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Abstract

This study examines how Environmental, Social, and Governance (ESG) performance affects financial outcomes for listed
Saudi Arabian companies between 2019 and 2023. Through a study of 50 firms, we address methodological limitations in
previous research by using advanced statistical methods that are correct for biases obscuring the true ESG-performance
relationship. Our findings provide compelling evidence that all three ESG pillars — Environmental, Social, and Govern-
ance - significantly enhance both profitability and market valuation. Particularly noteworthy is the fact that environmental
initiatives demonstrate clear financial benefits, reversing earlier findings that suggested negligible or negative impacts.
The results prove robust across various analytical approaches and industry settings, including a focused banking sector
analysis. Since this is the first study to establish a causal connection between ESG and financial performance in the Saudi
market, these findings have important strategic implications for companies advancing sustainability under Vision 2030.
The main limitation stems from the restricted sample size, a consequence of limited ESG disclosure in the Kingdom, which
may limit broader applicability.
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Introduction

“Business is widely seen as thriving at the expense of the
larger community and has been considered a major cause
of social, environmental, and economic problems in recent
years” [1]. Due to their readiness to take risks and toler-
ance, businesses need to determine the best way to manage
hazards. In order to minimize or lessen their consequences
with the least amount of resource input, the financial sector
must identify them and measure potential consequences.
The broader concept of sustainable and responsible invest-
ment (SRI) makes environmental, social, and governance
(ESG) an adequate criterion for portfolio selection [2]. ESG
considerations have been widely implemented on a global
scale in recent years. This is the result of ethical investment
methods, which also improve businesses’ financial success
by lowering portfolio risks and increasing returns.

A company’s score in three categories - Social, Environ-
mental, and Governance (ESG) - is typically tabulated to
assess its Corporate Social Responsibility (CSR) perfor-
mance. One way to demonstrate to stakeholders that com-
panies care about their needs and concerns is through En-
vironmental, Social, and Governance (ESG) activities [3].
ESG is gradually becoming a prominent criterion for eval-
uating businesses. The combination of a company’s cor-
porate governance, social, environmental, and economic
performance is known as ESG [4]. Both individual and in-
stitutional investors seek profitable returns that benefit the
environment and local communities.

Sustainability reporting regimes are typically classified as
either comprehensive or targeted: the targeted model fo-
cuses on supplying investors with decision-relevant envi-
ronmental data, while the comprehensive model addresses
a wider stakeholder audience and broader environmental
impacts [5]. When it comes to ESG information, investors
are concerned with whether it influences the financial risk
and income of companies for the sake of making invest-
ment decisions [6]. The recognition of the importance of
the relationship between a company’s financial perfor-
mance and its Environmental, Social, and Governance
(ESG) standards is growing. Although the effect varies de-
pending on the industry and different ESG dimensions, re-
search shows that incorporating ESG aspects can improve
financial outcomes.

Businesses that implement strong ESG policies typically
demonstrate higher resilience in times of market turbu-
lence, which eventually results in steadier financial perfor-
mance [7]. Businesses can efficiently overcome obstacles
and contribute to future fiscal viability by implementing
increased risk mitigation through ESG convergence [8].
Researchers and financial professionals have consistently
measured each of these factors over the past two decades to
identify a metric that reflects a company’s commitment to
sustainability. In this regard, the ESG score most likely in-
dicates the most successful effort. ESG measurements and
data are among the most widely used measures in the search
for responsible KPIs, despite ongoing doubts about their
ability to disclose Principal Adverse Impacts (PAIs) [9].
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They vary depending on a wide range of ESG metrics, or
factors, such as investment risk, controversies, media sto-
ries, and firm self-disclosures.

Saudi Arabia is leading the way in this transformation with
its grandiose Vision 2030 plan. Diversifying the Sultanate’s
economy away from reliance on oil and toward a more ro-
bust and sustainable economic model is the goal of Vision
2030 [10]. In line with this goal, an increasing number of
listed businesses on the Kingdom’s stock exchange, Tad-
awul, are implementing ESG practices to enhance trans-
parency and attract sustainable investments. The purpose
of this study is to investigate the impact of ESG disclosures
on the performance of listed Saudi Arabian firms, provid-
ing valuable insights into how these policies affect financial
outcomes.

The findings of earlier studies on the connection between
ESG practices and company performance have been con-
tradictory. According to certain research, ESG initiatives
can boost a company’s operational effectiveness, reputa-
tion, and risk management skills, all of which can result in
better financial success [11]. Businesses that diligently con-
trol their environmental effect may be able to lower their
operational expenses and regulatory risks, while those that
prioritize social and governance considerations may see
improvements in stakeholder relations and employee satis-
faction[8]. Some contend that, especially in the short term,
the costs of implementing ESG policies may outweigh the
benefits. These expenses may include potential disruptions
to current corporate procedures, funding for emerging
technologies, and compliance with strict regulations [12].
By analyzing the unique Saudi Arabian environment,
where socioeconomic, cultural, and regulatory factors may
influence ESG performance differently, this study aims
to examine the impact of ESG under the specific circum-
stances of Saudi Arabia.

Although research on the impact of ESG practices on
business performance is expanding, there is limited un-
derstanding of how these dynamics manifest within the
framework of listed Saudi Arabian businesses. Since cor-
porate governance structures, investor expectations, and
regulatory frameworks in established markets differ sig-
nificantly from those in emerging nations, the majority of
previous research has focused on these markets. Because
Saudi Arabia is a country with distinct socioeconomic,
cultural, and regulatory characteristics, the results of this
research might not be immediately relevant there.

Furthermore, few studies explicitly examine this relation-
ship within the context of Saudi Arabia’s Vision 2030 plan,
despite several investigations into the connection between
ESG disclosures and business success in emerging mar-
kets. Vision 2030 is a crucial framework for examining the
effects of ESG practices, as it is a transformative agenda
aimed at diversifying the economy and advancing sustain-
able development. This study has the potential to close the
knowledge gap on the relationship between Saudi Arabia’s
ESG business initiatives and national strategic goals by ad-
dressing the following questions.
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What is the causal effect of individual ESG pillars (Envi-
ronmental, Social, Governance) on accounting-based firm
performance (ROE) in Saudi Arabia?

How do individual ESG pillars affect market-based val-
uation (Tobin’s Q), and do effects differ from accounting
performance?

ESG scores of all the listed firms in Saudi Arabia that dis-
close their ESG practices are collected from Bloomberg.
This study investigates the impact of ESG disclosure on key
performance metrics, including return on equity (ROE)
and the Tobin’s Q ratio, utilizing panel data from Tadawul’s
listed companies. The study aims to address endogeneity
concerns and provide a comprehensive understanding of
the relationship between ESG and success in the Saudi
market by employing robust statistical techniques, such
as multiple regression models. Using these sophisticated
econometric methods will help guarantee that the findings
are trustworthy.

The research findings are expected to provide valuable
insights to Saudi Arabian investors, legislators, and busi-
ness professionals. This study contributes to the broader
discussion on sustainable business practices and their im-
portance in promoting long-term corporate performance
by highlighting the financial implications of Environmen-
tal, Social, and Governance (ESG) policies. Investors may
more accurately evaluate the long-term worth of business-
es based on their ESG performance, and policymakers can
utilize these insights to create more effective rules and in-
centives that encourage ESG adoption. On the other hand,
corporate practitioners can utilize these results to develop
more sustainable business plans that align with stakeholder
expectations and international best practices.

The theoretical framework, which elaborates on the under-
lying theories used in this research, is presented in the fol-
lowing sections of this paper. Further, the literature review
examines the findings of previous studies and develops the-
ories relevant to the current investigation. The techniques
used for data collecting and the statistical software used
for data analysis are covered in detail in the methodology
section. To arrive at logical conclusions, the research find-
ings are presented in the discussion section and compared
with those of previous studies. The paper is concluded by
outlining the research’s practical consequences and making
recommendations for future lines of inquiry.

Theoretical Framework

Stakeholder theory, Agency theory, and Dynamic Capa-
bilities theory are all incorporated into this study, which
integrates Stakeholder theory, Agency theory, and Re-
source-Based View (RBV) to conceptualize ESG as stra-
tegic resources that transform into intangible assets, such
as stakeholder trust, regulatory goodwill, and innovation
capacity, generating a competitive advantage [13]. Our
framework theorizes a resource accumulation cycle in
which ESG investments create intangible assets that en-
hance performance and enable further investment. Be-
cause of the severe endogeneity instigated by unobserved
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resource stocks and bidirectional causation, the causal ef-
fect of resource accumulation must be isolated using Sys-
tem GMM.

On the other hand, ESG disclosure reduces agency costs
and knowledge asymmetry between management and
shareholders, thereby enhancing a company’s financial
performance. Due to the greater knowledge asymmetry
between managers and shareholders, large organizations
typically have higher agency costs and are more concerned
with ESG disclosure [14]. According to the stakeholder
theory, ESG disclosure will also improve business perfor-
mance by meeting the stakeholders’ needs [15]. Stakehold-
er theory, which takes into account the different entities
impacted by enterprises, including customers, vendors,
local communities, and creditors, is relevant to overseeing
companies and ethical behavior in the business world [16].
Since a company’s ESG practices lead to successful man-
agement, meeting the requirements of diverse stakehold-
ers, and ultimately improving its financial results, stake-
holder theory aligns with this ESG study.

Simultaneity arises because firms with stronger financial
resources can afford greater ESG investment (Agency The-
ory), while ESG-driven stakeholder loyalty simultaneously
improves profitability (Stakeholder Theory). Time-invari-
ant firm characteristics that influence ESG adoption and
performance, such as management quality or institution-
al legitimacy, are the source of unobserved heterogeneity
(Institutional Theory). Measurement error is particularly
severe for environmental performance, as these initiatives
involve long-term, intangible characteristics that rating
agencies imperfectly capture [17]. Static OLS estimates
confuse correlation with causation because these theoreti-
cal mechanisms produce omitted variable bias and bidirec-
tional causality. Theoretically, system GMM is required to
use lagged values in order to separate the dynamic causal
effect from endogenous feedback loops and isolate the ex-
ogenous variation in ESG.

Environmental capabilities represent slow-building intan-
gible assets whose financial returns emerge after reaching
critical mass[17]. During Saudi Arabia’s rapid regulatory
ESG evolution, early environmental investments incurred
upfront costs without immediate market recognition,
masking the true resource value creation that dynamic es-
timation reveals.

Review of Literature

The influential study “Who Cares Wins”, which initial-
ly proposed the idea of ESG (Environmental, Social, and
Governance) in 2005, made the case that incorporating
ESG considerations into capital markets improves social
outcomes and company sustainability [18]. The number of
academic papers on this subject has increased significantly
over the past decade. According to a critical analysis of the
available literature, empirical research suggests that ESG
has a mixed impact on businesses’ financial performance,
with specific findings indicating both positive and nega-
tive effects [19]. The beneficial effects of ESG disclosures
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on a business’s financial performance are also highlighted
by [20].

Although considerable research has been conducted in
this field in the Western countries, the results are often
inconsistent. These disparities could result from various
approaches to evaluating financial and ESG performance,
as well as differences in the business settings under inves-
tigation, such as variations by country and sector [21]. Al-
though many research studies measure companies’ over-
all ESG score using a comprehensive CSR index, targeted
studies can yield valuable insights.

Overall, empirical research on the connection between
corporate financial success and ESG yields conflicting
findings. Corporate governance is frequently overlooked
in favor of focusing on the social and environmental ele-
ments of businesses, as demonstrated by [22]. According
to [23], stakeholders’ expectations of businesses to behave
responsibly in social and environmental matters have led
to a shift in corporate sustainability performance over the
past few decades.

Numerous studies on ESG disclosure and its positive im-
pact on financial performance have been conducted over
the past decade (2010-2020). According to [24], there is
evidence that increased transparency improves business
valuation metrics, such as ROE and Tobin’s Q, and that
the advantages of ESG disclosure for a typical listed firm
exceed the costs. Similarly, [25] found that a company’s
market value increases with better ESG performance,
with operating capacity acting as a significant mediating
component. Multiple robustness tests supported the find-
ings of [26], namely, the fact that ESG disclosure has a sig-
nificant impact on company financial performance. ESG
scores are potential predictors when compared to stand-
ard accounting variables, and recent research employing
machine learning methods, such as [27], demonstrates
great accuracy in forecasting EBIT. ESG integration in-
creases company productivity, which in turn improves
financial results, according to [28]. These results advance
our understanding of how ESG principles can be lever-
aged to enhance company efficiency and improve finan-
cial performance.

ESG and organizational performance

ESG is now a widely used metric in evaluation of corpo-
rate governance, social issues, and environmental factors,
as well as their impact on an organization’s overall well-be-
ing. ESG scores are reported and made public by several
organizations [29]. According to the findings of [30], ESG
scores can be utilized by government regulators and bank
managers to develop regulations that optimize resource
allocation in ESG practices, thereby enhancing financial
performance and improving stakeholder welfare. In their
analysis of annual data using static panel regression, [31]
found a favorable correlation between sustainability (as
measured by ESG) and financial performance indicators,
including return on equity (ROE) and the Tobin’s Q ratio.
Numerous research studies have demonstrated both posi-
tive and negative effects of ESG [32-34].

21

Environmental score of ESG
and organizational performance

Environmental concerns have led to a recent spike in in-
terest in ESG investment [5; 35]. Nonetheless, there is
conflicting empirical evidence in the literature regarding
the impact of environmental investing on business perfor-
mance. According to [36], environmental initiatives that
utilize new technology and processes to reduce costs and
expand markets have a greater valuation impact on smaller
businesses. On the other hand, [37] contended that where-
as strong corporate governance procedures and ESG initi-
atives benefit internal stakeholders and improve firm per-
formance, market actors perceive anti-takeover measures,
such as pollution control, as having an adverse (positive)
impact. The following theory is set forth in light of these
complex revelations:

H1a: Environmental score has a significant positive impact
on operational performance (ROE) of Saudi Arabian List-
ed Companies.

H1b: Environmental score has a significant positive im-
pact on the firm’s value (Tobin’s Q) of Saudi Arabian Listed
Companies.

Social Scores of ESG

and Organizational Performance

A study by [38] of the relationship between ESG scores
and business financial success revealed that social scores
have a significant impact on financial performance. ESG
disclosure scores have a favorable effect on financial per-
formance. According to [39], environmental, social, and
governance scores have a significant impact on Tobin’s
Q, return on equity (ROE), and debt cost. ESG disclosure
promotes transparency and reduces information opacity
within the firm, thereby building credibility among stake-
holders[3]. Each ESG component has a distinct impact on
earnings management strategies. In their study, [2] exam-
ined the connections between ESG disclosures and busi-
nesses’ financial (return on equity, ROE) and operational
(Tobins Q) performance, discovering a negative correla-
tion between the two. The following hypothesis is set forth
in light of these findings:

H2a: Social Score has a significant positive impact on op-
erational performance (Tobin’s Q) of Saudi Arabian Listed
Companies.

H2b: Social Score has a significant positive impact on
the financial performance (ROE) of Saudi Arabian Listed
Companies.

Corporate governance Score of ESG

and organizational performance

According to [9], corporate governance and return on eq-
uity (ROE) are positively correlated with Tobin’s Q Ratio.
However, due to the impact of external economic circum-
stances, [8] found that although effective governance pro-
cedures are beneficial, they may not always yield imme-
diate improvements in business performance. Businesses
that use sound corporate governance techniques typically
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have higher performance effectiveness and lower agency
costs. Using panel data and 2SLS estimation for the years
2013-2020, [40] found that subcommittees and board size
have a significant impact on the success of banks, as indi-
cated by the Tobin’s Q ratio and return on equity (ROE).
These results collectively suggest a strong correlation be-
tween business outcomes and corporate governance.

H3a: Corporate governance has a significant positive im-
pact on the operational performance of the Tobin’s Q ratio
of Saudi Arabian Listed Companies.

H3b: Corporate governance has a significant positive im-
pact on the financial performance (ROE) of Saudi Arabian
Listed Companies.

Methodology

Data Collection

This study examines the impact of Environmental, So-
cial, and Governance (ESG) aspects on the financial per-
formance of businesses listed on the Saudi stock market.
The Bloomberg database, renowned for its timely report-
ing and global trustworthiness, provided the data for this
study. The study is limited to 50 companies due to the una-
vailability of adequate ESG score data, despite the original
goal of including 227 companies. Utilizing all required data
feeds from Bloomberg for the investigation, data is gath-
ered for the 2019-2023 period.

Variables of the study

To achieve our research objectives, we employed eight var-
iables in this study. The selected dependent variables were
Return on Equity (ROE) and Tobins Q ratio. These two
accounting-based indicators, which are well-known for as-
sessing an organization’s fiscal stability across marketplac-
es, were used to evaluate firm value and performance [41].
To enhance their overall performance, including financial
and market outcomes, businesses disclose and report their
social, environmental, and governance ratings [42]. These
three scores, known as ESG scores, serve as the study’s in-
dependent variables. Control variables, including firm age
and total assets value, have been discovered in the ESG re-
search literature [14; 42; 43]. Therefore, in order to extract
more complex insights from our study, we included two
control variables: firm age and total assets value.

Statistical Framework

This study examines the impact of Environmental, Social,
and Governance (ESG) practiceson the performance of
Saudi Arabian listed corporations, utilizing panel data re-
gression analysis. By considering unobserved heterogenei-
ty and addressing potential endogeneity issues, panel data
regression is used because it can capture both cross-sec-
tional and time-series fluctuations, yielding more reliable
estimates. In ESG-related financial performance studies,
panel data models are constructive, as they enable re-
searchers to account for firm-specific features, such as cor-
porate governance frameworks and industry-specific regu-
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lations, which remain constant over time. Panel regression
is an appropriate technique for capturing these variances
because prior research has shown that ESG issues have
varying effects on corporate financial performance across
industries and economic conditions [24; 2; 26]. Environ-
mental capabilities are classified as slow-developing, intan-
gible assets, whereby a firm’s monetary returns are realised
once a critical mass of environmental capabilities has been
established [17]. As Saudi Arabia rapidly adapted its ESG
regulations to include companies operating locally and in-
ternationally, environmental investments incurred signifi-
cant upfront costs before being rewarded by the market for
their initial investments, which obscured the actual crea-
tion of resource value until a later date, as demonstrated by
dynamic estimation.

System GMM is necessary because both Stakeholder and
Agency Theories predict simultaneous causation where
ESG both causes financial performance and is caused by
it. This approach uses ESG scores with lagged levels and
differences to isolate exogenous variation because past
ESG decisions affect current ESG through capability ac-
cumulation but are uncorrelated with contemporaneous
financial shocks [44]. This is crucial for the identification
of dynamic causal effects, in particular, for environmental
performance, where delayed returns cause particularly sig-
nificant endogeneity.

A greater understanding of the association between ESG
and firm performance is made possible by including pan-
el regression with firm-specific controls and time dimen-
sions, as shown in previous studies [9; 37]. It has been
found that the Environmental, Social, and Governance
(ESG) sub-dimensions, in particular, have distinct effects
on financial performance metrics like Return on Equity
(ROE) and Tobins Q. As a result, a methodology that can
separate these effects across time is essential to attain in-
tended results[36; 39].

Model 1: ROE, = B + B,(ESG,) + B,(SOC)) + B,(GOV,) +
+ B,(FirmAge, ) + B,(TotalAssets ) + €.

Model 2: Tobins Q, = B, + BI(ESG,) + B,(SOC,) +
+B,(GOV,) + B,(FirmAge, ) + B.(TotalAssets, ) +e,.

This study examines the impact of Environmental, Social,
and Governance (ESG) issues on the performance of Saudi
Arabian listed corporations utilizing econometric models.
Model 1 investigates the impact of ESG disclosures on Re-
turn on Equity (ROE). This widely used accounting-based
performance metric measures a company’s profitability
based on the equity held by its shareholders. Model 2 ex-
amines the relationship between Tobins Q ratio, a mar-
ket-driven performance metric that indicates a company’s
value with regard to its assets, and ESG factors.

In both models, ROE, and Tobin’s Q, represent the de-
pendent variables for firm i at time t. The primary inde-
pendent variable, ESG,, denotes the overall ESG score of
the firm, while SOC, and GOV, represent the Social and
Governance sub-components of ESG, respectively. p (k =
1-5) represents the beta coefficients for various variables.
FirmAge, is included as a control variable to account for
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Table 1. Descriptive Statistics

Mean Std. Deviation N
Tobin’s Q 2.77534 0.706959 250
ROE 10.95102 2.578789 250
Environmental Score 2.96166 1.189762 250
Social Score 3.02683 1.201224 250
Governance Score 2.94737 1.141385 250
Firm Age 35.86 14.988 250
Total Assets (Million $) 2537.86522 1455.546031 250

Source: Generated by authors from the statistical analysis.

the potential impact of firm maturity on financial perfor-
mance, as older firms may have more stable operations and
established governance structures.

Total Assets, is incorporated to control for firm size, as
larger firms tend to have greater access to resources and
diversified revenue streams, potentially influencing both
accounting and market performance indicators. The term
€, \epsilon represents the error term, capturing unobserved
firm-specific and time-varying effects that may influence
the dependent variables.

Statistical Analysis

Descriptive statistics

The descriptive statistics for the study variables are pre-
sented in Table 1. ROE and Tobin’s Q Ratio have moderate-
ly variable mean values of 10.95102 and 2.77534, respec-

Table 2. Correlation Matrix

tively. The Environmental (2.96166), Social (3.02683), and
Governance (2.94737) ESG scores indicate that organiza-
tions” disclosure levels are balanced, with a slight amount
of variation. While total assets vary significantly, averag-
ing $2,537.87 million with a broad standard deviation,
the firm’s age averages 35.86 years. The need to control for
firm-specific features in regression analysis is highlighted
by these results, which display a range of firm character-
istics.

Correlation

The correlation matrix illustrates the connections among
corporate attributes, market valuation, ESG considera-
tions, and financial performance. The Social Score (0.476)
and Governance Score (0.451) exhibit a moderately posi-
tive correlation with the Return on Equity (ROE), suggest-
ing that companies with stronger social and governance
standards tend to have higher profitability. Investors may

Variables Tobin’s Environmental Social Governance Firm Total
Q Ratio Score Score Score Age  Assets ($M)
ROE 1
Environmental Score  -0.025 1
Social Score 0.476 -0.025 1
Governance Score 0.451 -0.008 0.019 1
Firm Age 0.084 0.023 -0.011 0.128 1
Total Assets ($M) 0.033 0.094 0.027 0.024 -0.006 1 -0.056
Tobin’s Q Ratio - 0.028 0.565 0.464 0.029 -0.056 1

Source: Generated by authors from the statistical analysis.
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appreciate companies with good ESG traits, as evidenced
by the substantial correlation between Tobins Q Ratio, a
measure of market valuation, and Social Score (r = 0.565)
and the modest correlation with Governance Score (r =
= 0.464). The Environmental Score has a limited direct in-
fluence on valuation and profitability, as evidenced by its
poor or non-existent correlations with financial indicators.

Three sources of bias can affect the relationship between
ESG and performance: (i) simultaneity (companies with
better financial performance might later invest in ESG);
(ii) unobserved heterogeneity (time-invariant factors like
management quality affect both ESG and performance);
and (iii) measurement error (ESG ratings don’t accurately
reflect true ESG performance). OLS estimates are incon-
sistent as a result of these problems. We use the Durbin-
Wu-Hausman (DWH) test to formally check for endoge-
neity. With x*(3) = 18.74, p < 0.001 for Model 1 (ROE) and
x*(3) = 12.58, p = 0.006 for Model 2 (Tobin’s Q), the null
hypothesis of exogeneity is strongly rejected. This demon-
strates the bias of OLS coefficients and the need for instru-
mental variable correction.

We use the System Generalized Method of Moments (Blun-
dell &Bond, 1998) given our panel structure (N=50,T=5).
This method tackles simultaneity and unobserved firm ef-
fects, (a) use lagged levels and differences of endogenous
variables as instruments, and (b) takes advantage of both
within-firm and between-firm variation. We use Wind-
meijer-corrected robust standard errors, incorporate year
dummies, regard Environmental, Social, and Governance
scores as endogenous, and treat Firm Age and Total As-
sets as exogenous. We limit lag depth in accordance with
Roodman (2009) in order to prevent instrument prolif-
eration.

Table 3. OLS Baseline vs. System GMM: ROE Model

Variable

OLS (Biased)

Main Regression Results:
OLS vs. System GMM

The degree of OLS bias is clearly demonstrated in the side-
by-side comparison. The significant 167-point reversal in
the environmental coefficient from -0.025 (p = 0.814) to
+0.142 (p = 0.005) highlights how simultaneity disguised
the actual positive influence. OLS overestimated these cor-
relations because of the omitted variable bias, as evidenced
by the Social and Governance coeflicients attenuating by
32% and 47%, respectively. It is confirmed that the control
variables (Firm Age, Total Assets) are independent con-
founders because they are consistently negligible across es-
timators. The GMM specification is validated by diagnostic
tests: AR (1) finds first-order serial correlation (expected
in differenced residuals), and AR (2) verifies that there is
no second-order correlation (p = 0.385), meeting model
assumptions. The validity of our lagged instruments is sup-
ported by the Hansen J-test (p = 0.332), which is unable to
reject instrument exogeneity.

OLS greatly overestimates the effects of social and govern-
ance on market valuation - by 53% and 44%, respectively,
much like the ROE model. Contrary to what the OLS sug-
gests, the environmental coeflicient becomes significant
after correction (0.089, p = 0.005), indicating that environ-
mental performance improves market-based performance.
Interestingly, Total Assets changes from a significant neg-
ative effect in OLS (-0.00004, p = 0.047) to insignificance
in GMM, suggesting that the OLS finding was erroneous
and most likely captured scale-based heterogeneity that
GMM appropriately accounts for. Once more, diagnostic
tests validate the validity of the specification: Hansen ]
p=0.371 and AR (2) p = 0.363 confirm the absence of seri-
al correlation and the validity of the instruments.

System GMM (Corrected)

Coeflicient (p-value)
~0.025 (0.814)

Environmental Score

Coefficient (p-value)
0.142 (0.005)

Social Score

1.002 (0.000)

0.684 (0.000)

Governance Score

0.987 (0.000)

0.521 (0.000)

Firm Age 0.006 (0.496) 0.003 (0.667)
Total Assets (Million $) 0.00002 (0.817) 0.00001 (0.857)
Model Diagnostics

Durbin - Wu - Hausman x? (3)

- 18.74 (0.000)

AR(1) test

- z=-2.34(0.019)

AR(2) test

- z=-0.87 (0.385)

Hansen J-test x> (20)

- 22.18 (0.332)

Observations

250 250
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Table 4. OLS Baseline vs. System GMM: Tobin’s Q Model
OLS (Biased)

System GMM (Corrected)
Coefficient (p-value)

0.089 (0.005)

Variable

Coefficient (p-value)

Environmental Score 0.033 (0.212)

Social Score 0.329 (0.000) 0.215 (0.002)

Governance Score 0.285 (0.000) 0.198 (0.004)

Firm Age —0.001 (0.559) —0.001 (0.842)
Total Assets (Million $) —0.00004 (0.047) 0.00002 (0.652)
Model Diagnostics

Durbin - Wu - Hausman x* (3) - 12.58 (0.006)
AR(1) test - z=-2.18 (0.029)
AR(2) test - 2=-0.91 (0.363)
Hansen J-test x> (20) - 21.45 (0.371)
Observations 250 250

Robustness Validation the coefficients seem larger, this subsample analysis is

Our ROE results are consistently validated across different ~ €xploratory owing to limited statistical power. Results are

model specifications by the robustness checks. To account
for industry-specific performance cycles, specification (3)
employs industry-adjusted ROE (subtracting sector-year
means); coefficients stay constant, eliminating sectoral con-
founds. Firm Fixed Effects are applied in specification (4),
removing any residual time-invariant heterogeneity. Al-
though environmental significance somewhat decreases
(p =0.072), the directional consistency confirms our causal
conclusion. Specification restricts the sample to the bank-
ing sector (8 firms, 48 observations), a homogeneous con-
text with particularly stringent ESG oversight. Although

Table 5. Robustness Validation: ROE Model

best interpreted as suggestive evidence that ESG perfor-
mance links may be stronger for regulated sectors, rather
than conclusive. The small sample size risks overfitting,
and replication at broader sectoral coverage is needed. The
insignificant stability of control variables across all speci-
fications confirms that our ESG impacts are unaffected by
company size and age.

The Tobins Q robustness confirms that market value ef-
fects are not model-specific phenomena by mirroring the
ROE trends. Industry adjustment (3) produces nearly com-
parable coefficients, indicating that our findings are not in-

Governance
Score Coefficient

Social Score
Coeflicient

Environmental

Score Coefficient Control Variables

Specification

(p-value)

(p-value)

(p-value)

(1) OLS Baseline (Biased) —0.025 (0.814)

1.002 (0.000)

0.987 (0.000)

Age: 0.006 (0.496)
Assets: 0.00002 (0.817)

(2) System GMM (Main) 0.142 (0.005)

0.684 (0.000)

0.521 (0.000)

Age: 0.003 (0.667)
Assets: 0.00001 (0.857)

(3) Industry-Adjusted ROE 0.138 (0.006)

0.691 (0.000)

0.512 (0.000)

Controls included

(4) Fixed Effects Model 0.128 (0.072)

0.658 (0.000)

0.508 (0.000)

Controls included

(5) Bank-Only Subsample 0.151 (0.003)

0.702 (0.000)

0.533 (0.000)

Controls included

25

Higher School of Economics



Journal of Corporate Finance Research / New Research Vol. 19 | N2 4 | 2025

Table 6. Robustness Validation: Tobin’s Q Model

Governance
Score Coefficient

Social Score
Coeflicient

Environmental

Score Coefficient Control Variables

Specification

(1) OLS Baseline (Biased)

(p-value)

0.033 (0.212)

(p-value)

0.329 (0.000)

(p-value)

0.285 (0.000)

Age: —0.001 (0.559)
Assets: —0.00004 (0.047)

(2) System GMM (Main)

0.089 (0.005)

0.215 (0.002)

0.198 (0.004)

Age: —0.001 (0.842)
Assets: 0.00002 (0.652)

(3) Industry-Adjusted Q

0.092 (0.004)

0.208 (0.003)

0.201 (0.003)

Controls included

(4) Fixed Effects Model

0.085 (0.078)

0.210 (0.002)

0.195 (0.005)

Controls included

(5) Bank-Only Subsample

0.095 (0.002)

0.225 (0.000)

0.205 (0.001)

Controls included

fluenced by sector-wide market fluctuations. Sometimes,
invariant firm characteristics have a minor impact on the
environment-performance relationship, as indicated by the
Fixed Effects specification (4), which yields consistent So-
cial and Governance effects alongside somewhat decreas-
ing importance of Environmental. Once again, the banking
subsample (5) demonstrates magnified impacts, suggesting
that investors in regulated financial sectors more effectively
price ESG risks. The stability of control variables, especially
Total Assets, which regularly becomes negligible after cor-
rection, confirms good specification and allays worries that
scale effects will taint our conclusions.

Discussion

The study’s conclusions shed important light on the con-
nection between business financial performance as deter-
mined by Return on Equity (ROE) and Tobin’s Q Ratio and
corporate sustainability metrics, such as Environmental,
Social, and Governance (ESG) ratings. The findings show
that all three ESG dimensions have a favorable impact
on company performance after endogeneity is taken into
account using System GMM modeling. In particular, the
environmental score, which was previously negligible un-
der OLS, becomes positively significant after simultanei-
ty bias is taken into account, and social and governance
scores continually show a substantial and significant cor-
relation with both accounting-based and market-based
success. These results confirm earlier research and provide
improved empirical evidence for developing markets like
Saudi Arabia, adding to the expanding corpus of study on
company sustainability and financial performance.

Both the Social Score and the Governance Score consid-
erably improve business performance across all model as-
sumptions, according to regression studies. These results
are consistent with [45] Stakeholder Theory, which holds
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that companies that engage in social activities and responsi-
ble governance produce long-term financial gains through
improved stakeholder relationships and trust. The findings
are also in line with the findings of [46], who showed that
companies with strong social responsibility initiatives and
good governance frameworks typically do better financial-
ly. The notion that social and governance activities gen-
erate quantifiable economic value is further supported by
the discovery of a positive correlation between corporate
social responsibility and firm profitability [22].

From a governance standpoint, the positive correlation
between business performance and the Governance score
highlights the importance of good governance in guaran-
teeing accountability, transparency, and the alignment of
shareholder and managerial interests. This bolsters the
claim made by [47] that effective governance lowers agen-
cy expenses and boosts productivity. The current findings
further support the findings of [40], who showed that com-
panies with excellent governance quality attain higher val-
ues and profitability, confirming that well-run businesses
promote investor trust and long-term financial gains.

An important update to previous findings is provided by the
enhanced relevance of the Environmental Score following
endogeneity correction. The System GMM estimates show
that environmental measures had a positive influence on
both ROE and Tobin’s Q, in contrast to the first OLS results,
which indicated no substantial environmental impact. [48]
theory states that ecologically sustainable practices can
boost competitiveness through innovation and efficiency
advantages is partially supported by this. The change in
significance suggests that the full financial impact of en-
vironmental engagement was previously obscured by sim-
ultaneity and omitted variable biases. Although [49] noted
that environmental expenditures frequently entail signif-
icant upfront costs and uncertain short-term payofts, the
current findings indicate that such initiatives do, in fact,
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generate financial benefits after company heterogeneity
and feedback effects are taken into consideration.

Our results support the dynamic RBV framework we pro-
posed, confirming that ESG performance is affected by
the resource accumulation that has taken place through
the use of resources and capabilities. We note that the En-
vironmental Performance Paradox [49] is critical to this
finding: there are initial outlays associated with develop-
ing an environmental initiative that create an intangible
resource stock through both process innovations and reg-
ulatory goodwill. OLS analysis captures the initial outlays
associated with the development and implementation
of an environmental initiative, but it doesn’t capture the
lagged financial benefit that occurs when the capabilities
associated with the initiative produce a financial return.
In contrast, the System GMM model in this study isolates
the actual impact of developing and implementing the
environmental capability(s) from the investment phase
by using as an instrument the determinants of ESG pri-
or to the initial investment. The results also demonstrate
that it is only after a gestation period that the investment
made in developing an environmental capability begins
generating financial rewards for an organization. Thus,
the findings of this study confirm the [48] argument that
all static methods for analyzing resource-based compet-
itive advantage fail to account for the temporal aspect of
resource accumulation.

The larger ESG effects seen in the banking subsample sug-
gest that sectoral variations may still mitigate this associa-
tion. Businesses in highly regulated sectors, where compli-
ance and disclosure are closely monitored, seem to derive a
greater financial benefit from ESG integration. This finding
is in line with [22], who documented industry-level dif-
ferences in ESG performance relationships, stressing that
stakeholder expectations and regulation severity might in-
fluence the strength of these effects.

In the future, the growing importance of environmental
factors points to a structural change in how the market val-
ues sustainability. Environmentally conscious businesses
are likely to gain long-term strategic advantages as con-
sumer preferences change, investor interest in ESG trans-
parency increases, and environmental rules tighten. This
viewpoint is supported by studies by [46] and [50], which
demonstrate that proactive environmental management
improves enterprises’ reputational capital, risk mitigation,
and access to capital market factors that are increasingly
essential to long-term competitiveness.

Lastly, Firm Age and Total Assets demonstrate inconsistent
explanatory power across models, which is consistent with
predictions that these structural elements mostly function
as controls rather than performance drivers. Once endog-
eneity is taken into account, the brief negative correlation
between firm size and Tobin’s Q shown under OLS vanish-
es, suggesting that the earlier effect was erroneous. How-
ever, the interpretation is in line with [51], who contend
that larger enterprises may experience inefficient resource
allocation and decreased adaptability, which can lower val-
uation efficiency in some situations.
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Limitations of the study

Due to limited ESG disclosure, the number of firms in our
sample decreased from 227 to 50, hence, there is a selection
bias toward larger and more transparent firms that are bet-
ter resourced. These disclosing firms can likely draw upon
pre-existing management quality and stakeholder engage-
ment capabilities that their no disclosing counterparts do
not possess, and thus, our coefficients may overstate true
population effects. The findings should be interpreted as
applicable to the “ESG-ready” segment of the Saudi mar-
ket, not the broader listing population. The 2019-2023 pe-
riod represents a capture of rapid regulatory change under
Vision 2030 and at the very beginning of ESG adoption,
therefore, long-term patterns cannot be inferred; the una-
vailability of pre-2019 data prevents one from distinguish-
ing between Vision 2030 policy effects and pre-existing
firm characteristics. Future research, however, should con-
sider extending the observation period to pre-2019 and
applying Heckman selection models or propensity score
matching in order to estimate the treatment effect of ESG
adoption by comparing disclosers against matched nondis-
closures. Practical Implications and Future Scope

This study offers important contributions to both theo-
retical and managerial perspectives. From a theoretical
standpoint, it reinforces the validity of stakeholder theory
and agency. From a managerial perspective, these results
suggest that firms seeking to improve their financial per-
formance should prioritize robust governance structures
and social responsibility initiatives. Regulators and inves-
tors should also recognize the potential long-term benefits
of governance and social responsibility when evaluating
firms. However, corrected significant influence of environ-
mental scores suggests that firms should carefully balance
environmental investments to ensure both compliance and
financial sustainability.

Future research should explore the long-term impact of
ESG factors on financial performance through longitudi-
nal studies, as sustainability initiatives often yield benefits
over time rather than in the short term. Additionally, in-
dustry-specific investigations are necessary to determine
whether specific sectors experience stronger financial
gains from ESG investments. Future studies should also
consider granular ESG metrics, such as carbon footprint
reduction, supply chain sustainability, and diversity initi-
atives, to identify the most influential factors in financial
performance. Moreover, regional and regulatory variations
should be analyzed, as different countries have distinct
ESG policies that may shape financial outcomes. Ultimate-
ly, as social and environmental concerns continue to gain
prominence, future research should investigate how evolv-
ing investor preferences and stakeholder expectations im-
pact firm sustainability and profitability.

Conclusion

This study provides empirical evidence on the relationship
between ESG factors and financial performance, empha-
sizing the significant role of environmental, social and gov-
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ernance scores in enhancing firms’ profitability and market
value. The findings indicate that social and governance
factors have a positive impact on ROE and Tobin’s Q. At
the same time, environmental scores showed significant
effect after correcting bias, aligning with prior research
that suggests governance mechanisms and corporate social
responsibility contribute to firm value [46; 22]. However,
the influence of environmental scores may be attributed to
the long-term nature of environmental investments, which
often require time to generate financial benefits [49]. As
global sustainability regulations tighten and investor pref-
erences shift towards ESG-conscious firms, environmental
concerns are expected to play a more vital role in finan-
cial sustainability [52]. These findings underscore the need
for firms to proactively integrate ESG strategies, ensuring
long-term competitive advantage and financial resilience.
Research should further explore sector-specific ESG im-
pacts and evolving stakeholder expectations, providing
deeper insights into how sustainable practices shape finan-
cial success over time.
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