from the basic input-output model toward a more practical and accurate model

(Donaldson & Preston, 1995).
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Figure 1. Contrasting Models of the Corporation: The Stakeholder Model (Donaldson & Preston,
1995).

Donaldson & Preston (1995) find that one of the central problems in the evolution of
stakeholder theory is the confusion about its nature and purpose. It differs from the
other theories in fundamental ways; it’s intended both to explain and to guide structure
and operation of the corporation. Donaldson & Preston (1995) articulate the theory from
three alternative aspects: Descriptive/empirical, explaining how firms actually behave;
instrumental, predicting how stakeholders’” management influences performance (e.g.,
profitability, growth); and normative, prescribing ethical duties (Donaldson & Preston,

1995).

Mitchell et al. (1997) argue that there is no individual organizational theory which could
answer questions about stakeholder identification in a systematic and efficient way and
therefore they develop a managerial, perceptual theory that managers allocate attention
(salience) according to three attributes of claimants: power, legitimacy and urgency.

They argue that stakeholder salience (the extent to which managers give priority to a



stakeholder) rises when the stakeholder has more following attributes: “(1) the stake-
holder’s power to influence the firm, (2) the legitimacy of the stakeholder’s relationship
with the firm, and (3) the urgency of the stakeholder’s claim on the firm” (Mitchell et al.,
1997). In addition, they form a typology using Venn diagram logic (Figure 2) to combine
the three attributes to generate stakeholder classes: “Latent” stakeholders: low salience
class (areas 1, 2 and 3); “expectant” stakeholders: moderately salient stakeholders (areas
4, 5 and 6); “definitive” stakeholders: highly salient stakeholders (area 7) (Mitchell et al.,
1997).

S

Figure 2. Qualitive Classes of Stakeholders (Mitchell et al., 1997).

2.4 Agency Theory

Agency theory offers an alternative explanation in which ESG engagement is a conse-
guence rather than a cause of firm performance. Jensen & Meckling (1976) are recog-
nized as the developers of the theory, and according to them, agency theory explains the
relationship between principals (e.g., shareholders) and agents (e.g., managers or exec-

utives) who are hired by the principals to act on their behalf. The central problems are
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goal divergence and information asymmetry between principals and agents. Jensen &
Meckling (1976) argue that if both parties in the relationship (principals and agents) aim
to maximize their results, there is a good chance that the agents do not always act in
ways that are beneficial to the principals. Managers may pursue their own goals, such as
higher compensation or prestige, rather than maximizing shareholder value. This misa-
lignment creates agency costs, which Jensen & Meckling (1976) define as the sum of:
“the monitoring expenditures by the principals, the bonding expenditures by the agent,

and the residual loss”.

To minimize the conflicts that agency costs bring, organizations implement governance
mechanisms that aim to align managerial behavior with shareholder interests. Zhang et
al (2024) find that board oversight and board design, such as independent directors, sep-
arate CEO/chair and strong audit committees, are repeatedly identified as governance
levers that reduce agency risk and improve ESG outcomes when effective. Studies argue
that corporate financial and audit reporting should be external, as well as assurance and
analyst coverage (Jensen & Meckling, 1976; Sulkowski & Jebe, 2022; Kathan et al., 2025).
When governance mechanisms function well, ESG policies are more likely to represent
value-enhancing commitments rather than symbolic gestures, potentially reversing the
direction of causality. There is also evidence that influential institutional ownership (10)
mitigates agency problems through monitoring managerial actions and allocating the

firm’s resources (Buchanan et al., 2018).

2.5 Legitimacy Theory & Greenwashing

Legitimacy theory is based on the idea that organizations continually seek to be accepted
as legitimate by society. The company’s survival depends largely on its reputation, and
reputation is tied to expectations and norms of the community in which the company
operates. Suchman (1995) describes: “Legitimacy is a generalized perception or assump-
tion that the actions of an entity are desirable, proper, or appropriate within some so-
cially constructed system of norms, values, beliefs, and definitions.”. According to Mitch-

ell et al. (1997) Suchman’s definition is difficult to operationalize. However, the
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sociological view foregrounds legitimacy as collective, perceptual, and “desirable social

good”, not just purely instrumental.

Legitimacy theory provides a strong theoretical foundation for understanding why com-
panies pursue ESG disclosure and corporate sustainability behavior, even though it is not
legally mandatory in certain circumstances. In Suchman’s (1995) study, there are three
types of organizational legitimacy channels which are still relevant in recent studies and
can be presented via current examples: Pragmatic (instrumental) channel — exchange
and customer/investor demand: A company can provide material benefits with ESG/CSR
actions and generate pragmatic legitimacy, increase sales, and reduce operating ex-
penses or lower cost of capital (Suchman, 1995; Albuquerque et al., 2018). Moral/repu-
tational channel — trust and social capital: CSR has a considerable influence on com-
pany’s resilience, debt access, sales or returns when it comes to negative shocks in mar-
kets so it can function as “insurance” in crises (Lins et al., 2017; Albuquerque et al., 2020).
Investing in social capital creates trust between company and both its stakeholders and
investors and it pays off, especially in crises: “The economic importance of social capital
in explaining stock returns is at least half as large as the effect of cash holdings and lev-
erage” (Lins et al., 2017). Cognitive channel — taken-for-grantedness and comprehensi-
bility: As sustainability becomes a taken-for-granted norm, being perceived legitimate
reduces stakeholder friction and can translate into valuation premia (Suchman, 1995;

Islam et al., 2025).

In the absence of clear, mandatory reporting standards, the recent surge in ESG disclo-
sure has created opportunities for greenwashing. Kathan et al. (2025) examine the rela-
tionship between ESG scores and greenwashing risk, and they find strong evidence: ESG
scores primarily reflect apparent environmental performance (which is constructed from
companies’ reports), while real environmental performance, based on quantifiable out-
comes, correlates negatively with ESG scores (see Figure 3). It is also notable that in Fig-
ure 3, the apparent environmental performance turning point is in 2016, when previ-

ously mentioned Morningstar sustainability ratings were published.
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Figure 3. Development of sample companies” average apparent and real environmental perfor-
mance over time (Kathan et al., 2025).

As previously stated, standards that are fragmented, inconsistent, and not sufficiently
legislated enable greenwashing (Sulkowski & Jebe, 2022). Often in greenwashing, com-
panies tend to have selective reporting, highlighting favorable metrics while knowingly
leaving certain parts out of it to ensure the best possible ESG score/rating. In addition,
when the reporting standards are partially voluntary, it leaves companies to decide
which parts they will report (Sulkowski & Jebe, 2022). According to Foley et al. (2024)
the claims regarding sustainability are often either deceptive, exaggerated, or false, and
firms are setting overly ambitious goals without accounting for the full value chain.
Heath et al. (2023) find that SRI (Socially Responsible Investment) funds primarily screen
for already high-rated firms. This improves the portfolio’s ESG score and marketing ap-
peal, but leaves little room for improvement, which weakens the funds” ability to cause
change in corporate behavior, as they have promised. In short, SRI funds are effective at
stock picking, but because they tilt toward already compliant firms, they are relatively

weak in bringing about significant changes in corporate practices (Heath et al., 2023).
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In summary, these theoretical frameworks provide complementary perspectives on the
ESG-CFP relationship. Stakeholder theory predicts a positive causal effect from ESG to
CFP, agency theory warns of reverse causality driven by managerial motives, and legiti-
macy theory captures the social dynamics that can produce both genuine and symbolic
ESG engagement. Together, they establish the foundation for evaluating whether high

ESG performance is primarily a cause or consequence of firm success.

2.6 Measures of Corporate Performance

This sub chapter explains the methods used for measuring corporate performance and

value.

Tobin’s Q is a fundamental concept in finance and economics used as a measure of firm
valuation and investment opportunities. It is often viewed as a forward-looking indicator
that captures the market’s perception of a firm’s growth potential, management effec-
tiveness, and overall value generation capacity (Buchanan et al., 2018; Servaes & Tamayo,
2013; Vaihekoski & Yahya, 2023). While the calculation methods vary slightly between
studies, the commonly used method is ratio of market value of the firm’s assets to the
book value of its assets. Studies often examine whether high ESG performance or CSP
correlates positively with Tobin’s Q, suggesting that these activities are value-enhancing

(Gillan et al., 2021).

Equation 1. Tobin’s Q (Islam et al., 2025).

Market Value of Assets

Tobin's Q = .
Q Book Value of Assets

(1)

Return on Assets (ROA) is an accounting-based measure that reflects how efficiently a
company uses its assets to generate profit, and unlike Tobin’s Q, ROA provides a back-
ward-looking assessment of current-period performance (Vaihekoski & Yahya, 2023;

Flammer, 2015). ROA is typically defined as the ratio of a company’s net income (or
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operating income before depreciation/interest and taxes) to its total assets (or average

total assets) (Vaihekoski & Yahya, 2023; Flammer, 2015; Candio, 2024).

Equation 2. Return on Assets (ROA).

Net Income (or Operating Income)

ROA =

(2)

Total Assets
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3 Literature Review

The relationship between Environmental, Social, and Governance (ESG) performance
and corporate financial performance (CFP) has been one of the most intensely debated
topics in finance over the past two decades. The surge in ESG interest, fueled by regula-
tory shifts, investor demand, and societal pressures, has produced a large body of re-
search. Yet, despite the volume of studies, the field remains fragmented, with mixed re-

sults and diverging theoretical interpretations.

According to Gillan et al. (2021) many studies find a non-negative relationship between
ESG and corporate financial performance (CFP), and most of them find a positive rela-
tionship. There are also certain conditions under which a positive relationship has been
found between ESG and CFP. Studies show that the firms exhibiting this positive relation-
ship also tend to incur higher advertising expenses (Servaes & Tamayo, 2013; Albuquer-
que et al., 2018). ESG can also create value for corporations via risk reduction and differ-
entiation. For example, Lins et al. (2017) find that firms with higher ESG ratings exhibited
better stock performance and profitability during the 2008 financial crise. Similarly, Al-
buquerque et al. (2018) provide evidence that ESG performance reduces a firms’ sys-

tematic risk.

As previously stated, ESG/CSR initiatives do not always create value for corporations, and
in certain circumstances, they might be a cost. An argument which appears in some stud-
ies is that ESG reporting may reflect agency problems in corporate governance. Kriiger
(2015) finds that investors respond strongly negatively to negative CSR news, but they
also respond negatively to positive CSR news when it is interpreted as agency-motivated
action. For example, managers using free cash flow to fund visible CSR projects that en-
hance their personal reputation, divert attention from weak operating performance,
which might be a result of agency problems. Some studies find that CSR can lower re-
turns, reduce profitability, or show no financial benefit. Di Giuli & Kostovetsky (2013)
find that when companies expand their CSR policies, the long-term result is stock under-

performance and deterioration in return on assets (ROA). Buchanan et al. (2018) find a
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negative coefficient estimate between ESG measures, crisis indicators, and Tobin’s Q,
and show that during financial crises, ESG overinvestment caused bigger falls for compa-

nies with higher ESG scores.

To clarify this complex field, this literature review organizes prior work into three the-
matic channels: ESG as a driver of firm performance, ESG as a consequence of a firm’s
financial performance, and ESG as a market signal affecting firm valuation. Each stream
is informed by core theories (Stakeholder, Agency, and Legitimacy) and provides distinct

insights into the bidirectional nature of ESG’s relationship with financial performance.

3.1 ESG as a Driver of Financial Performance

Stakeholder theory suggests that firms generate long-term value not only by serving
shareholders, but by managing relationships with a broader set of stakeholders (custom-
ers, employees, suppliers, and communities). In this view, ESG practices improve opera-
tional efficiency, reduce frictional costs, enhance reputation, and attract loyal customers

and investors.

Several empirical studies substantiate this perspective. By responding to stakeholders’
interests, firms can build trust and legitimacy, leading to sustained financial performance
(Martiny et al., 2024). According to Servaes & Tamayo (2013) the financial impact of ESG
is strongest in industries or periods where customer awareness is high and firms actively
communicate (advertise) their ESG achievements. Especially in consumer-facing indus-
tries, successful ESG-related engagements lead causally to better operational perfor-
mance and lower downside risk (Dimson et al., 2015). Albuquerque et al. (2018) argue
that CSR is associated with statistically and economically significant lower systematic risk
(beta) and they show that one standard deviation increase in a firm’s CSR score is linked

to a beta that is 1 % lower relative to the sample mean.

Moreover, ESG has been shown to contribute to corporate resilience in times of crisis.

Lins et al. (2017) document that during the global financial crisis, firms with higher social



22

capital outperformed peers by 4—8% in stock returns and had superior profitability and
margins. These findings are echoed by Albuquerque et al. (2020) during the COVID-19

pandemic, further reinforcing ESG’s role as a strategic asset under uncertainty.

Beyond crisis periods, ESG also enhances internal efficiency. Flammer (2015) demon-
strates that firms adopting environmental practices experience productivity gains, which
improve operating margins. Hartzmark & Sussman (2019) find that funds rated highly for
ESG (Morningstar Sustainability ratings in 2016) attract large inflows, implying that ESG
labels drive capital allocation, changing the cost of capital and indirectly affecting corpo-

rate performance (see Figure 4 below).

Several studies find that ESG tends to be a useful tool for mitigating different risks. In
terms of regulatory risk, credible environmental and social practices lower exposure to
fines, lawsuits, and compliance shocks, and climate-risk disclosure improves the infor-
mation set of institutional investors (llhan et al., 2023; Kriiger et al., 2020). There are
also studies that find that investor demand for sustainable assets can lower the cost of
capital (Hartzmark & Sussman, 2019; Pastor et al., 2021), which improves company’s

position with financial risks.

Overall, stakeholder theory, supported by evidence on customer, risk, and financing
channels (Servaes & Tamayo, 2013; Dimson et al., 2015; Albuquerque et al., 2018; Lins
et al., 2017; Hartzmark & Sussman, 2019), provides a compelling framework for ESG to
cause better performance. However, the effect is conditional on stakeholder salience,
disclosure credibility, and governance quality, and it competes with the resource-based
reverse causality argument (Gillan et al., 2021). So, it is possible that financially strong
firms may simply be better able to invest in ESG or CSR activities (Gillan et al., 2021) and
this challenge directly motivates Hypothesis 1: testing whether the CFP of high-ESG firms
are driven by ESG as a causal factor, or simply reflects the ability of well-performing firms

to invest in stakeholder relations.
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Figure 4. Cumulative fund flows by sustainability rating (Hartzmark & Sussman, 2019).

3.2 ESG as a Consequence of Financial Performance

A contrasting view suggests that ESG engagement is not an exogenous driver of perfor-
mance, but rather an outcome of financial slack, managerial discretion, or strategic mim-
icry. This line of reasoning is grounded in agency theory (Jensen & Meckling, 1976). It
conceptualizes the firm as a nexus of contracts in which managers (agents) may not al-
ways act fully in shareholders” (principals’) interests, especially when legislation and

oversight is weak or managers have more than enough resources to invest.

Kriger (2015) finds that positive CSR news may reflect managerial interests (e.g., repu-
tation, insulation against criticism) rather than pure shareholder value, which is the goal
that managers actions and decisions should pursue. He also finds that negative ESG

events typically have a stronger and more lasting market impact than positive disclosures.
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According to Bifulco et al. (2023), ESG expenditures and communications can serve as
marketing or reputational instruments for managers rather than as economically justi-
fied investments. They also argue that ESG investments do not sufficiently improve cor-

porate financial performance and may reduce shareholder value.

Empirical studies show that “doing well enables doing good” meaning that firms with
strong corporate financial performance (CFP) are significantly more likely to increase
their ESG spending, adopt sustainability initiatives, or disclose more on ESG performance
(Hongetal., 2012; Ferrell et al., 2016). Hong et al. (2012) also verify that their theoretical
modelling and empirical evidence demonstrate that less financially constrained firms
spend more on “goodness” (ESG/CSR). CSR spending proves significantly more sensitive
to the availability of financial slack than traditional capital expenditures or R&D spending,
which supports also the resource availability channel (Hong et al., 2012). Several studies
show that internal determinants like firm size, resource availability, and financial
strength are among the strongest predictors of ESG performance (Martiny et al., 2024).
They also mention that financial performance is a key internal determinant, and well

managed resources are statistically associated with higher ESG performance.

While several studies show that ESG performance/CSP and corporate financial perfor-
mance (CFP) have a positive correlation, the empirical literature still documents that less
financially constrained, more profitable, larger firms are more likely to invest in and dis-
close ESG/CSR activities (Hong et al., 2012; Gillan et al., 2021; Vaihekoski & Yahya, 2023;
Martiny et al., 2024). Also, some of the ESG expansion appears to be agency-driven, be-
cause positive CSR news in high-slack firms is received negatively by the market, and
heavy CSR spending is associated with lower future stock returns (Kriiger, 2015; Borghesi
et al., 2014). Therefore, many firms that appear to be “ESG leaders” at a certain time
may simply be the firms that were already financially strong performers, which directly

motivates H1.
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3.3 ESG and Market Valuation

The relationship between ESG performance and firm valuation is complex and context
dependent. While some studies suggest a positive association, others highlight chal-
lenges in measurement and credibility that weaken ESG’s signaling power. This section
interprets ESG’s influence on market valuation through the lens of legitimacy theory,
particularly Suchman’s (1995) typology, which helps explain why ESG signals may or may

not be priced by investors.

Pragmatic legitimacy is granted when the audience (investors, customers) perceives a
tangible benefit to themselves from the company’s ESG activities, e.g. better cash flows
or lower risk. Studies find that CSR increases Tobin’s Q, particularly when customer
awareness is high, because CSR works through stronger customer relationships and will-
ingness to pay, which is a direct stakeholder benefit (Servaes & Tamayo, 2013; Gao &
Zhang, 2015). Investors value ESG because it provides them with a clearer assessment of
future performance and lower risk (Kraussl et al., 2023). For instance, studies show that
high-ESG firms experience less downside risk (i.e., they are more resilient during market
crashes) (Foley et al., 2024; Assaf et al., 2024; Gillan et al., 2021; Pastor et al., 2021). By
contrast, weak environmental performance is associated with higher downside risk and
higher option-implied protection costs, consistent with investors using ESG as a hedge

against environmental tail risks (llhan et al., 2021).

Moral legitimacy rests on societal values and whether the firm is seen as “doing the right
thing”, which often transcends direct financial calculations (Suchman, 1995). Markets
assign a valuation premium when a firm’s commitment addresses high-salience risks,
like climate change or human right issues (Janz et al., 2025). For example, as previously
mentioned, the market reacts strongly negatively to negative CSR/ESG events, particu-
larly those concerning communities and the environment, reflecting the perceived cost
of social irresponsibility (Kriiger, 2015). However, when Kathan et al. (2025) find that

I”

high-ESG scores often reflect “apparent” rather than “real” environmental performance

(see Figure 3, p. 17), it should be interpreted as a collapse of moral legitimacy.
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Cognitive legitimacy is the deepest form of legitimacy, where the organization’s actions
are simply assumed to be desirable or taken for granted as natural and inevitable (Such-
man, 1995). As previously mentioned, Sulkowski & Jebe’s (2022) study shows how mul-
tiple standard-setters and the EU’s CSRD are gradually institutionalizing ESG disclosure,
and over time this can make ESG reporting a default, “natural” element of corporate
practice. Lins et al. (2017) find that high-CSR firms outperformed in the 2008-2009 crises
and based on Suchman’s (1995) typology, stakeholders already have a well-established
“story” about these firms as trustworthy and community-oriented, making them seem

more predictable and “natural” choices.

Gillan et al. (2021) show that empirical studies (e.g., Albuquerque et al., 2018; Hong &
Kacperczyk, 2009) find that better ESG performance and disclosure are generally associ-
ated with lower cost of equity and debt, especially when investor protections and ESG
norms are strong. For instance, ESG disclosure has been found to reduce cost of capital
and increase firm value in European markets (Gillan et al., 2021). After the EU’s sustain-
ability labelling funds that were credibly labelled as more sustainable both improved
their ESG scores and attracted larger net inflows, indicating that transparent and regu-
lated ESG labels affect investor demand and market valuation indirectly (Becker et al.,
2022). Hartzmark & Sussman (2019) show the exact same phenomenon in their study,

after Morningstar released their sustainability scores in 2016 (see Figure 4, p. 23).

ESG increasing market valuation depends highly on context and credibility conditions.
ESG appears especially value relevant in sectors with high environmental (E) and social
(S) exposure (e.g., consumer facing, brand-driven or natural resource industries) where
stakeholder and regulatory scrutiny is stronger and ESG can meaningfully reduce risk
(Gillan et al., 2021; Dimson et al., 2015). Investor sustainability preferences shape the
effectiveness of ESG on market valuation. Pastor et al. (2021) show that the size of the
ESG industry and the ESG price premium depend on how many investors have strong

ESG taste. They find that when ESG-motivated investors dominate, green firms enjoy
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higher prices and lower costs of capital. There is also evidence suggesting that a sizable
subset of institutional and retail investors is willing to sacrifice financial returns for ESG
or climate hedging motives (Krdussl et al., 2023; Giglio et al., 2025), which supports
higher share prices for high-ESG performing companies. Many U.S. retail investors expect
ESG to underperform on average, but a meaningful subset still allocate more to ESG
funds, which indicates that non-financial fundamentals and mitigating risks drive valua-

tions (Giglio et al., 2025).

There is robust evidence that ESG can increase market valuation by enhancing customer
loyalty and differentiation, building social capital and trust that improve crisis resilience,
reducing downside and climate-relate risk, and firms” cost of capital (Gillan et al., 2021;
Kraussl et al., 2023). However, these valuation effects are not uniform: valuation gains
are stronger in industries with high environmental or social exposure and when investor
sustainability preferences are salient. Taken together, these patterns partly support H2 :

ESG tends to enhance market valuation, especially when disclosure is credible.

3.4 Greenwashing, Measurement Problems & ESG Rating Disagreement

A central finding across recent ESG research is that ESG scores often capture what firms
communicate (advertise), not what they actually do. This divergence between apparent
and real environmental performance (see Figure 3, p. 17) directly undermines the legit-
imacy foundations that underpin H2's valuation argument. As previously mentioned, ap-
parent performance (disclosure) consists of environmental claims, targets, and sustain-
ability reporting, which often are self-reported and unaudited when taken into account
by rating agencies (Kathan et al., 2025). This has created a mix of standard-setters, caus-
ing confusion and dissatisfaction for both reporting companies and information users

(e.g., investors) (Sulkowski & Jebe, 2022).

The real performance (outcomes) is the actual environmental impact, measurable emis-
sions reductions, pollution incidents, and quantifiable resource use, which are harder to

observe and less central to ESG scoring methods (Kathan et al., 2025). The complexity
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arises because of ESG reporting governance is institutionally dense and fragmented, pre-
venting uniformity in metrics (Sulkowski & Jebe, 2022). This connects to the legitimacy
theory, when firms prioritize symbolic communication (apparent performance) over sub-
stantive change (real performance) (Kathan et al., 2025), gaining moral legitimacy. Such-
man (1995) warns that such strategies could risk firm’s credibility, and once stakeholders

recognize the disconnect, the moral basis for legitimacy collapses (Islam et al., 2025).

Empirical research reveals that large companies with the highest ESG ratings contain the
most greenwashing cases (Kathan et al., 2025). They also find a positive correlation be-
tween ESG score and greenwashing risk. From the moral legitimacy perspective: green-
washing is a fundamental failure. When stakeholders discover that a firm’s sustainability
claims are false, the ethical foundation for support dissolves and the firm no longer ap-
pears to be “doing the right thing” (Kathan et al., 2025; Islam et al., 2025). From the
pragmatic legitimacy view, even if a firm’s greenwashing could fool investors, the decep-
tion reverses support, and investors lose confidence in the firm’s self-reported data and
management (Li et al., 2022). Some high-profile greenwashing cases have undermined
cognitive legitimacy via creating a taken-for-grantedness of scepticism rather than trust
(Foley et al., 2024). The firm becomes cognitively associated with deception, making it

harder for investors to view ESG claims as reliable or predictable (Islam et al., 2025).

Beyond greenwashing, the structural fragmentation of ESG measurement itself weakens
legitimacy. Studies show that there is low correlation between ESG rating providers
(MSCI, Refinitiv, Bloomberg, Sustainalytics, etc.), which means there are different ESG
ratings for the same company, and two investors using different data sources could result
in opposite conclusions (Kathan et al., 2025; Martiny et al., 2024). Sulkowski & Jebe
(2022) argue that the focus should be on the quality of disclosure, not the quantity of it,
and that ESG reporting suffers from a lack of standardized metrics. Suchman (1995) em-
phasizes that cognitive legitimacy requires that audiences can comprehend the organi-
zation’s logic and predicts its behavior. When multiple rating systems produce conflicting

signals, investors cannot form a coherent mental model of what “good” ESG score
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actually means (Sulkowski & Jebe, 2022) and this fragmentation undermines cognitive

legitimacy.

ESG disclosure is increasingly mandatory in some jurisdictions (EU, UK) but remains frag-
mented and often driven by symbolic compliance rather than substantive change (Mar-
tiny et al., 2024). The EU’s Non-Financial Reporting Directive (NFRD) pushes ESG disclo-
sure, but studies find that disclosure improvements do not automatically translate into
real ESG improvements (Martiny et al., 2024). Lueg & Pesheva (2021) find that in Nordic
markets, excessive ESG disclosure relative to substance is associated with lower share-
holder returns, and Sulkowski & Jebe (2022) also state that: “Reporting companies com-
plain of the “reporting treadmill” where they spend more time gathering and reporting

data than improving their operations”.

These measurement problems, and especially greenwashing risks, directly support H2.
Based on Kathan et al.’s (2025) study, when credibility weakens, valuation effects disap-
pear or are reversed. They show that apparent ESG performance can mask real environ-
mental performance degradation, which is precisely the kind of information failure that
undoes valuation premiums once stakeholders discover it. The push toward harmonized
and mandatory ESG disclosure is an attempt to rebuild cognitive and pragmatic legiti-
macy, reduce rating disagreement, and enforce substantive disclosure standards
(Sulkowski & Jebe, 2022). Without such standardization, ESG ratings remain fragile sig-
nals, vulnerable to scepticism and revision. The credibility of ESG disclosures is essential
not only for firm-level valuation but also for sustaining trust in the ESG ecosystem. The
ESG valuation premium is strongest when: disclosure is transparent and externally au-
dited, firms operate in a high-salience industry where greenwashing is easier to detect,

and analyst coverage and media scrutiny are strong.



30

4 Practical Implications and Suggestions for Future Research

This chapter translates the thesis” main ideas into actions for corporate decision-makers
and capital providers/policymakers. It also clarifies how the evidence should be used in

practise and where stronger identification is still required.

Corporate managers could treat ESG as a capital-allocation decision, not a slogan. They
could build an ESG capital budget that competes with other projects on risk-adjusted
NPV and require post-implementation reviews to distinguish symbolic spends from
value-creating ones. Managers should make the company’s outcomes as credible as they
can by having e.g., external audit for ESG reporting, independent board committee for
sustainability oversight, and obtaining limited or reasonable assurance of key metrics.
Also, managers should manage greenwashing risk explicitly by adopting an internal
greenwashing risk register and by linking ESG to financing terms while avoiding targets

that invite penalties or reputational risks.

For investors, it is crucial to separate cause from consequence during diligence. They
should examine pre-investment profitability and free cash flow trends relative to ESG
adoption. They should assess governance quality as a filter for value-creating vs mana-
gerial ESG and maintain a critical stance toward ESG score providers and the correlation

between them.

There are indirect implications for standard setters and policymakers outlined earlier in
this thesis. Legislation should encourage harmonized and auditable reporting to shrink
rating disagreement that currently blurs the ESG-valuation link (H2). The standards and
metrics of each ESG-score provider should be sufficiently consistent so that users do not

reach substantially different conclusions when relying on different providers.

Future work should tighten causal identification and measurement. A priority is to sep-
arate substantive ESG performance from disclosure-driven signals. Studies could pair

quasi-experiments (e.g., rating-methodology changes or external-assurance
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requirements) with outcome data that are difficult to manage, such as measured emis-
sions or supply-chain violations. Researchers could also combine third-party assurance
and media sentiment into credibility indices that interact with ESG scores in returns,
cash-flow, and cost of capital models. Finally, dynamic models should trace the dynamic
loop between cash flows and ESG: when positive cash-flow shocks enable ESG invest-
ment (consequence channel), and when those investments later improve margins, resil-

ience, or financing terms (cause channel).
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5 Conclusion

The literature review reveals a complex and often contradictory landscape regarding the
relationship between Environmental, Social, and Governance (ESG) performance and
Corporate Financial Performance (CFP) or market valuation. While academic interest in
this area is growing rapidly, several fundamental issues remain unresolved, providing the
motivation and clear direction for this thesis. The findings across the reviewed studies
reveal that ESG can function as both a driver and a consequence of corporate success,

depending on the contextual and methodological lens.

Despite numerous empirical studies, a definitive, widely accepted causal link between
ESG performance and financial outcomes remains elusive for several reasons. Most of
the existing literature in this area shows a positive correlation between ESG performance
and firm success (e.g., strong ESG firms tend to be larger and more profitable) (Martiny
et al., 2024; Gillan et al., 2021; Vaihekoski & Yahya, 2023). However, existing correlation
does not clarify whether ESG leads to financial success (“doing well by doing good”) or
whether the financial success enables ESG spending (“doing good by doing well”) (Gillan
et al., 2021; Vaihekoski & Yahya, 2023; Flammer, 2015). Studies using instrumental vari-
ables or regression discontinuity models to address endogeneity often produce mixed
results or focus only on specific subsets of ESG activities, which limits their generalizabil-

ity (Krtiger, 2015; Flammer, 2015).

The literature frequently conflates the two distinct pathways proposed in this study’s
framework: ESG as a consequence of prior financial strength (Agency/Resource view)
versus ESG as a cause of superior future valuation (Legitimacy view). There is strong em-
pirical evidence that financial slack and the easing of financial constraints enable firms
to pursue greater corporate goodness (Gillan et al., 2021; Vaihekoski & Yahya, 2023; Fer-
rell et al., 2016). This supports the notion that ESG activity is often a selection effect,
where already strong firms choose to engage. However, the exact mechanisms (agency
costs vs. resource efficiency) are difficult to isolate and remain debated (Gillan et al, 2021;

Vaihekoski & Yahya, 2023). Once the causal link between ESG and CFP is established, the
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mechanism is usually linked to risk reduction, lower cost of capital, and enhanced social
capital (Gillan et al., 2021). Yet, few studies explicitly and simultaneously model how the
initial financial state (CFP = ESG) influences the subsequent valuation outcome (ESG =>
Valuation), which is necessary to understand the bi-directional nature of the relationship

(Vaihekoski & Yahya, 2023).

The most significant and currently unresolved issue centres on the credibility of ESG sig-
nals, particularly the impact of disclosure quality on the valuation channel. The ESG re-
porting ecosystem is characterized by normative and institutional fragmentation, leading
to confusion about standards and critical issues regarding the reliability and comparabil-
ity of data (Sulkowski & Jebe, 2022). This fragmentation undermines the core assump-
tion that investors can accurately interpret and rely on ESG scores for decision-making
(Sulkowski & Jebe, 2022; Kriiger, 2015; Assaf et al., 2024). Greenwashing creates a struc-
tural risk of deception, which means that positive valuation (H2) is perpetually condi-
tional on the firm overcoming the trust deficit created by misleading metrics (Foley et
al., 2024; Kathan et al., 2025). The systematic flaws in measurement, exemplified by high
rating disagreement and the prevalence of greenwashing, constitute a triple failure of
organizational legitimacy (pragmatic, moral and cognitive) (Sulkowski & Jebe, 2022; Ka-
than et al., 2025). While many studies acknowledge these limitations, few have inte-
grated ESG credibility explicitly into their empirical frameworks or tested its moderating

effects using rigorous identification strategies.

The vast body of ESG research remains fragmented and offers conflicting results, often
based on methods that cannot conclusively separate causation from correlation (Gillan
et al., 2021). Crucially, the prevailing uncertainty surrounding measurement quality and
greenwashing undermines the validity of the ESG argument. This thesis addresses these
gaps by conducting a structured literature review that maps the bi-directional causal
frameworks linking ESG and corporate financial performance (CFP). It systematically dis-
tinguishes how prior studies treat ESG either as a consequence of resource availability

(reverse causality) or as a potential causal driver of market valuation. It synthesizes
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empirical evidence to assess the conditional nature of ESG-to-valuation link, specifically
integrating objective measures of disclosure credibility and risk to determine the condi-
tions under which the ESG premium is realized. This research moves beyond the “corre-
lation versus causation” debate by modeling ESG activity as a dynamic loop: financial
strength enables ESG choices, and the credibility of those choices determines their
shareholder value payoff. It provides a nuanced understanding of when and how ESG

truly creates shareholder value.
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