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Introduction 

 
The corporate reporting environment has changed significantly in recent years, with a 

growing interest on the disclosure of non-financial information.  

The increasing attention towards climate change and climate-related impacts on 

businesses has captivated a broad spectrum of stakeholders, including investors, 

shareholders, asset managers, civic society, and regulators. A pivotal moment occurred 

in August 2018 when a fifteen-year-old girl started spending her Fridays outside the 

Swedish Parliament protesting. She held a sign that said "Skolstrejk för klimatet", asking 

for stronger action on climate change (Brady, 2019). This event marked a turning point 

for the development of the environmental movement and prompted global 

consciousness, realizing the urgent need for sustainability. Sustainability is now 

representing one of the greatest challenges that human society has to face, particularly in 

the context of environmental concerns. Recent months have witnessed shocking and 

alarming events, ranging from unprecedented ocean temperatures rise to a record low 

extent of Antarctic sea ice. Many people have been confronted with extreme weather 

previously unseen, as climate impacts began to deviate from usual weather. Even though 

experts had foreseen changes and were not surprised by the fact that most of the 

northern hemisphere has had heatwaves this summer, the intensity of recent phenomena 

has exceeded expectations (Mistry and Mwatsama, 2023).   

This evolving narrative underscores that sustainability is no longer a peripheral concern 

but a vital aspect with profound financial implications for businesses. For instance, global 

supply chains exacerbate the effects of climate change, deforestation, and water scarcity, 

all of which, in turn, pose substantial business risks. Companies heavily reliant on non-

renewable energy are affected by the rising costs associated with fossil fuels. In addition, 

these companies may face regulatory challenges and public scrutiny due to their 

environmental impact.  

The shocks of climate-related events emphasize the urgency for businesses to integrate 

sustainable practices, not merely as ethical considerations but as indispensable 

components of their long-term financial strategies. This shift can be seen as businesses 

are moving beyond reactive responses. Instead, they are increasingly focused on 

managing their environmental impact, the E of the ESG, particularly greenhouse gas 

emissions, through new monitoring and dashboarding solutions. Moreover, they are 
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taking proactive steps by incorporating internal measures focused on social and 

governance improvements (Mio, Venturelli and Leopizzi, 2015). It is important to keep in 

mind that ESG is not made solely of the E, but also of the S and the G. The S includes 

everything that is social, from diverse workplaces to safe communities and ethical 

engagement. The G refers to corporate structures and the relationships with their many 

stakeholders. One way to see how the three dimensions are interconnected can be that 

the ongoing exogenous collapse, triggered by catastrophic natural events, has amplified 

endogenous social and governance concerns within firms.  

Climate-related risk management and ESG monitoring and reporting are integral 

strategies for operationalizing financial resilience and ensuring long-term success in the 

core business. Corporate social responsibility is therefore regarded as an essential 

business measure for dealing with the previously mentioned business risks (Lu et al., 

2019). ESG reporting represents the new language of sustainability in current times, 

underlining the increasing importance of Environmental, Social, and Governance factors. 

Organizations are increasingly motivated to engage in ESG reporting, driven by 

stakeholders' pressure, both internal and external (Halkos and Nomikos, 2021), and the 

evolving regulatory environment (Welford, 2004). The global embrace of sustainability 

reporting is evident in the widespread adoption of frameworks and standards: The Global 

Reporting Initiative (GRI), International Sustainability Standards Board (ISSB), and Task 

Force on Climate-related Financial Disclosures (TCFD), to name a few. In response to the 

growing importance of disclosure, policymakers have recently reshaped regulatory 

landscapes surrounding ESG reporting. For instance, the European Sustainability 

Reporting Standards, which are being developed under the Corporate Sustainability 

Reporting Directive and the Corporate Sustainability Due Diligence Directive. These 

standards are designed to help boards of directors navigate the transition to 

sustainability, providing guidance and recommendations. This is a strategic imperative 

that goes beyond compliance and requires a pragmatic approach to ensure the long-term 

viability of the business. They also promote robust governance practices, transparency, 

and accountability, which are essential for preventing misconduct and encouraging 

ethical behavior. Recent corporate scandals resulting from inadequate corporate 

governance practices have refocused attention on the role of boards in fostering 

responsible leadership and balancing stakeholders’ interests, as well as highlighting the 

importance of corporate governance as a core component of the ESG landscape. 
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The thesis is organized in three chapters. The first chapter provides an overview of the 

ESG factors and the prevalent ESG reporting frameworks adopted by companies, with 

particular attention on the latest set of sustainability standards, exemplified by the 

European Sustainability Reporting Standards and the IFRS Sustainability Standards. The 

second chapter highlights the significance of the G factor within ESG, using the British 

Petroleum oil spill disaster of 2010 as a starting point. This study intends to shed light on 

critical challenges and consequences arising from poor corporate governance practices, 

exploring the theoretical foundation such as shareholder value primacy. The presentation 

of new corrective measures, particularly emphasizing the role of the board of directors in 

guiding a company towards more sustainable long-term growth, is a key focus. Finally, 

the third chapter brings evidence from the market, presenting two analyses aimed at 

explaining the relationship between corporate governance and firm performance.   
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Chapter 1. Overview of the sustainability reporting standards and frameworks  

1.1. What are the ESG factors? 

ESG represents three different areas of social concern. Investors, companies, and other 

stakeholders take them into account to assess a company’s impact on society and the 

planet, and they are often used to make investment decisions. 

From the company's perspective, the ESG criteria take the form of a social credit, where 

all three categories are used to illustrate the amount of risk a company poses to investors 

(Arvidsson, 2010). The ESG rating is usually calculated based on data and metrics about 

a company’s intangible assets. Consequently, the investment decision is not only based 

on a company’s economic performance but also on values such as respect for the 

environment and effective corporate governance. 

The “E" specifically includes factors such as a company's impact on the environment, 

including its energy use, its handling of waste and other pollutants, its position on 

deforestation and other natural resource conservation issues, sustainability practices 

and the company’s active contribution to climate change and efforts to reduce carbon 

emissions.  

The “S” focuses on corporate social responsibility, diversity and inclusion, and 

community engagement. An important aspect is how the company treats its employees 

and whether it offers them fair remuneration and appropriate social benefits. In addition, 

the composition of a company’s workforce is also assessed.  

The “G” encompasses anti-corruption policies, tax transparency, board diversity and 

independence, financial disclosures, and treating minority shareholders fairly. A 

significant aspect here is represented by whether the company has sufficient controls in 

place to ensure that management serves the interests of, and is accountable to, various 

stakeholders1.  

Effective ESG disclosure improves transparency and information symmetry. Given that 

companies are already required to disclose their financial results using standardized 

frameworks and standards, it is reasonable to expect a similar level of transparency when 

it comes to the disclosure of sustainability information by management teams, and this is 

exactly what the regulatory environment implements. Disclosure of ESG information also 

supports progress towards a modern, resource-efficient economy and is in line with 

 
1
 https://www.daato.net/articles/esg-what-it-is-and-why-its-important  

https://www.daato.net/articles/esg-what-it-is-and-why-its-important
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initiatives such as the European Green Deal, which aims for zero net emissions of 

greenhouse gases by 2050 and economic growth without overexploitation of finite 

resources (European Commission, 2019). ESG analysis has become an increasingly 

important part of the investment process. The transition to a more sustainable economy 

will bring opportunities and risks that are not captured by traditional investment 

analysis, making the measurement and understanding of ESG critical to value creation. 

The core objective of corporations’ socially accountable activities is to maximize shared 

value, which can indirectly produce investment returns for shareholders while avoiding 

unfavorable impacts on both society and the environment (Navickas and Kontaiutiene, 

2012). Sustainable investing is critical to the sustainability of investing2. It can be seen as 

part of the evolution of investing. Increasingly, industry participants acknowledge that 

certain ESG factors hold economic significance, particularly in the long term. 

Consequently, there is a growing emphasis on incorporating these material factors into 

investment decisions and processes.  

Research has indicated that of more than 1,000 global investors, 89% had adopted ESG 

in 2022, up from 84% in 2021 (Hicks, 2023). Deutsch Bank found that more than half of 

investors (53%) regarded climate change as the most important factor affecting their 

investment decisions in 2022, up from 47% in 2021. A PwC survey in 2022 found that 

ESG issues are now among investors’ top five concerns. 83% of investors replied to the 

survey indicating that the top priority for business should be the development of 

innovative products, services, and ways of operating. Keeping a profitable financial 

performance is ranked second (69%). Furthermore, among investors' top concerns for a 

corporation are environmental, social, and governance (ESG) outcomes: data security and 

privacy rank third (51%), effective corporate governance is fourth (49%), and reducing 

greenhouse gas emissions (44%) rounds out the top five (PwC Survey, 2022).  

Socially Responsible Investing (SRI) History  

Socially Responsible Investing (SRI) is not a novelty, it has a historical foundation dating 

back to the 1960s-70s, which assisted the rise of the antiwar movement with people 

protesting against nuclear weapons and supported companies working on environmental 

 
2 https://www.cfainstitute.org/en/rpc-overview/esg-
investing#:~:text=ESG%20stands%20for%20Environmental%2C%20Social,material%20risks%20and%
20growth%20opportunities 

https://www.cfainstitute.org/en/rpc-overview/esg-investing#:~:text=ESG%20stands%20for%20Environmental%2C%20Social,material%20risks%20and%20growth%20opportunities
https://www.cfainstitute.org/en/rpc-overview/esg-investing#:~:text=ESG%20stands%20for%20Environmental%2C%20Social,material%20risks%20and%20growth%20opportunities
https://www.cfainstitute.org/en/rpc-overview/esg-investing#:~:text=ESG%20stands%20for%20Environmental%2C%20Social,material%20risks%20and%20growth%20opportunities
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issues, and green energy (Townsend, 2020). Traditional SRI was also influenced by the 

maturity of movements on women’s rights, and racial equality (Carroll, 2021). These 

social and cultural influences, with these notably progressive American values, created 

the recipe for socially responsible investing in North America. In the early 1970s, the first 

mutual funds were created, reflecting the values of faith, civil rights movement 

sensibilities, and environmental concerns. Luther Tyson and Jack Corbett, who both 

worked for the United Methodist Church, pioneered the first socially responsible 

investing (SRI) mutual fund known as the Pax World Fund. Their initiative involved 

pooling funds for individuals who preferred not to invest in companies associated with 

the Vietnam War.  

Around 1970, the application of any “social” criteria to investments contradicted 

conventional thinking. The famous Milton Friedman of the University of Chicago can give 

us an idea of the common wisdom of the time: “The social responsibility of business is  to 

increase its profits” (Friedman, 1970). Nonetheless, several events in the 1970s set a 

pattern that would become very familiar in the decades that followed. As society 

responded to nuclear energy, exploitation, Apartheid, climate change, human trafficking, 

the gender wage gap, the LGBTQ movement, and many other political movements and 

issues, socially responsible investors rushed into the industry (Townsend, 2020). 

Investors considering both the impact of their decisions on the world and society, 

alongside potential financial gains, was more of an inspirational action, was born as a 

matter of principle. Once Warren Buffett, an American economist and investor, inspired 

investors with this motto: “Don’t invest in a company you don’t understand. Don’t invest 

in a company that conflicts with your values”. This motto, said in the period when many 

Americans were questioning their values and were challenging themselves to which ones 

were the most important, gave an enormous impetus to investors. SRI retained a certain 

degree of subjectivity, as an investor’s practice reflects their distinctive set of personal 

values and morals (S&P Global, 2020).  

A growing interest in Socially Responsible Investing (SRI) persisted through the events 

of the 1980s, including the Chernobyl nuclear reactor disaster and the oil spill in Alaska. 

These incidents heightened awareness of social and environmental issues. Subsequently, 

the emergence of new SRI mutual funds was driven by concerns such as tropical 

deforestation and the greenhouse effect. By 1995, the USA alone had 55 SRI mutual funds, 

collectively managing $12 billion in assets actively invested in the market.  
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The modern history of ESG principles can be traced to early 2004 when it first took hold 

in Europe. During that time, United Nations Secretary-General Kofi Annan engaged over 

50 CEOs from major financial institutions in a collaborative initiative to integrate ESG 

values into capital markets. He called on the largest asset owners to help create the United 

Nations Principles for Responsible Investment (PRI) to create a sustainable financial 

system. Approximately a year later, at the 2005 'Who Cares Wins' conference, the 

acronym 'ESG' was coined (The Global Compact, 2005). Three elements created the 

demand for ESG analysis. The first one was a strong intellectual and legal debate about 

the relationship between fiduciary duty and issues of sustainability; the second one was 

climate change and last but not least, poor corporate governance (Townsend, 2020). I will 

now explain briefly each one of them.  

The first, it all started with the United Nations Environmental Program (UNEP) 

addressing the delicate balance between sustainability and fiduciary duty standing as “we 

should aim at development that meets the needs of the present without compromising 

the ability of future generations to meet their needs” (UNEP FI Statement, 2020). In 2005 

UNEP commissioned a report by Freshfields Bruckhaus Deringer, a global law firm, 

exploring the integration of ESG issues into investment policies. The report concluded 

that ESG considerations are consistent with fiduciary duty and ignoring them may result 

in breaking this duty.  

The growing concerns about climate change prompted considerable developments in 

environmental issues awareness. The Exxon Valdez oil spill in 1989 led to the formation 

of the Coalition for Environmentally Responsible Economies (CERES) and the Valdez 

Principles, a voluntary set of 10 principles for large companies to sign. Eventually, the 

acronym dropped and the coalition and the principles came together under the name 

Ceres. The oil industry provided a bridge between SRI in North America and the emerging 

ESG in Europe. Ceres set the groundwork for what came later, with the GRI and even later 

the SASB. Ceres also contributed to raising awareness of climate change after Hurricane 

Katrina, through the report on climate’s impact on the insurance industry coinciding with 

Hurricane Katrina. In 2011, regulators in California, New York, and Washington began 

requiring climate risk disclosure for insurers. Increased disclosure of ESG information led 

to recognition of the impact of climate change on investment markets. Legal requirements 

for the disclosure of environmental information became critical to ensuring market 

stability. 



 11 

Finally, the combination of climate change, corporate governance, and ethical failures 

during the subprime mortgage crisis led to raising awareness of poor governance within 

firms and the necessary intervention. The subprime mortgage crisis exposed the lack of 

disclosure, transparency, and ethics in the financial sector, leading to unprecedented 

government intervention. It was not the first time that something similar happened, the 

stock market crash of 1929, which led to the Great Depression of the 1930s, was another 

huge event. Separation of board CEO and chair and board independence suddenly became 

material for the long-term success. These crises made it clear to the largest asset owners 

that they needed a better framework to assess market risks, including climate change and 

corporate governance (Townsend, 2020).  

 

Historical events such as the subprime mortgage crisis and the global economic crisis not 

only underscored the need for robust governance frameworks, but also paved the way 

for the development of socially responsible investing (SRI) and the emergence of 

environmental, social, and governance (ESG) considerations in the financial landscape, as 

pointed out in the study exploring Italian Blue Chips firms’ increased interest after these 

moments of crisis (Landi and Sciarelli, 2019). The quantitative global increase in annual 

disclosures of non-financial reports has been followed by a consequent proliferation of 

studies on non-financial reporting practices. In contrast to the initial wave of research, 

which predominantly employed quantitative approaches to assess the primary 

determinants of corporate reporting practices, recent years have seen academics 

considering managerial implications tied to the implementation of non-financial 

reporting systems (Bebbington and Unerman, 2020; Unerman, 2008). Scholars widely 

acknowledge the existence of multiple externalities linked to this type of disclosure. 

Numerous studies have explored the connections between sustainability reporting and 

various functional areas, such as marketing, logistics or finance (Mio, Venturelli and 

Leopizzi, 2015). In the last area of interest, the study explores the integration of corporate 

social responsibility effectively into business operations, through management incentive 

schemes. These transformative phases laid the groundwork for the current era of 

increased stakeholder pressure and the growing importance of ESG reporting. Companies 

that have learned from the lessons of past crises are now under increasing scrutiny from 

investors, asset managers, policymakers, regulators, and other stakeholders, urging 

transparency about their ESG practices and performance. This trend is set to persist as 
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ESG factors continue to prove their importance for long-term investment success and 

societal well-being (OECD, 2019).  

1.1.1 Stakeholders’ pressure for sustainability-related information reporting  

Freeman defined stakeholders as “any group or individual who can affect or is affected 

by the achievement of the organization’s objectives” (Freeman, 1984, 25). Stakeholders 

can be divided into internal stakeholders, who are formally connected to the company, 

such as managers and employees, and external stakeholders, such as investors, 

customers, regulators, communities, and competitors, who can influence the company 

from the external environment. Harrison and St. John (1997) argue that external 

stakeholders should be prioritized due to their ability to impact the environmental 

uncertainty faced by the company. Mitchell et al. (1997) developed a stakeholder 

identification model for corporate management to better understand who are the 

stakeholders that can have more power on the firm and can have a significant effect on it, 

and subsequently prioritize their claims instead of others. Three attributes can help in 

this definition: 1) the stakeholder’s power to influence the firm; 2) the urgency of the 

stakeholder’s claim; and 3) the legitimacy of the stakeholder’s relationship with the 

company (Wong, Teh and Tan, 2023).  

In developing and studying the so-called stakeholder identification model mentioned 

above, several theoretical frameworks have come to help and I am going to present the 

crucial conclusions that came out of them.  

The central theoretical framework is the stakeholder theory, which states that “a 

company has a responsibility to develop relationships and create as much value as 

possible for stakeholders, without resorting to trade-offs” (Freeman, 2010). The 

application of this theory helps corporate managers to understand which stakeholders 

actually count to companies in relation to ESG reporting (Buniamin, 2020) and, as a 

result, the content of the report is strongly influenced by perceptions of the managers 

(Lindrianasari and Adriyanto, 2010). In the stakeholder literature, there are two main 

branches: the moral branch and the strategic branch. The moral branch supports the 

company in finding a balance between the different interests of the stakeholders, 

regardless of financial implications. Examples of how it can be applied in practice are the 

following: employees are more likely to implement Corporate Social Responsibility (CSR) 

practices when their managers/owners have a strong moral commitment to CSR 



 13 

practices, or the CEO’s ethical leadership can encourage businesses to accept corporate 

social obligation. Emphasizing sustainability not only boosts employee engagement and 

productivity but also fosters a positive workplace culture. Employees are motivated and 

are proud of working for a company aligned with their values. For instance, employees 

are found to be one of the most powerful stakeholders as perceived by the managers, 

alongside shareholders and the government (Buniamin, 2020; Halkos and Nomikos, 

2021).  

The strategic branch emphasizes the financial benefits of good stakeholder relationship 

management. Companies are motivated to disclose ESG information to overcome the 

pressure from powerful stakeholders (Gray, Owen and Adams, 1996). The more 

important the stakeholder to the organization, the more effort will be exerted in 

managing the relationship (Gray, Owen and Adams, 1996, 45). They can implement a 

communication strategy that emphasizes the tremendous efforts they are making to 

implement sustainable practices, even though they are not. Companies can avoid 

disclosing this type of information or can act in this way to save their reputation and 

reduce reporting costs. On the other hand, companies that truly prioritize ethical and 

sustainable practices will be happy to report such information. They can both retain and 

attract customers who are increasingly aware of the environmental and social impact of 

their purchases, conforming to various particular stakeholders, thus building strong 

relationships with their stakeholders and consequently creating more value for 

shareholders. The importance of disclosing ESG (especially social and governance) 

information plays a central role in building and maintaining brand loyalty (Jin Lee and 

Rhee, 2023).  

In line with this managerial branch of stakeholder theory, corporate reporting is a way of 

demonstrating conformity with the expectations of particular stakeholders’ groups, 

especially those that are recognized as to be powerful due to their control over resources 

essential to the organization’s operations (Ullman, 1985). ESG reporting is supposed to 

be demand-driven and used as the company’s strategy to respond to their stakeholders 

(Buniamin, 2020).  

The legitimacy theory is another important lens, it can be defined as “a generalized 

perception or assumption that actions of an entity are desirable, proper, or appropriate 

within some socially constructed systems of norms, values, beliefs, and definitions”. It is 

based on a social contract between the firm and the society, which may be both legislated 
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and non-legislated (Mathews, 1993, 26). However, societal dynamics involve various 

groups with varying levels of power and influence over the activities of other groups. It is 

important to note the substantial overlap between the legitimacy theory and the 

stakeholder theory (Hahn and Kuhnen, 2013). Stakeholder theory explicitly states that 

different stakeholders have different views about how the organization should conduct 

its operations, and have different ability to affect an organization (Deegan 2002, 295). 

Integrating the two theories, external stakeholders can compel companies to disclose 

more ESG information based on the institutional legitimacy of their claims and normative 

authority (Wong, Teh and Tan, 2023). For instance, global governments are enforcing 

more stringent environmental regulations, placing companies adhering to sustainability 

practices in a favorable position for compliance, thus avoiding legal issues and associated 

financial penalties. Companies that disclose non-financial information, as a legitimacy 

tool, can have better access to financial resources, better manage capital costs, and 

influence the public policy process.  

The resource-based theory asserts that the competitive advantage of a firm, its growth, 

and its profit are affected by the availability and the heterogeneity of resources. The more 

the company’s resources are valuable, rare, unique, and difficult to imitate, the more the 

company gains a competitive advantage (Barney, 1991, 99-120). If companies develop a 

sustainable competitive advantage by elaborating complex strategies based on intangible 

assets are likely to outperform other companies. Companies should take advantage of the 

resources and capabilities inherent in the network of relationships built by their 

stakeholders to obtain more resources. This holds for existing (and potential) customers, 

employees, and partners within the supply chain. Under the resource-based view, a firm’s 

strong reputation provides it with more stable resources and favorable agreements. ESG 

performance serves as a measure of a firm’s intangible resources, which are often 

perceived as markers of respect and reputation. Investing in ESG initiatives can be the 

same as investing in the firm’s reputation (Sharma, Bhattacharya and Thukral, 2019).  

These conceptual frameworks help us to understand the power exercised by 

stakeholders, in particular external ones, towards an organization, and how a company 

proactively discloses ESG information to engage with stakeholders and understand their 

expectations and concerns, maintain legitimacy, and secure competitive advantage. To 

effectively engage with stakeholders and share with them non-financial information, 
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companies need to give them access to information about the integration of ESG 

considerations into companies’ structures and operations.  

1.2 ESG disclosure: from voluntary reporting to mandatory reporting  

According to a study by Bloomberg Intelligence, global ESG assets are projected to exceed 

$53 trillion by 2025, accounting for more than a third of the projected $140.5 trillion in 

total assets under management (Diab and Martin Adam, 2021). Sustainable assets, as 

reported by the US Forum for Sustainable and Responsible Investment (US SIF), reached 

$17.1 trillion in 2020 in the US. This mirrored a global trend, with the value of sustainable 

assets in the US, Canada, Europe, Australia, and Japan increasing from $22.8 trillion in 

2016 to $35.3 trillion in 2020 (GSIA, 2020).  

The number of listed companies publishing sustainability reports has risen from fewer 

than 20 in the early 1990s to more than 10,000 today, and around 90% of the Fortune 

Global 500 have set carbon emissions targets, up from 30% in 2009 (Grewal and 

Serafeim, 2020).  

The world’s largest asset manager, Blackrock, Inc. has had the opportunity to develop a 

better understanding of financially relevant ESG information thanks to the increasing 

availability and accessibility of ESG data from corporate disclosures. With access to over 

2,000 categories of ESG metrics from multiple providers, Blackrock has recognized ESG 

data’s importance in driving both enhanced investment returns and risk mitigation 

strategies (Cifrino and McDermott, 2023).  

1.2.1 Voluntary disclosure 

ESG metrics are not typically part of mandatory financial reporting, although companies 

are increasingly providing disclosures in their annual report or in a standalone 

sustainability report. Much of the ESG data available to investors has historically been 

obtained through voluntary cooperation. Companies either responded to survey 

questionnaires or published voluntary sustainability reports based on a series of 

frameworks and reporting standards created by various organizations (Zamil and 

Ramakrishnan, 2023). 

Over the last two decades, there have been many developments in increasing 

organizational transparency but still voluntary disclosure practices are not adopted in 

many countries. 
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According to a paper reviewing the determinants of firms' reporting practices, especially 

voluntarily, few corporations report data regarding child-forced and obligatory labor. 

Similarly, some listed companies report even less CSR-related information compared to 

their counterparts (Zamil and Ramakrishnan, 2023). 

There are several drivers identified by literature that guide companies to be more likely 

to disclose this kind of information: firm characteristics, corporate governance, 

ownership structure, auditor type, top management team, disclosure policy, and country-

related factors. 36 different theories have been applied in the literature to discover which 

ones are the most powerful determinants in voluntary disclosure. The theoretical lens 

that gained more success is the agency theory, the most applied in publication, with 55 

studies involved. It indicates that businesses had voluntarily recourse to the disclosure 

of additional information to reduce agency costs resulting from ownership separation. 

The agency theory embraces a wider scope than the managers-shareholders 

relationships (Eisendhardt, 1989). However, in research of voluntary disclosure, the 

agency theory is applied to examine how the information is disclosed by managers to 

shareholders (De Villiers and Marques, 2016; De Villiers and Van Standen, 2011). 

Legitimacy theory was also applied in 53 articles of the same sample literature. 

Companies allow for a higher degree of voluntary disclosure to guarantee compliance 

with the law and principles of the community when the obligatory one is not enough. 

Stakeholder theory was used 42 times to evaluate the influence of firms’ disclosure 

practices on the various stakeholders within the community. There are other theories, 

less used but still relevant under some aspects: signaling theory and institutional theory, 

both were used 20 times each. The first one argues companies engaging in extensive 

voluntary disclosure seek to minimize information asymmetries. They aim to signal the 

efficiency and actual level of the corporation by providing additional data to entities that 

may lack sufficient information. In this perspective, non-financial disclosure enables 

firms to signal to investors their better environmental, social and/or governance 

performance when compared to competing firms (Kanagaretnam, Lobo and Whalen, 

2007). On the other hand, institutional theory concentrates on the tacit implications of 

institutional views and laws. Companies are expected to conform with external 

expectations about what forms or structures are acceptable. This can be attributed to a 

form of “institutional” pressure urging the establishment of such structures (Deegan, 

2002, 293-294). It is important, especially for future research, to use different theoretical 
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lenses to achieve better awareness of the drivers of firms’ voluntary reporting and the 

interaction among them.  

The review revealed that company-specific factors, such as size, leverage, age, 

profitability, and liquidity are determinants of voluntary reporting for a quite important 

percentage, 33% of the body literature has investigated this aspect.  

Firm size, for example, is suggested to exert a positive influence on the corporate 

voluntary level, as the increased size leads to increased public exposure and scrutiny as 

well as increased concern for legitimacy due to the traditional expectations of society. 

The second most investigated is corporate governance and ownership structure with 

22% of the existing studies. In particular, board size is the most examined one. Overall, 

the general impact of corporate governance quality and its mechanisms on the disclosure 

practices of corporations reveals a positive direction. But there is still debate on this. 

Board independence for instance places 

pressure on executives to reveal more data 

and avoid agency costs. Voluntary disclosure 

can be used to reduce the information gap 

between management and shareholders 

when disputes result from ownership 

separation. Several governance attributes 

have received scarce attention such as 

directors' remuneration and demographic 

characteristics. Still, the competitive 

advantage that a firm can gain through its 

sustainable practices can be accomplished only through an integrated monitoring system 

and mechanisms with an efficient reporting system (Zamil and Ramakrishnan, 2023).  

Ownership structure is another important element that relates to the distribution of 

ownership among different groups of shareholders. It has been identified as how shares 

are distributed across votes and capital and also the identity of shareholders. 52 studies 

have looked at ownership structure as a determinant of voluntary disclosure, with most 

studies finding a significant influence of ownership on disclosure and in particular a 

positive relationship. Another study (Pucheta-Martínez and Gallego-Álvarez, 2018) show 

that firms with higher ownership dispersion are more likely to develop environmental 

reporting policies and voluntarily disclose environmental matters.  
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A total of 21 studies looked at the disclosure policy that determines companies' reporting 

practices. It is evident that mandatory regulation of disclosure significantly improves 

disclosure activities, but voluntary reporting has played until now a significant role in 

collecting information that is used by different stakeholders. To maximize its 

effectiveness, this voluntary approach should be combined with a more stringent 

enforcement of current regulations (Buysse and Verbeke, 2002). 

Over the years, many companies started to disclose non-financial information alongside 

the traditional financial information reporting. Selecting which sustainability reporting 

standards or frameworks to use is an important step because it can help the organization 

set goals, establish priorities, measure performance, and mitigate risks. The choice is 

quite difficult because there are hundreds of different standards, industry initiatives, 

guidelines, and frameworks. Today over 600 different sustainability standards (including 

regulations and voluntary standards) have been counted, a number that has increased a 

lot in recent years, making life for companies extremely challenging (Ernst & Young, 

2021). There is finally a push for standardization, government, and policy-makers are 

agreeing on creating a universal reporting standard.  

Establishing a harmonized and standardized language for ESG reporting is a complex 

undertaking, particularly when the existing frameworks developed in the United States 

and Europe present some important differences (Bakken and Korka, 2022). Before 

presenting the corporate ESG reporting landscape, it is crucial to first grasp the concepts 

of materiality and double materiality, as they permeate the various frameworks.  

1.2.2 Concept of double materiality in the recent sustainability reporting 

frameworks 

Materiality represents the key principle according to which companies select issues they 

must report. In the context of non-financial reporting, materiality acts as a filter that 

identifies what non-financial information matters to the users of corporate non-financial 

reports. Deciding whether the information is material or not can be particularly 

ambiguous because of the different ideas around social responsibility. Assuming that 

information is material when its impact influences the decision-making process of 

stakeholders, materiality takes a well-defined form when information, stakeholders, and 

impact are defined (De Cristofaro and Gulluscio, 2023). The various international 

initiatives addressing sustainability reporting differ in the interpretation of the 
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aforementioned three aspects. Companies report on sustainability using a variety of 

frameworks and guidelines, each with a slightly different focus and objective. The 

initiatives can be separated into two classes: those that focus on investors and those that 

focus on a wider pool of stakeholders (Petersen, Herbert and Daniels, 2022). This split 

focus has contributed to dividing the meaning of materiality into: “financial” and “impact” 

materiality. In addition, since 2014, the European Union, which belongs to the second 

category of a broader pool of stakeholders, decided to adopt a third meaning of 

materiality: “double materiality”, which is a combination of both financial and impact 

materiality (EPRS, 2021). The materiality concept has gained increased importance in 

corporate non-financial information disclosure, enhancing its centrality in non-financial 

reporting (NFR) frameworks and standards issued by various international bodies. In 

particular, the initiatives aimed at broad audiences of stakeholders, including investors, 

are from the EU, GRI, and the United Nations (UN). “Impact” materiality considers a 

company’s external impacts, such as those on the economy, environment, and society 

(Nielsen, 2023). The second group, where investors, lenders and other creditors 

represent the primary audience, includes the initiatives of the Financial Reporting 

Council (FRC), Taskforce on Climate-related Financial Disclosures (TCFD), and IFRS 

Foundation, which recently integrated the Climate Disclosure Standards Board (CDSB), 

International Integrated Reporting Council (IIRC), and Sustainability Accounting 

Standards Board (SASB) — now consolidated into the Value Reporting Foundation (VFR) 

and the International Sustainability Standard Board (ISSB). In their assessments of 

materiality, these initiatives focus on internal impacts, often referred to as "financial” 

materiality (De Cristofaro and Gulluscio, 2023).  

While embracing a multi-stakeholder perspective, the EU has taken a unique approach 

consisting of a fusion of the two materiality perspectives in the concept of double 

materiality. This concept does make the EU complementary to the other well-known 

international frameworks. Double materiality was born when the so-called Non-Financial 

Reporting Directive 2014/95/EU (NFRD) was published: 

 

“disclosure of non-financial information is vital for managing change towards 

a sustainable global economy by combining long-term profitability with 

social justice and environmental protection. (...) disclosure of non-financial 

information helps the measuring, monitoring, and managing of undertakings' 
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performance and their impact on society (...) policies implemented by 

businesses matched by a sufficient level of comparability to meet the needs 

of investors and other stakeholders as well as the need to provide consumers 

with easy access to information on the impact of businesses on society.” 

 

The NFRD amended the previous Accounting Directive 2013/34/EU as regards non-

financial and diversity information provided by certain large companies and groups.  

It broadened the traditional materiality evaluation, which was based on factors such as 

the company performance, results, and business situation, including the external impact 

of the business activity. The term double materiality was also included in the 2019 update 

guidelines on reporting non-financial information (European Commission, 2019). The 

2019 guidelines represent a supplement document from the European Commission, 

stating that financial, environmental, and social factors are all included in the Non-

Financial Disclosure (NFRD) materiality viewpoint. These guidelines also emphasize that 

impacts considered socially and environmentally material may also have financial 

significance, reflecting a comprehensive and interconnected approach increasingly 

recognized by investors.  

 

There are numerous measures that constitute the non-financial disclosure framework 

since the early 2000s. The most notable ones will be presented below, starting from the 

initiatives aimed at a broader group of stakeholders, and then moving towards the more 

economic-oriented ones. 

1.3 ESG Reporting Frameworks and Standards  

1.3.1 Non-financial Reporting Directive and European Sustainability Reporting 

Standards 

The implementation of the European Union Directive 95/2014 represents a crucial 

moment, as it sets the transition from a voluntary to a mandatory disclosure setting of 

non-financial information (Cordazzo, Bini and Marzo, 2020). The Non-Financial 

Reporting Directive - NFRD 2014/95/EU came into effect in 2017, and it identified the 

rules on disclosure of non-financial information by certain large undertakings. Two main 

parameters were used to define the scope: ‘public interest entities’ (large listed 
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companies, banks, and insurance companies) and only entities with more than 500 

employees were obliged to disclose (approx. 6000 large companies and groups across the 

EU) (European Commission, 2019). The NFRD gave a fair amount of flexibility in 

implementing the requested disclose. For instance, it did not require companies to 

disclose according to a specific reporting standard or framework (Cordazzo, Bini and 

Marzo, 2020), nor did it impose disclosure in details (such as per sector). The NFRD 

granted a good space for manoeuvre, in the sense that companies were asked to disclose 

sustainability-related information or give a clear and reasoned explanation for not doing 

so (“comply-or-explain”). Companies required to comply with the directive were 

obligated to begin reporting in 2018 (for the fiscal year 2017). Corresponding to the 

NFRD, the European Commission released non-obligatory recommendations in 2017, 

aimed at assisting companies in preparing their non-financial disclosures. These 

recommendations were further updated in 2019.  

Yet, the Non-Financial Directive and its subsequent guidelines failed to adequately 

enhance the quantity and quality of ESG disclosure practices. Although companies started 

to prepare the non-financial information report, several limitations have been 

encountered: 1) lack of comparability between companies; 2) the presence of a gap 

between the sustainability information reported by companies and user information 

needs for investment decisions; 3) challenges arise from diverse frameworks and private 

standards; 3) lack of specificity on forward or backward-looking information; 4) lack of 

consistency with other information in the management report (Jiménez-Montanes and 

Villaluenga de Gracia, 2023). 

For this reason, in 2020, the European Financial Reporting Advisory Group (EFRAG) and 

the European Lab, in response to the European Commission’s mandate, launched the 

Project Task Force to prepare for the development of the EU’s non-financial reporting 

standards. The aim is to establish robust guidelines for operationalizing materiality, 

specifically focusing on the impact and financial dimensions. It introduces the dynamic 

materiality concept, acknowledging that impacts on people and the environment may 

evolve to become material for financial reporting (European Reporting Lab EFRAG, 

2021). It is one thing the financial materiality for sustainability reporting and another one 

financial materiality for financial reporting. It doesn’t mean that they are not connected, 

actually they are because many impacts on people and the environment may be 
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considered “pre-financial” in the sense that they may become material for financial 

reporting purposes over time.  

The proposal for a Corporate Sustainability Reporting Directive (CSRD) released in 2021 

and revised twice in 2022, includes the concept as mentioned above of double materiality. 

For instance, the proposal requires all the largest and listed companies (without the 

micro-companies listed) to report on two orders of impacts: the so-called “outside-in” 

perspective, which means the impacts suffered by the companies in terms of performance 

and development, as well as the “inside-out” perspective, which on the other hand 

highlights those generated by companies on the outside world, on people and the 

environment. The CSDR mandates the inclusion of sustainability information, covering 

environmental, social, human rights, and governance factors. It emphasizes 

'sustainability risk,' an event with potential material negative impacts on investment 

value, as per EU Regulation (EU) 2019/2088 (European Parliament and Council, 2019). 

The Directive on sustainability reporting mandates companies to provide specific, 

detailed information, preventing discrepancies among various standards, and promoting 

a shift toward a sustainable economy. This aligns with the 2030 Agenda’s Sustainable 

Development Goals, under the framework of the European Green Pact and the 

Sustainable Finance Agenda (Jiménez-Montanes and Villaluenga de Gracia, 2023).   

In April 2022, EFRAG released the first set of 13 exposure drafts of the European 

Sustainability Reporting Standards (ESRS). The set is composed of two transversal 

standards: ESRS 1. General Principles and ESRS 2. General disclosure requirements, 

strategy, governance, and materiality assessment, plus 11 standards on three thematic 

areas (the ESG areas). 

In ESRS 1, the concept of double materiality is adopted as a basic principle; in ESRS 2, 

double materiality provides further indications. On 29 April 2022, EFRAG launched a 3-

month period of public consultation where companies, industry associations, private 

individuals, NGOs could have said their opinion on the first set of Draft ESRS. Responses 

to the drafts came predominantly from Germany (18% of comments), Belgium (17%), the 

Netherlands (13%) and France (10%) (Rödl & Partner, 2023). In November 2022, EFRAG 

submitted its anticipated draft standards to the European Commission, marking a 

substantial revision from the initial April 2022 version. This revision aimed to 

significantly reduce the administrative burden on companies and the number of 

reporting requirements by nearly half. In response, the European Commission 
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implemented various modifications with specific objectives in mind: introducing greater 

flexibility for determining the relevance of information to prevent the reporting of 

irrelevant data, designating certain proposed requirements as voluntary - where ESRS 1 

and ESRS 2 remain mandatory, while others are subject to materiality assessment - and 

deferring implementation deadlines by one or two years for the concerned companies.  

The European Commission approved the Delegated Act on European Sustainability 

Reporting Standards (ESRS) on July 31, 2023, and the deadline for eventual objections by 

the co-legislators concluded on October 21, 2023.  

The first set of ESRS developed by EFRAG with the European Commission’s approval has 

then come into effect. The co-legislators mandated this adoption through the Corporate 

Sustainability Reporting Directive (CSRD).  

The basic structure of these standards consists of two cross-cutting standards (ESRS 1 

and ESRS 2) and ten topic-specific standards for the topics of ESG. ESRS 1 (General 

Requirements) explains the areas and minimum requirements that a company must 

disclose so that it is possible to understand the company’s impacts, risks and 

opportunities with regard to ESG factors. It provides addition information about what is 

mandatory and what is not to discover, and also what is meant by the reporting principle 

of double materiality. ESRS 2 explains the disclosure requirements to prepare the 

sustainability report and it applies to all companies. Information must be provided as 

long as all the actors in the entire supply chain, upstream and downstream, are affected. 

In addition, information regarding governance, strategy, materiality assessment, and key 

performance indicators and targets are provided. The topic-specific standards specify 

and expand the two cross-cutting standards depending on the sustainability material 

topics for the company in question.  

Here below a summary of the standards’ structure:  

 

Figure 2: Structure of 

the ESRS 

 

 

 

 

 

 

Source: Rödl & Partner, ESRS 1 and 2: Materiality, reporting structure and disclosure requirements, 2023 
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The Corporate Sustainability Reporting Directive (CSRD) stipulates that at least 4 months 

must pass between the adoption of the delegated act and its entry into force. Since the 

European Commission adopted the legal act on July 31, 2023, the application of the ESRS 

should take place starting from January 1, 2024. According to the CSRD, the date of first-

time application will then depend on the size and if the company is listed or not, here the 

deadlines:  

- January 01, 2024 (financial year 2024, first sustainability report in 2025): 

companies already subject to the NFRD with more than 500 employees as well as 

large non-EU listed companies with more than 500 employees; 

- January 01, 2025 (financial year 2025, first sustainability report in 2026): other 

large companies (both listed and not listed) not subject to the NFRD; 

- January 01, 2026 (financial year 2026, first sustainability report in 2027): listed 

SMEs including non-EU listed SMEs (possibility to postpone until financial year 

2028); 

- January 01, 2028 (financial year 2028, first sustainability report in 2029): non-UE 

companies that generate over EUR 150 million per year in the EU and that have 

either a branch with a turnover exceeding EUR 40 million or a subsidiary that is a 

large company of a listed SME will have to report at the group level (EFRAG, 2023). 

 

For ESRS, numerous provisions have been established to allow a smooth introduction of 

disclosure requirements. The phasing-in period is usually between 1 and 3 years but it is 

still highly recommended to start as soon as possible, as they will become mandatory 

sooner or later. In addition to the cross-cutting and topic-specific standards, further 

sector-specific standards will be implemented.  

The European Commission's endorsement of this initial ESRS set is a significant step 

forward for relevant and comparable sustainability reporting, addressing companies' 

impacts on people and the environment, as well as sustainability-related financial risks 

and opportunities. EFRAG is dedicated to ensuring the success of sustainability reporting 

using ESRS both within the EU and globally. The ESRS has been depicted as innovative, 

while its innovativeness in terms of language or relative to the existing corporate 

sustainability policies tell us that it’s not innovative and it is a good thing. It is a significant 

advance in terms of aligning with existing reporting frameworks and standards, and for 

how it promotes the standards’ implementation and interoperability (Chalmers and 
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Kingler-Vidra, 2023). This effort includes aligning ESRS with other international 

organizations, the ESRS draws upon existing standards, including the GRI and the 

Sustainability Accounting Standards Board (SASB), but also with the new standards of the 

(International Sustainability Standards Board (ISSB). ESRS is explicitly aligned with TCFD 

recommendations, complement GRI, and consolidate Climate Disclosure Standards Board 

(CDSB), SASB, and Integrated Reporting (IR) standards (Farmer, Moller and Morawetz, 

2022). This indicates a prioritization of interoperability toward a shared, universal 

approach, rather than innovation. 

1.3.2 Global Reporting Initiative Standards 

Global Reporting Initiative or GRI is the independent, international organization 

established in 1997 that helps businesses and other organizations to take responsibility 

for their impacts, by providing them with a global common language to disclose 

sustainability-related information consistently. The GRI was established as a 

collaboration between the United Nations Environment Programme (UNEP) and the 

Coalition for Environmentally Responsible Economies (Ceres). Any organization - large 

or small, private or public, regardless of sector, location, and reporting experience - can 

use the standards to report in a comparable and standardized way3. The GRI standards 

were born to enable transparency on the organizational impacts and communicate their 

sustainability contributions and impacts (Isaksson and Steimle, 2009). Since businesses 

have a huge impact on the world, if they implement long-term growth strategies with care 

towards the planet and the people, they can play a crucial role in sustainable 

development. By better understanding, disclosing, and managing impacts, organizations 

can unlock benefits that inform decisions, reduce risks, improve business opportunities, 

and strengthen stakeholder relationships. This, in turn, enables companies to 

demonstrate their contributions towards environmental stewardship and societal well-

being.  

Around two-thirds of all companies globally use the GRI’s standards (KPMG Survey, 

2022). The GRI standards have become the leading guideline for voluntary reporting 

(KPMG, 2020). These standards are focused on how a company’s actions affect society, 

 
3 https://www.globalreporting.org/  

https://www.globalreporting.org/
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rather than how external factors affect the company. They have a much broader societal 

value instead of a purely economic one.  

Unlike the SASB standards (that we will see later), GRI standards serve a different 

audience: companies report to a much broader range of stakeholders than just investors. 

The GRI standards are organized into three series: GRI Universal Standards, GRI Sector 

Standards, and GRI Topic Standards.  

The GRI Universal standards apply to all organizations; the GRI Sectors standards apply 

to companies depending on the sector they are operating; the 33 GRI Topic standards 

require specific information according to the company’s list of material topics.  

In particular, the GRI Universal standards include Foundation (GRI 1), General 

Disclosures (GRI 2), and Material Topics (GRI 3). GRI 1 introduces the principles and the 

requirements of GRI Standards and how companies must comply with to report in 

accordance with the standards. GRI 2 contains disclosures that the organization uses to 

offer insights into its reporting practices and various organizational details, including 

activities, governance, and the adopted practices. GRI 3 provides a guideline on how to 

define material topics.  

The second category includes sector-specific standards. 40 sectors are covered, 

categorized into four priority groups:  

 

- Basic materials and needs (Group 1) 

- Industrial (Group 2) 

- Transport, infrastructure, and tourism (Group 3) 

- Other services and light manufacturing (Group 4).  

 

The key criterion for prioritizing sectors is their sustainability impacts. Group 1 

comprises the sectors that are considered to have the largest sustainability impacts, in 

this category we can find oil and gas, coal, agriculture, aquaculture, and fishing. 

There is also a second criterion used for prioritization: the potential to exploit synergies 

between different sectors. For instance, food and beverages can build upon the expertise 

and relationships established in agriculture, aquaculture, and fishing. The standards 

contain information for organizations in the referring sector about their likely material 

topics.  



 27 

The third category includes Topic standards, setting out the reporting requirements on 

the specific topic. There are several themes, like anti-corruption, anti-competitive 

behavior, tax, water and effluents, or energy. For example, a business can use the GRI 

standard on water to report its impacts on the environment because the company’s water 

is causing water stress in the areas nearby.  

The GRI Standards, especially the GRI Universal standards, have been reviewed by the 

Global Sustainability Standards Board (GSSB) in 2019. The revision aimed to improve the 

quality and consistency of non-financial information reporting and how organizations 

use the Standards to disclose their impact on the economy, people and environment. The 

project wanted to incorporate human rights disclosures into the GRI Standards, the due 

diligence concept into GRI 103: Management Approach, and both GRI 1 and GRI 2 of the 

Universal standards. After the necessary oversight, the final approval happened on 2 July 

2021. Their last update dated back to 2016; the revision has been made to respond to 

emerging regulatory disclosure needs, such as the EU Corporate Sustainability Reporting 

Directive and the IFRS plan to publish the first two sustainability standards through the 

help of the ISSB. Following this wave of collaboration and commonality achieved over the 

past three years, the GRI-ESRS Interoperability Index has been announced on 30 

November 2023 and submitted for approval to the December meetings of EFRAG bodies. 

This index is intended for the companies that fall within the scope of the CSRD and will 

be subject to the mandatory regulation required by the ESRS, including disclosures and 

definitions where the requirements of current standards are subject to a materiality 

assessment of matters and information. It is a mapping tool that helps companies 

understand the commonalities between the two sustainability reporting standards in 

terms of impact (EFRAG and GRI, 2023).  

1.3.3 Sustainability Accounting Standards Board Standards (SASB) 

SASB (Sustainability Accounting Standards Board) is an independent standards-setting 

organization. SASB Standards identify the subset of environmental, social and 

governance issues most relevant for financial performance and enterprise value for 77 

industries4. They are industry-specific standards. The ISSB itself recognizes SASB 

standards as being extremely essential, primarily because it will be simpler to evaluate 

 
4 https://sasb.org/ 

https://sasb.org/
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various businesses operating within the same industry if each one complies with the 

requirements. These standards also provide value by focusing on few topics, few but very 

precise and meaningful. For example, the sustainability disclosure topics for agriculture 

products, which fall under the “food and beverage” sector according to SASB 

categorization, are greenhouse gas emissions, energy management, water management, 

food safety, workforce health and safety, environmental and social impacts of ingredient 

supply chain, GMO management and ingredient sourcing. Each one that needs to be 

measured has a unit of measurement and an accounting metric that the company should 

follow. The SASB’s approach is to first categorize industries and sectors and then use the 

characteristics of each industry to define the materiality of specific sustainability 

accounting criteria. This evaluation of materiality is a crucial distinction that not all the 

other reporting systems provide. SASB’s framework is built to support companies in 

sharing their external impacts through the language of investors, debt holders and 

internal financial stakeholders. It is evident that these standards explore the concept of 

“financial” materiality, what are the risks and opportunities that could reasonably be 

expected to impact the entity’s cash flows, financing options or cost of capital of a 

company over the short, medium or long term. The standards suggest to report on the 

three dimensions of sustainability: environmental, social, and governance. However, the 

extent of reporting on these ESG issues are limited to those most important for the 

company’s financial success (Elalfy and Weber, 2019). The SASB standards’ focus is on 

the needs of the investors.  

Each sector is identified through a code according to the Sustainable Industry 

Classification System (SICS). It is a new code that has been created to group similar 

companies within industries and sectors based on their sustainability related risks and 

opportunities.  

The sector code, such as CG for consumer goods, broadly categorizes industries. The 

subsector code, such as CG.1 for apparel and textiles, further refines the category. Finally, 

the industry code, such as CG.AA for apparel, accessories, and footwear, identifies a 

specific market or product range.  

By assigning each company a single SICS primary industry code, companies can easily 

identify the relevant disclosure topics and associated metrics in the SASB Standards 

based on their industry classification.  
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There are 77 industry-specific standards involving 11 different sectors that have been 

identified through this system.  

Several tools have been implemented to explore in the most accessible and easy to 

compare way the SASB Standards. Initially, there was only the Materiality Map, that 

visually reveals how 26 general sustainability issues manifest across the 77 industries.  

As the Materiality Map was not so user-friendly, the Materiality Finder was introduced in 

October 2021. It helps the company to identify the material topics that need to be 

disclosed. Once the user has identified the SASB Standard, the list of disclosure topics of 

the selected industry-standard is available, and it can be seen which sustainability topics 

are included in the standard and which are not. In addition, the user can select other 

industries and compare them side-by-side (SASB). 

The International Sustainability Standards Board (ISSB) itself recognizes SASB standards 

as being extremely essential. 

The ISSB started working on Draft 1 and Draft 2 from SASB standards. 

1.3.4 International Financial Reporting Standards (IFRS) 

The International Sustainability Standards Board (ISSB) was announced to be formed on 

3 November 2021 during the COP26 in Glasgow. “To play their role effectively in this 

transition, financial markets need good quality, comparable information about the effects 

of sustainability-related opportunities and risks for making investment decisions. In 

financial reporting, this problem with data quality is largely solved. Twenty years ago, the 

IOSCO (the International Organization of Securities Commissions) strongly supported the 

integration between the IFRS Foundation and the IASB (the International Accounting 

Standards Board). Now more than 140 countries require companies to report using IFRS 

accounting standards. Investors get high-quality assured and globally comparable 

information on which to make investment and capital allocation decisions. Companies 

have to standardize their reporting to the markets. Before 1999, financial reporting and 

climate and sustainability disclosure did not meet, today there are two sides of the same 

coin. Capital markets have an essential role in reaching net zero but that can only happen 

when sustainability information is produced with the same rigor, assurance of quality, 

and global comparability as financial information” (IFRS Foundation, 2021).  

These are the words pronounced by IFRS Trustees Chair Erkki Liikanen before 

announcing the formation of the International Sustainability Standards Board (ISSB), as 
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a sister board to the IASB. The ISSB's purpose is to develop in the public interest a 

comprehensive global baseline of sustainability disclosures for the global markets: the 

IFRS sustainability standards. The ISSB will focus on meeting the sustainability 

information needs of investors for assessing enterprise value and making investment 

decisions. It also helps understand how companies are responding to ESG to inform 

capital allocation decisions. The standards will form a global baseline of sustainability 

disclosure and can be used on a standalone basis or integrated into jurisdictional 

requirements to serve bigger stakeholders or other public needs.  

During the same conference, other two announcements were made: the commitment to 

consolidate two investor-focused sustainability standards setters into the ISSB: the Value 

Reporting Foundation (VRF) and the Climate Disclosure Standards Board (CDSB), which 

have become part of the IFRS family and the first two prototypes of the Climate-Related 

Disclosures and the General sustainability requirements to consolidate key aspects of this 

content into an enhanced unified set of recommendations for the new board.  

In June 2021, the IIRC and SASB merged to form the VRF (Markham and Medress, 2020). 

Both the IIRC and SASB are investor-focused standards.  

Following extensive market consultation and having consolidated the resources of other 

initiatives and aligned international support, the ISSB published the draft in March 2022 

and after a long period of public consultation and revisitation, the first two Standards 

were published in June 2023: IFRS S1 General Requirements for Disclosure of 

Sustainability-related Financial Information and IFRS S2 Climate-related Disclosures. 

IFRS S1 sets out the general requirements for companies to disclose information 

regarding the entity’s sustainability-related risks and opportunities that could affect the 

entity’s cash flows, its financing options or cost of capital over the short, medium or long 

term.  

IFRS S2 requires an entity to disclose information about climate-related risks and 

opportunities that could affect the entity’s cash flows, its financing options or cost of 

capital over the short, medium or long term.  

The key requirements of IFRS S1 and IFRS S2 are the following: 

 

➢ Materiality: Companies should disclose information that is material, meaning it is 

significant enough to influence the assessment of an entity's enterprise value by 

investors. 
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➢ Comparable, verifiable, and understandable data: The information disclosed 

should be presented in a consistent, comparable, and verifiable manner to 

facilitate informed decision-making by investors. 

➢ Topics: Companies should provide insights into their governance processes, 

controls and procedures, management strategies, and performance related to 

sustainability-related risks and opportunities. 

 

IFRS S1 and IFRS S2 will both become effective for reporting periods beginning on or after 

January 1, 2024. However, early adoption is permitted for IFRS S2, provided that IFRS S1 

is also adopted for the same period (IFRS, 2023). 

1.3.5 Integrated Reporting 

The Integrated Reporting Framework will form a conceptual basis for linking IFRS 

Accounting Standards with the new IFRS Sustainability Disclosure Standards. The IASB 

and ISSB will undertake a due process to determine the best approach for using the 

principles and concepts of the Integrated Reporting Framework. What does this mean for 

companies? The IASB and ISSB encourage companies and investors to continue to use the 

Integrated Reporting Framework. The current disclosure efforts will help them to 

implement IFRS Standards in the future. 

What is Integrated Reporting? It is a concise report in which both financial and non-

financial information are integrated based on a process of integrated thinking that tells 

an organization’s future value creation story with reference to the business model and 

strategy employed to extract value from the six capitals: financial, manufactured, 

intellectual, human, social and relationship, and natural capital5. It is not considered a 

sustainability framework, it is a general framework for reporting sustainability issues to 

investors. It serves the interests of finance capital far more than wider public interests 

(Brown and Dillard, 2014).  

Integrated Reporting leads to a better disclosure because it includes strategy and 

business plan disclosures, social disclosures, and intellectual, human, social and 

relationship capital disclosures. This document, according to Charles Tilley, CEO of the 

 
5 https://www.integratedreporting.org/ 

https://www.integratedreporting.org/
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IIRC, brings clarity on how to provide shareholders with effective, robust information to 

drive better decision making and capital allocation.  

Integrated Reporting is still not widely used by companies due to its complexity and the 

enormous cost of reporting. According to a study made by PwC, companies that have 

already started using the Integrated Reporting demonstrate: 65% better understanding 

of business opportunities and risks, 79% improvements in decision making, 78% more 

collaborative thinking about targets and goals by the board and strategy departments 

(PwC, 2019). 

Integrated Reporting started from integrated thinking, which is related with the concept 

of value creation. Integrated thinking focuses the whole organization on the mutually 

reinforcing task of value creation in the short, medium and long term. It supports stronger 

governance and better management, it balances short-term performances needs with a 

longer-term approach to value creation and preservation. It helps unlock the full intrinsic 

value of an organization and communicate this to providers of financial capital through 

an integrated report. This might lead to better assessments of how a company builds, 

protects, or loses value over time by financial capital providers. The business model, as 

the dynamo of value creation, is central to the principles. There are six guiding principles: 

purpose, culture, governance, strategy, risks and opportunities, performance. They all 

surround the business model and are also aligned with TCFD recommendations. They 

represent the six areas that should be addressed by the organization in the business 

model in order to maximize value creation and minimize value erosion. The business 

model, as the system that transforms inputs, resources into outputs and outcomes 

through business activities, helps to align these outcomes with the fulfillment of the 

sustainable development goals. Integrated thinking leads to integrated decision making 

encouraging different parts of the organization to work together. The activities of a 

company will be increasingly integrated with integrated thinking, and connected 

information will automatically flow into management reporting, analysis, and decision-

making.  

The International Integrated Reporting Council (IIRC) developed the Integrated 

Reporting (IR) framework to incorporate the reporting of the social, environmental, and 

economic sustainability factors that are of most relevant to an organization’s long-term 

financial performance. Its primary objective is to assist in providing information for the 

investment decisions of long-term investors (Humphrey, O'Dwyer and Unerman, 2016). 
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When the IIRC first began the journey, they considered offering a voluntary scheme for 

reporting but then they’ve been soon taken into consideration by the IFRS. The Integrated 

Reporting aims to:  

●  Improve the quality of information (covering all three dimensions of sustainability 

at the company level);  

●  Promote a more cohesive and efficient approach to corporate reporting;  

●  Support integrated thinking, decision making focusing on value creation for the 

short medium and long term; 

●  Improve accountability and encourage understanding of their interdependencies.  

It is principles-based instead of rules-based to guarantee the appropriate balance 

between flexibility and prescription due to the wide variation in individual circumstances 

of different organizations, but still enabling a sufficient degree of comparability across 

organizations.  

The Integrated Reporting will become the international corporate reporting norm 

(Humphrey, O'Dwyer and Unerman, 2016). It will be the end for numerous, disconnected, 

long reports. It is different from all the others because it is focused on strategy, future 

orientation, conciseness, connectivity of information, relationship, resources available 

within the company. 

1.3.6 Task Force on Climate-Related Financial Disclosure 

The Task Force on Climate-related Financial Disclosures (TCFD) is a set of high-level 

recommendations put together by market participants. It has been created by the 

Financial Stability Board (FSB) to improve and increase reporting of climate-related 

financial information in 2015, and in June 2017, the 11 final recommendations were 

released by the FSB, along with implementation guidance and a technical supplement on 

scenario analysis. Having fulfilled its mandate and upon the request of the FSB, the Task 

Force has been dissolved on October 12, 2023, marking the end of its official operations. 

In any case, I would like to highlight the major contributions made by the special Task 

Force, which have concurred to shape the current sustainability-related information 

reporting landscape. Furthermore, the advancements made by the task force will not be 

lost as, upon the Task Force’s dismissal, the FSB has asked the IFRS Foundation to 

monitor the ongoing development of companies’ climate-related disclosures.   
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Climate change was starting to be considered as a financial risk. In particular, the task 

force has been convened to help investors, lenders and insurance underwriters in 

assessing and pricing specific set of risks related to climate change. Financial markets 

price risk to support informed and efficient capital allocation decisions so, according to 

the FSB, it was important to begin taking into account climate change. The success of 

these recommendations depends on how many companies decide to adopt them and to 

disclose the same kind of information. By doing so, climate change risks will become part 

of companies’ risk management strategy. More than 4,800 companies have publicly 

voiced their support for the TCFD recommendations, but this number can be misleading 

because it does not mean that they are reporting on them (TCFD Report, 2023). According 

to a KPMG survey taking into account a sample of global companies, 18% of them 

reported in line with TCFD recommendations in 2020. While, the TCFD’s own 2023 status 

report found that 53% of companies disclosed TCFD-aligned information for fiscal year 

2022, marking an important increase in only two years; however only 4% disclosed in 

line with all 11 recommended disclosures. The percentage of companies reporting on 

climate-related risks and targets and board oversight increased significantly from 24 

percentage points in fiscal year 2020 to 26 in fiscal year in 2022. 

The TCFD recommendations have been used by the ISSB to formulate the IFRS Standards 

and before the dismissal of the Task Force, several areas were suggested to be 

implemented in the future by the Task Force itself. To enhance the quality and 

comparability of sustainability information, the ISSB’s mission will focus on ensuring 

interoperability of its standards with other frameworks, developing implementation 

guidance for key topics, emphasizing the resilience of companies’ strategies under 

various climate scenarios, expanding disclosure towards other sustainability areas, and 

establishing a consistent climate-related financial disclosure framework for countries.  

The 11 recommendations  

The disclosure recommendations are structured around four thematic areas that 

represent core elements of how companies operate: governance, strategy, risk 

management, and metrics and targets. The four recommendations are interrelated and 

supported by 11 recommended disclosures. There are both guidance for all sectors and 

for specific sectors (like the financial one and among the non-financial, energy, 

transportation, materials and buildings, agriculture food and forest products sector) on 



 35 

how to implement them. Although the TCFD recommendations focus on identifying 

climate risk, it is evident that using these principles may apply to all ESG objectives 

(Greengage 2020).  

 

Table 1: The 11 recommendations of the TCFD 

GOVERNANCE STRATEGY RISK MANAGEMENT METRICS AND TARGETS 

Disclose the organization’s 

governance around 

climate-related risks and 

opportunities. 

  

Disclose the actual and 

potential impacts of 

climate-related risks and 

opportunities on the 

organization’s businesses, 

strategy, and financial 

planning where such 

information is material. 

Disclose how the 

organization identifies, 

assesses, and manages 

climate-related risks. 

Disclose the metrics and 

targets used to assess and 

manage relevant climate-

related risks and 

opportunities where such 

information is material. 

  

Recommended disclosures 

a) describe the board’s 

oversight of climate-

related risks and 

opportunities 

a) describe the climate-

related risks and 

opportunities the 

organization has 

identified over the short, 

medium and long term 

a) describe the 

organization’s processes 

for identifying and 

assessing climate-

related risks 

a) disclose the metrics 

used by the organization 

to assess climate-related 

risks and opportunities in 

line with its strategy and 

risk management process 

b) describe 

management’s role in 

assessing and managing 

climate-related risks and 

opportunities 

b) describe the impact of 

climate-related risks and 

opportunities of the 

organization’s 

businesses, strategy, and 

financial planning 

b) describe the 

organization’s processes 

for managing climate-

related risks 

b) disclose scope 1, scope 

2 and, if appropriate, 

scope 3 greenhouse gas 

emissions, and the 

related risks 

  c) describe the resilience 

of the organization’s 

strategy, taking into 

consideration different 

climate-related scenarios, 

including a 2°C or lower 

scenario 

c) describe how processes 

for identifying, assessing 

and managing climate-

related risks are 

integrated into the 

organization’s overall 

risk management 

c) describe the targets 

used by the organization 

to manage climate-

related risks and 

opportunities and 

performance against 

targets 

Source: TCFD Report 2023   

1.3.7 Climate Disclosure Standards Board and Value Reporting Foundation 

On January 31, 2022, the Climate Disclosure Standards Board and the Value Reporting 

Foundation were both integrated inside the IFRS Foundation to support the work of the 

ISSB. The CDSB is an international consortium of business and environmental NGOs, 
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hosted by the Carbon Disclosure Project (CDP). It is committed to advancing 

environmental reporting standards, aligning with the global mainstream model of 

corporate reporting to equate natural and social capital with financial capital. The aim is 

to provide companies with a framework for reporting environment and social-related 

information with the same rigor and consistency as financial information (IFRS, 2021). 

On the other hand, the Value Reporting Foundation plays a crucial role in promoting the 

adoption of global sustainability reporting standards. Formed through the merger 

between the International Integrated Reporting Council (IIRC) and the Sustainability 

Accounting Standards Board (SASB), it aims to streamline reporting and enhance 

consistency. By aligning sustainability reporting with financial reporting, the Foundation 

strives to provide stakeholders with a complete understanding of an organization's 

performance, risk management, and long-term value creation. 

Both organizations play a pivotal role in shaping the landscape of sustainability 

disclosure, enabling informed decision-making for investors, regulators, and other 

stakeholders. Their collective efforts are not concluded with their integration into the 

IFRS Foundation; instead, they will support the creation of a more sustainable and 

transparent business ecosystem. 

1.3.8 Multi-stakeholder perspectives on sustainability reporting  

Over the year, the IFRS foundation has established a collaborative working group with 

major standard-setting organizations like the VRF (IIRC and SASB), CDSB, and TCFD. 

While IFRS standards are primarily investor-focused standards, there is a growing 

consensus that global sustainability standards should encompass multi-stakeholder 

perspectives, challenging the IFRS’s financial materiality approach. They argued that 

using only financial materiality is limited and is in contrast with the GRI’s view. 

Historically, GRI stood as the most widely used standard for sustainability reporting. In 

light of this issue, GRI and the SASB have recently confirmed this difference, and they both 

agreed in interpreting the difference as an opportunity to consider the two approaches 

as complementary, instead of opposing (Pizzi, Principale and De Nuccio, 2022).  

On 26 May 2023, during the 45th annual congress of the European Accounting 

Association (EAA), the connectivity between financial reporting and sustainability 

reporting has taken center stage in the discussion, mentioning both the ESRS and the IFRS 

standards recently introduced. Chiara Del Prete (from EFRAG) and Linda Mezon-Hutter 
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(from the IFRS Foundation) discussed the meaning of connectivity, interpreting it in a 

different way. On one side (Chiara Del Prete), connectivity means that whatever would 

be developed in financial reporting should be consistent with sustainability reporting and 

vice versa (EFRAG, 2023, 3). Today, the sustainability reporting in the EU should be 

placed in a dedicated section of the management report. However, it is possible through 

the mechanism of cross-references to incorporate in the sustainability reporting 

information presented in the financial statements, which means that some sort of 

integrated information is possible.    

On the other side, Linda Mezon-Hutter explains that connectivity was already intrinsic 

when the ISSB has been established. Implementing high-quality, comparable and 

transparent standards is a sign of connectivity between the financial statements and the 

sustainability disclosures useful to investors and other primary participants. From her 

point of view, she admits that IFRS standards’ focus is on financial reports, including 

sustainability-related financial disclosures and not only financial statements, and she 

thinks that the IFRS standards could co-exist with the requirements of local jurisdictions 

(EFRAG, 2023, 4-5).  

Other congress participants stated that connectivity is about alignment (Birgitte 

Mogensen), alignment between financial report and sustainability report is the final goal, 

when you read one and then the other you should not think that two different entities 

have done the reports (as it is now); connectivity when a scenario included in the 

sustainability report should be taken into account in the financial reporting and should 

be considered for the calculation of the fair value of an investment property (risk of 

flooding for instance) (Elina Peill); lack of connectivity between different departments 

inside the company (Jeremy Stuber) and several challenges to connect sustainability and 

financial information (for instance different units of measure between the two 

documents). 

There is already a sort of connectivity between the ESRS and the IFRS: both standards 

when referring to some principles and rules, refers to the exact same concept; EFRAG 

explores ties with financial statements prepared according to the IFRS accounting 

standards, while the IFRS foundation addresses challenges from entities not following the 

IASB and ISSB standards. To deal with these issues, the best thing is for standards setters 

to be flexible, agile and collaborative. Good and effective communication is vital in order 

to quickly identify issues, and maybe in 2030, stock exchange evaluation may reflect an 
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entity’s financial data and its ESG/sustainability performance, with metric like CO2 

emission/share price becoming key performance indicators (KPIs) (EFRAG, 2023, 8).  
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Chapter 2. Corporate Governance  

2.1 Introductory case study 

On April 20, 2010, an oil well being drilled by British Petroleum (BP) in the Gulf of Mexico 

suffered a sudden explosion. The oil rig, the Deepwater Horizon, went up in a column of 

fire that burned for two days before its eventual collapse into the depths of the Gulf of 

Mexico. Tragically, this incident caused the death of 11 people and marked the most 

severe oil spill in United States history (King, 2010). Approximately 5 million barrels of 

oil and 500,000 tons of gas were released into the Gulf (Guarino, 2010), resulting in the 

devastation of hundreds of kilometers of fragile coastlines and threatening the lives of 

the local population. The repercussions of this event were extended across various 

economic sectors in the Gulf, impacting corporations involved in tourism, fishing, and 

other industries. Operational challenges were presented, along with difficulties for 

individuals employed in these sectors, and individuals who owned real estate in the area 

of the Gulf.  

The impact on BP’s shareholders was substantial too, with the company’s share falling 

from around $60 per share before the Deepwater Horizon incident to $30 per share 

within a month thereafter, resulting in a $100 billion loss in market capitalization 

(Windsor and McNicholas, 2012). Of course, the calamity was by no means confined to 

reductions in the value of BP shares, it went beyond, BP bonds were severely damaged, 

and faced a potential downgrade to junk bond status. Additionally, other oil companies 

experienced negative effects as, in the wake of the spill, President Obama imposed a 

moratorium on all drilling in the Gulf, adversely impacting all the other corporations that 

were seeking oil in the area, leading to the shutdown of 33 deepwater drilling projects 

(Guarino, 2010).  

How could a disaster like this happen on such a massive scale? The US government 

organized a commission to investigate. They concluded that the ultimate cause of the 

disaster was BP’s desire to cut safety corners for cost-saving purposes. The investigation 

revealed that each day that BP was drilling, without putting the well into full operation, 

was costing them $1 million. Consequently, in an attempt to save $1 million per day, the 

company ended up sacrificing $100 billion in shareholder wealth alone.  

According to Lynn Stout, who was a Professor of Corporate and Business Law at Cornell 

University, one of the ultimate causes of the BP oil spill was the so-called “shareholder 
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value thinking” which has possessed the business world until recent years, especially for 

publicly listed companies (Stout, 2012). It is a sort of “what directors should do for 

shareholders” ideology that drives executives and directors to focus relentlessly on trying 

to get their share price up not ten years from now, not even five years, but in the shortest 

possible time. In the pursuit of boosting share prices, some companies do what BP did, 

they cut safety corners, neglect workforce safety, and make other poor decisions such as 

reducing customer support and cutting expenditures on research and development. In 

2005, some academics conducted a survey wherein 400 CFOs of publicly listed companies 

were asked the following question: “Would you undertake an investment in a project with 

a positive net present value over three to five years if it jeopardized your quarterly 

earnings?” Shockingly, 73% responded that they would avoid such a long-term 

investment if it harmed their short-term ability to meet earnings estimates (Graham, 

Harvey, and Rajgopal, 2005). Quarterly capitalism is the expression used to identify the 

pressure on managers of public companies to meet quarterly earnings, at the expense of 

long-term value investments (The Conference Board, 2015).  

Companies not only resist making long-term investments and fail to take adequate care 

of their customers’ and employees' well-being, but they also take on substantial risks, as 

exemplified in the US financial sector. They leverage up their firms in the hopes of making 

substantial profits when things go well, coupled with the assurance that if circumstances 

turn adverse, much of the loss will be borne by their bondholders, customers, and 

employees, and not ultimately by their shareholders themselves (Stout, 2012).  

The purpose of this introduction is to highlight corporate governance flaws starting from 

the BP oil spill disaster - an incident rich in instructive lessons for businesses and 

business players alike. The chapter will critically analyze these lessons in detail.  

The subsequent analysis will delve into the essential corporate governance indicators for 

a paradigm where business responsibility and long-term outcomes take center stage.  

2.2 What is corporate governance? 

According to the Australian Security Exchanges (ASX) Corporate Governance Council, 

corporate governance may be defined as a set of rules, relationships, and practices that 

determine the direction and control of an organization. Corporate governance essentially 

involves balancing the interests of a company’s many stakeholders, such as shareholders, 

senior management executives, customers, suppliers, employees, investors, the 
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government, and the community. It ensures adequate disclosures and effective decision-

making to achieve corporate objectives, transparency in business transactions, 

compliance with relevant laws and regulations, protection of stakeholders’ interests, and 

commitment to values and ethical conduct of business. Corporate governance is just one 

facet within the broader economic landscape and it is a constant and critical element 

across all organizations, whether it be mostly companies, governments, or not-for-profit 

sectors. Corporate governance structure also depends on and is impacted by the legal and 

institutional environment in which the firm operates. Good corporate governance 

requires an understanding of legal systems and securities markets, with globalization 

adding complexity (Pritchard, 2018; Mechelli and Cimini, 2019). There is no universal 

model for corporate governance and no one-size-fits-all approach, emphasizing the need 

for adaptable practices that go beyond meeting the regulatory requirements or 

bureaucracy.  

According to the OECD, the purpose of corporate governance is to create an atmosphere 

characterized by accountability, transparency, and fairness, all fundamental elements for 

encouraging long-term investment, maintaining financial stability, and upholding 

business integrity. This, in turn, contributes to fostering robust growth and more 

inclusive societies. The G20/OECD Principles of Corporate Governance provide this 

benchmark, setting global standards to assist policymakers in assessing and enhancing 

the regulatory, legal, and institutional framework for corporate governance. First 

introduced in 1999, these principles have been revised by G20 leaders in 2023, 

introducing important novelties. The updated version provides new guidelines that can 

be summarized in the following six main pillars: I. The basis for an effective corporate 

governance framework; II. The rights and equitable treatment of shareholders and key 

ownership functions; III. Institutional investors, stock markets, and other intermediaries; 

IV. Disclosure and transparency; V. The responsibilities of the board; VI. Sustainability 

and resilience. For the first time, recommendations are included to aid companies in 

addressing climate-related and other sustainability risks and opportunities (OECD, 

2023a). If these Principles are respected, corporate governance can have important 

implications: promote access to finance, innovation, and entrepreneurship; provide a 

framework to promote the trust of investors, and support corporate sector sustainability 

and resilience. Effective corporate governance requires a comprehensive understanding 

of the ownership structure of a company and the diverse interests at stake around it.  
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2.3 Who owns the business? 

Typically, businesses emerge from the vision of entrepreneurs, often individuals or a 

small group of partners, with founders commonly being family members. In their initial 

stages, most companies are entirely privately owned, frequently by a family. Over time, 

however, some enterprises opt to transition to a public status through an initial public 

offering (IPO). An IPO not only modifies the ownership structure but also subjects the 

company to increased legal, regulatory, and reporting requirements that are common in 

many countries.  In the typical IPO scenario, only a small portion of the company shares 

is offered to the public. The firm may either evolve into a completely publicly traded 

entity by selling more equity shares to the investing public, or the private owners can 

choose to retain a significant stake while determining the extent of explicit control.  

In the US and UK, most corporations in stock markets are characterized by widespread 

ownership of shares. In contrast, in the rest of the world, ownership of corporations is 

usually characterized by controlling shareholders, usually represented by the state, the 

family, and financial institutions. Even the largest firms tend to have controlling 

shareholders and they often control the firm through pyramidal structures, in part 

because they manage the firm they control. For at least two generations, “The Modern 

Corporation and Private Property” written by Adolph Berle and Gardiner Means in 1932, 

has shaped the image of a high number of ownership-dispersed corporations among 

many small shareholders in the US, where control was concentrated in the hands of the 

managers, who operated without direct accountability to shareholders. In more recent 

years, several researchers have empirically demonstrated that even among the largest 

corporations in the US, there exists a modest concentration of ownership and 

management ownership too. Studies of other countries, such as Germany (Edwards and 

Fischer, 1994), Japan (Prowse, 1992), and Italy (Barca, 1995), suggested that large 

corporations have a higher concentration with large shareholders compared to the US 

and, further, that these shareholders also participate actively in corporate governance. 

According to a study investigating the ownership structure of the 20 largest publicly 

traded companies of 27 rich countries (there is a higher chance that rich countries have 

widely dispersed ownership) and assuming the minimum of 20% of voting rights as the 

criteria of control, only 36% of the firms, for the sub-sample of large firms, are widely 

held (La Porta, Lopez-De-Silanes and Shleifer, 1999, p. 491-492). This outcome did not 

align with Berle and Means’ characterization. 
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Ownership dispersion in publicly traded firms is strictly linked to the level of legal 

shareholders' protection in a given country. Countries with robust shareholder 

protection mechanisms often exhibit a higher prevalence of publicly traded firms 

characterized by widely dispersed ownership. Only 16% of the largest size firms in the 

world in poor protection countries are widely held, versus 34% in countries with good 

shareholder protection practices (La Porta, Lopez-De-Silanes and Shleifer, 1999, p. 496-

497). This correlation can be attributed to the relationship between effective shareholder 

protection and the encouragement of broad ownership distribution. The rationale behind 

this association lies in addressing the risk of expropriation faced by minority 

shareholders. Controlling shareholders generally have disproportionate power over the 

firm and can potentially misuse their authority at the expense of minority shareholders. 

They rely on enhancing control devices, such as dual-class shares, pyramidal ownership 

structures, and cross-shareholding (Aldrighi, Postali and Montoya Diaz, 2018). Pyramidal 

business structures allow the separation of controlling shareholders’ control rights from 

the capital stake. In the pyramidal structure, controlling shareholders may not directly 

own a large stake in the company, they may have a low financial investment at stake, but 

instead control it through a chain of ownership. This implies that most of the burden of 

decisions that negatively impact the company’s value falls to outside shareholders, who 

are not in control (La Porta, Lopez-De-Silanes and Shleifer, 1999). Similarly, there are 

strong incentives for controlling minority shareholders, with tools like dual-class shares, 

to engage in self-dealing and tunneling, taking advantage of their control to extract 

private benefits from the company (Bebchuk, Kraakman and Triantis, 2000). In 

jurisdictions with good shareholder protection, controlling shareholders face more 

stringent constraints on their ability to exploit minority shareholders. This dynamic 

fosters greater confidence among investors, encouraging a broader participation of 

shareholders and contributing to ownership dispersion.  

 

2.4 The role of the Board of Directors and balances among the stakeholders, the 

Board, and the CEO  

Ownership dispersion or concentration impacts the dynamic between controlling 

shareholders and non-controlling shareholders. Yet, a secondary issue, closely tied to the 

ownership structure, arises in large companies - the separation of ownership and 



 44 

management. This situation can create what is known as the principal-agent problem, or 

agency conflict, where the interests of shareholders (the principals) might not align 

perfectly with those of the managers (the agents) who run the company on a day-to-day 

basis. The board of directors plays a crucial role in mitigating this agency conflict. 

The board of directors is responsible for overseeing the company’s management and 

decision-making, monitoring its financial performance, and ensuring that the company 

complies with relevant laws and regulations. Its role is to ensure that the company is 

being run in the best interests of its stakeholders. Senior executives are the top leaders of 

a company, like the CEO (Chief Executive Officer), COO (Chief Operating Officer), CFO 

(Chief Financial Officer), and CMO (Chief Marketing Officer), among others. They are 

accountable to the board for the company’s performance. They are responsible for 

implementing the company’s plan set by the board, running day-to-day operations, and 

making decisions consistent with the company’s values and goals.  

By representing the interests of shareholders and overseeing the actions of the 

management, the board helps ensure that decisions are made in the best interest of the 

company and its shareholders. The board of directors is a key player in corporate 

governance. It all begins with the board, but the impact of governance goes beyond just 

the boardroom. The authority flows down from the board to the CEO and the executive 

team, reaching every part of the organization. There are varying perspectives on whose 

interests the board should be accountable to. Both perspectives have been highlighted, 

the first that underlines the importance of running the company in the interests of 

stakeholders and the second which emphasizes that the board represents the interests of 

both shareholders and the company, putting a stronger emphasis on shareholders. These 

different viewpoints reflect academic discussions over the years, with the prevailing 

notion discussed in chapter one that centers around the significance of stakeholder 

theory.  

2.4.1 Shareholder theory vs stakeholder theory  

The dispute between Milton Friedman’s shareholder theory (The New York Times 

Magazine, 1970) and Freeman’s stakeholder theory (Strategic management: A 

stakeholder approach, 1984) is significant because it provides insight into what should 

be the appropriate corporate objective. Shareholder theory asserts that corporations 

have the sole objective of generating profits, with the interests of shareholders being the 
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primary determinant of corporate direction. Managers, accordingly, make decisions to 

maximize shareholder wealth (Rhee, 2018). On the other hand, stakeholder theory 

suggests that a company’s success depends, not only on maximizing profits for its 

shareholders but also on considering the interests of all stakeholders involved in the 

business. Stakeholder theory argues for stakeholder value creation over the long term, 

aiming at improved living conditions, a safer workplace, and a cleaner environment 

(How, Lee and Brown, 2019). Companies can then build stronger relationships with 

stakeholders, and corporate governance must institutionalize a commitment to them, 

who make their success possible. For example, a company may consider the interests of 

the local community by minimizing environmental impacts and contributing to social and 

economic development.  

Shareholder theory presents some controversy when shareholder-wealth maximization 

prevails over other stakeholders’ interests and when does not consider the company’s 

eventual externalities in the surrounding environment - namely shareholder primacy. 

2.4.2 Shareholder primacy 

Shareholder primacy theory is the principle at the basis of the agency theory. The idea is 

that corporations are owned by their shareholders (principals), who place directors and 

executives (agents) in the role of executing the desires of the company’s owners, 

represented by shareholder value maximization through the share price (Stout, 2012).  

By the end of the 20th century, many companies embraced this idea. Even more 

remarkable and influential than the 1970 Milton Friedman article, Michael Jensen and 

William Meckling wrote an article named “Theory of the Firm” in 1976, reiterating the 

idea that shareholders own corporations and additionally assuming that shareholders 

were the residual claimants of the company, which means claimants of all corporate 

profits after the fixed contractual claim of creditors, employees, and suppliers have been 

paid. This theory gained prominence, particularly among emerging economists, 

significantly influencing academic discourse from 1970 to present-day business practices 

(Leo E. Strine, 2012). Other academics, in recent years, especially after careful 

examinations of how the dedication to shareholder value imperatives almost led to the 

downfall of two of the greatest manufacturing companies in the history of America 

(General Motors and Boeing) and one of the largest oil and gas companies in the world 
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(BP), started to criticize this theory, arguing that prioritizing shareholder profit is not 

always paramount over other interests or considerations (Clarke, 2020).  

The literature is divided on this topic, and upon examining key findings both in favor of 

and against the shareholder primacy theory, a conclusive stance may emerge. This 

analysis draws on two critical components: a legal examination and empirical evidence, 

aiming to extract valuable insights from real-world scenarios.  

It is essential to highlight that shareholder primacy theory originated with economists, 

whereas its law foundation remains open to interpretation. The law stipulates that 

directors and officers must exercise their powers and fulfill their responsibilities “in good 

faith and in the best interests of the corporation”. It is a statement that can be subject to 

different interpretations, including both the perspectives previously discussed. In 

numerous jurisdictions, the absence of definitive legal cases on this matter has allowed 

directors to exercise their judgment with a considerable degree of flexibility, highlighting 

the absence of a legal basis that imposes the duty to maximize shareholder profit (Blair, 

1995; Stout, 2012; Hansmann and Kraakman, 2001; Macey, 2008; Leo E. Strine, 2012). 

However, if both academics in favor of shareholder primacy and those opposed to it agree 

that there is no explicit law mandating the maximization of shareholder profits as a 

corporate objective, there are some scholars who argue that despite the absence of this 

explicit law, there are a series of rules that imply shareholder primacy is indicated by law 

(Rhee, 2018; Rock, 2013). Three specific pathways promote shareholder primacy: the 

first, in the context of corporate finance, involves conflicts of interest among capital 

providers, particularly concerning common stock, corporate law dictates that the value 

of common stock must be prioritized over other securities. Then, the same should happen 

in case of a firm takeover, when a change in control is about to occur corporate law 

imposes to maximize the value of common stock. Last but not least, during day-to-day 

decision-making, corporate law influences managerial behavior toward shareholder 

primacy, for example through executive compensation strictly connected to share price. 

These are all law indications that imply maximization of shareholder value. 

Some scholars believe otherwise. The law leaves less interpretation concerning the 

following beliefs upon which the shareholder primacy theory is founded. First is 

Friedman’s notion that shareholders are owners of corporations. Shareholders own 

shares, a contract agreement between the company and the shareholder, granting them 

specific but limited legal rights (Stout, 2012, p.37-38). Second is Jensen and Meckling’s 
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idea that shareholders are the residual claimants of the company. Shareholders become 

the residual claimants only in the process of liquidating failed corporations during 

bankruptcy. When a business is in good health, the law applies the rule that the legal 

entity itself serves as residual claimant, allowing the entity to retain its profits and 

allocate them how its board of directors sees proper. The board may decide to distribute 

profits as dividends to shareholders, but it also has the authority to allocate funds 

towards increasing employee salaries or reinvesting the money in marketing or research 

and development, among other things (Stout, 2012, p. 38-41; Anthony, 1960). Third, the 

misleading interpretation of the agency theory where directors and executives are seen 

as shareholders’ agents. According to the law, this is not the case because the fundamental 

characteristic of any principal/agent relationship is the principal’s entitlement to control 

the agent’s conduct. Shareholders lack the legal authority to oversee directors or 

executives. As mentioned above, shareholders have limited legal rights which include 

their voting rights and the ability to sue the board of directors for breaking the fiduciary 

duty. These rights offer limited leverage to shareholders in practice. Moreover, successful 

legal actions are often confined to breaches of the duty of loyalty, involving instances 

where directors essentially misappropriate the company’s resources. As long as directors 

do not exploit their corporate powers for personal gain, a critical legal doctrine known as 

the "business judgment rule" shields them from liability (Stout, 2012, p.42-44). Contrary 

to common belief, the business judgment rule ensures that managers of public companies 

are not legally obligated to maximize shareholder value solely. While they can opt to 

maximize profits, they also have the freedom to pursue any other lawful objectives. 

Notably, according to this branch of research, shareholder primacy represents a 

managerial decision rather than a legal mandate (Stout, 2012).  

 

For what concerns the evidence regarding shareholder primacy, Rhee’s article “A Legal 

Theory of Shareholder Primacy” goes beyond investigating the existence of a legal 

obligation in favor of the theory, and conducts a survey of judicial opinions discussing 

shareholder profit maximization in the era starting from 1900 to 2016. Case law 

directories were examined with the following search term: (maximiz! or enhanc! or 

increas!), (shareholder! or stockholder!), and (profit! or wealth! or valu!). This specific 

search criterion was crafted to capture instances such as: “Business corporations must 

engage the political process in instrumental terms if they are to maximize shareholder 
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value” (Citizens United v. FEC, 558 U.S. 310, 454 (2010)). The search parameters yielded 

an initial dataset of 3,034 cases. The chart that follows illustrates a growing trend in court 

discussions regarding the concept of maximizing shareholder profit since the 1980s.  

 

Figure 3: Trend in court discussions for shareholder profit maximization  

 

Source: “A Legal Theory of Shareholder Primacy” by Robert Rhee, 2018 

 

Three main considerations emerged from the author's analysis: first, the parties involved 

in corporate legal cases, including both shareholders and managers, commonly refer to 

the idea of maximizing shareholder profit. Second, courts do not criticize or reject 

litigants for presenting arguments or facts based on the principle of shareholder wealth 

maximization. The legal system appears to accept this concept, possibly considering it a 

standard principle in corporate law and governance. Third, the language of 

maximizing/increasing/enhancing shareholder wealth is extensively employed by both 

courts and corporate litigants.  

Permanently moving away from the legal aspects of the theory, decades of research have 

centered on empirical evidence supporting the shareholder primacy theory. 

Corporations embracing such strategies should outperform and yield higher returns to 

investors than those that do not. Surprisingly, there is a lack of studies finding this (Stout, 

2012, p.88-89). Why is that? Studies conducted by policymakers, governance experts, and 

academic professors are concerned with equity returns for the investor class, as a whole 

rather than individual investors, and monitor the trend over a long period. Studies 
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focusing on whether shareholder value maximization occurs within a year or two are 

misguided in both scope and timing.  

Therefore, the focus will be directed towards evidence countering the shareholder value 

myth. Several corporate governance strategies have been used over the years to 

maximize shareholder value and executives’ gains, with consequential outcomes not to 

be underestimated. 

2.5 Executive pay and share-based compensation 

The topic of executive compensation has been highly discussed for many years, 

particularly starting from the 1980s. Shareholders cannot directly impose control over 

the CEO and the board’s activities, and they are not always informed about actions that 

would be advantageous to their wealth. Therefore, compensation policies explicitly 

designed to provide managers with incentives for selecting and implementing actions 

that increase shareholder wealth, were considered a sound strategy to reach 

shareholders’ objectives (Jensen and Murphy, 1990). It was the most reliable way to align 

the interests of managers with those of shareholders. One of the most commonly 

employed mechanisms was introducing compensation schemes directly linked to stock 

prices.  

Before that, executive pay was composed of the salary and eventual bonuses when 

explicit financial targets were met. Jensen and Meckling (1990) argued against providing 

top managers with fixed salaries as bureaucrats, emphasizing the importance of 

incentivizing them towards higher performance through share-based payments, 

including stock options. At the time, it was a common belief that a company’s stock price 

was associated with its ability to achieve certain financial goals. However, it was just a 

belief because several studies admitted that it was difficult to prove that stock-based 

incentives were leading the CEO to work better and consequently that their companies 

were well performing (Murphy, 1998; Jensen and Murphy, 1990).  

Certainly, the mission was successful: executives were motivated to implement strategies 

to boost share prices for their personal interests, while shareholders also benefitted from 

higher returns. One might argue it was not just a case of “shareholder primacy theory” 

but also an instance of an executive primacy theory. 

The graphic that follows illustrates the trend of median CEO pay in the US in the period 

between 1989 and 2012.  
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Figure 4: Trend of median CEO pay in the US, 1989-2012 

  

Source: Forbes Annual Executive Compensation Report, 2012.  

 

The figure shows evidence of the initial pattern in 1989 where equity-based 

compensation represented only a very small part compared to the total pay, while, 

especially after 2000, equity-based compensation reached incredible levels, surpassing 

the salary basis and bonus rewards. If at the beginning they were introduced simply as 

an additional incentive, they soon encouraged executives to prioritize shareholder 

returns for their short-term personal enrichment (Clarke, 2020). As the stock market 

increased, executive pay was increasing too. However, in the long run, this trend did not 

produce the good results expected, because it was encouraging executives to grasp 

immediate returns, disbursing as much money as possible, without taking into 

consideration potentially more profitable uses. While such actions might generate short-

term gains, they often proved detrimental to the overall strength and future returns. 

Another problem was that the holder of a stock option was rewarded independently of 

how good or bad the company’s performance was. In other words, if boards only 

considered the trend of the stock price, to assess incentive compensation without taking 

further precautions, they might not set the right level of performance and therefore were 

highly rewarding themselves for weak long-term performance (Rappaport, 1999).  

Research supports the connection between long-term compensation incentives and 

better long-term business performance and value creation. One study tests this 

hypothesis by examining what happened to companies, in terms of stock market reaction, 

if shareholder proposals on long-term executive compensation barely passed (with 
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50,1% of votes) or barely failed (with 49,8% of votes) at annual meetings. The results 

show that when such proposals barely pass, companies have a significant increase in the 

share price compared to when they barely fail. This suggests that having a focus on long-

term goals, encouraged by this type of compensation, is beneficial for companies 

(Flammer and Bansal, 2017). In addition, evidence finds that long-term incentives for 

executives increase operating performance in the long run and foster stakeholder 

relationships (Flammer and Bansal, 2017), as well as investments in innovation 

strategies (Chapman et al., 2017). Still, some studies expressly state that caution should 

be adopted in the sense that the link between executive pay and corporate performance 

is open to interpretation.  

Total shareholder return is frequently focused on the short term. To foster a company’s 

long-term orientation, it is essential to adopt strategies with a long-term perspective. 

Linking executive pay to stock prices over short periods jeopardizes the interests of both 

companies and shareholders (Paula et al., 2023).  

2.6 Distribution to shareholders: dividends and share-buybacks 

According to Mason (2015), over the past 30 years companies started to retain and invest 

much less money, opting instead to distribute more to shareholders through dividends 

and share repurchases. This shift underscores a departure from long-term investments 

in favor of prioritizing short-term returns for investors, a phenomenon indicative of the 

financialized nature of today's economy (Mason, 2015). 

Graphical representation, as depicted in Figure 5, provides a visual narrative of the trend 

in payouts from the largest-cap companies traded on the American and European stock 

markets between 2000 and 2015. The trend has gone hand in hand between American 

and European companies, with a gap only in recent years.  

Payouts, comprising both dividends and share repurchases, constitute a crucial aspect of 

a company’s distribution policy, a mechanism through which firms can return cash to 

shareholders, reducing the resources available to the firm. Distinguishing between 

dividends and share repurchases is useful, even if they are often considered together 

under the term payouts. Dividends on one side, are the traditional mode of providing a 

steady stream of income to shareholders who, as the name says, hold on a company’s 

stock, and help to stabilize share prices.  
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Figure 5: Average Share Repurchases + Dividends of 419 US S&P500 and 298 S&P. Europe 350 Companies 

2000–2015 in $Million 

 

 

Source: Adapted from: Sakinc, 2017. 

 

In contrast, stock buybacks, in which a company repurchases its own shares on the open 

market, thus reducing the number of outstanding shares, boost share prices in the short 

term, but it can also make shares more volatile. Until the 1980s, dividends were the 

primary way that companies distributed cash to shareholders. Since then, even as 

dividends have become more common, stock buybacks have become an increasingly 

important way for companies to return cash to shareholders. Payout decisions rest within 

the discretion of the board of directors and senior management, attracting closely 

scrutiny from investors and analysts due to their significant impact on shareholder value 

and financial performance.  

Before the 1980s, buyback policies were illegal due to concerns about potential stock 

price manipulation. The regulatory landscape underwent a pivotal change in 1982 with 

the introduction of SEC Rule 10b-18, establishing a "safe harbor" for companies engaging 

in stock buybacks. Europe followed with the EC Directive 2003/6/EC and EC Regulation 

2273/2003, marking the legalization of buyback practices. Despite some differences in 

the US and European legislation, repurchase activity in Europe followed a similar trend 

with the US before the global economic crisis (Sakinc, 2017, p.5). However, the practice 

has not been immune to scrutiny and debate. There is evidence suggesting that company 

executives are using share buybacks not just as a way to benefit the company but also as 
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an opportunity to personally profit from the resulting increase in the share price. While 

it is acceptable for a corporate board and executives to decide that a share buyback is a 

good use of the company's capital, it becomes problematic if these decisions lead to 

personal profit at the expense of broader stakeholder interests (Jackson, 2019). In 

particular, the share buyback process works as follows. When a company announces a 

share buyback, it often leads to an increase in the company's stock price. The executives 

are taking advantage of this upward movement in the stock price by selling (cashing out) 

their own shares shortly after the announcement. In other words, they use the share 

buyback news to boost the stock price temporarily and then sell their shares at a higher 

value, potentially making a significant profit.  

Here below a chart showing specifically the growth of share buybacks in US companies.  

 

Figure 6: Data on 373 Companies in the S & P 500 Index Share Buy Backs in USD Billion 

 

Source: Adapted from: Lazonick et al. (2020); S&P Compustat database and company 10-K filings constructed 

by Mustafa Erdem Sakinc and Emre Gomec of the Academic Industry Research Network. 

 

Professor Lazonick's argument emphasizes that stock repurchases, with their potential 

benefits, align with the ample stock-based pay for executives. The recent surge in 

executive remuneration raises questions about the alignment of incentives and the 

impact on long-term business investments and growth.  

The investment rate of the largest 1,000 non-financial U.S. companies has witnessed a 

significant drop over the last few decades, decreasing from approximately 38% of net 

profits in 1980 to around 24% in 2017. This decline in investment coincides with a 
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substantial increase in the total payout ratio, nearly doubling from about 30% in 1980 to 

nearly 60% in 2017 (Turco, 2018). Further examining the increased payout ratio, it 

becomes evident that the most of the growth since 1980 has come from the increase in 

buybacks. Analyzing the S&P 500 Index companies traded publicly from 1981 to 2019, it 

is revealed that between 1981 and 1983, buybacks absorbed 4.4% of net income, while 

between 2017 and 2019, this figure skyrocketed to 62.2% of net income (Lazonick and 

Jacobson, 2022). Unlike investments in productive assets, which yield a return on 

investment, stock buybacks constitute an immediate use of cash that fails to positively 

influence the long-term trajectory of a company's growth potential, especially when the 

motivations for implementing such practice are not totally transparent. 

2.7 Evidence from the BP oil case  

The corporate governance flaws that emerged from the British Petroleum oil spill case 

can be summarized into three primary issues. The first centers on the maximization of 

shareholder value, strictly linked with the second one – an emphasis on short-term 

earnings logic, often prioritizing shareholders’ and executives’ profits. The third critical 

aspect involves externalities and neglect of stakeholders’ interests.  

The prioritization of shareholder value was a central aspect of BP’s governance practices, 

particularly evident in the company’s remuneration policy. According to the BP’s Annual 

Report (2004), the remuneration policy is designed to ensure alignment between 

executive directors' incentives and the interests of ordinary shareholders. The report 

emphasizes that each executive director is expected to maintain a substantial 

shareholding in the company, with a value equivalent to five times their base salary. This 

formula of compensation recalls the idea of Jensen and Meckling’s (1976) about the 

importance of incentivizing executives, especially the CEO, through equity-based 

remuneration. This approach has contributed to the elevation of executives’ roles to a 

heroic status, resulting in a significant increase in senior executive pay since 1990s. The 

CEO’s salary at BP, of Lord Browne, comparing the years 2001 and 2006, is nothing short 

of emblematic. In just five years, his salary went up from $2,8 million salary and bonuses 

and 1,269,843 options in 2001 to $5 million salary and bonuses and 2,006,767 options in 

2006 (Windsor and McNicholas, 2012).  

BP also adopted a widely used corporate governance practice with the aim of maximizing 

shareholder value, which is share repurchases. The table below, adapted from the study 
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made by Sakinc (2017), shows that BP is at the top of the list considering the 10 

companies with the highest number of shares repurchase expressed in millions, in the 

period between 2000 and 2015.  

 

Table 2: Top 10 Share Repurchasing Companies in Europe 2000-2015 Rank. 

 

Source: Sakinc, 2017.  

 

Both shareholders and executives were the winners of these policies, at the expenses of 

other stakeholders, employees among the others. In 1998, BP, always under Lord Browne 

as CEO, engaged in several takeovers and mergers, in particular with a big oil company 

named AMOCO (previously Standard Oil). This transaction marked one of the largest in 

history at the time, amounting to $31 billion. BP significantly increased its shares from 2 

billion pounds to 12 billion pounds, rendering the company more dependent on its 

shareholders and the financial markets. The extensive transactions brought substantial 

fees to banks and corporate advisors and BP’s accountants initiated significant cost-

cutting measures, resulting in the termination of over 35,000 employees between 2001 

and 2010, the total workforce was reduced by 31%. Hundreds of expert engineers and oil 

men were fired. Budgets for safety and maintenance was hugely reduced. The driving 

philosophy was “more for less”, operations aimed to be executed more efficiently, at a 

cost that was 10% lower than before (Bower, 2009). During this expansive phase, Doug 

Ford, a key figure in charge of BP’s refineries, raised concerns to the CEO that the 

company was being misgoverned and the cost-cutting policies were posing risks to 

everybody’s health. Despite the subsequent resignation of Lord Browne and other 

executives, the new leadership of Tony Hayward, in 2007, did not exactly change the 

course of events. He pursued the culture of cost-cutting and committed in taking even 
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greater risks. In 2009, cost reduction targets were further raised moving from $3,6 billion 

to $3 billion (The Sydney Morning Herald, 2009). 

After the disastrous event, the investigators were able to shed light on which were the 

real conditions of the oil rig derived from poor cost-cutting decisions. This was the 

narrative of what happened on April 20, 2010: the well design carried inherent risks, the 

cement job proved unsuccessful, gas entered the well, a crucial well integrity test was 

misinterpreted leading to a catastrophic blowout (Achenbach, The Washington Post, 

2011). The well design was risky because lacked adequate barriers to prevent the ascent 

of oil and gas through the central pipe. BP’s cost-cutting practices were part of a systemic 

problem. Exclusive documents obtained by ProPublica and FRONTLINE revealed that BP 

inspectors monitoring pipelines in the Alaska plant, reported two significant spills in 

2006 that were not properly certified. In another incident related to Alaska plants, some 

facilities operated without fire and gas detectors, they were supposed to be substituted 

but ultimately left defective. Over the years, an incident involved an oil worker who 

reported severe injuries due to a well blow up in his face. Lately, it was discovered that 

BP did not report immediately the defect.  

Eager for growth and cost cuts overwhelmed the sense of the company responsibility. 

Both the board of directors and the committees assigned to implement and oversee 

safety, health, and natural environment failed in their responsibilities, leading to 

disastrous consequences. Eleven workers died, millions of gallons of oil lingered in the 

ocean for 86 days, shutting down the largest fishing grounds in the US, unprecedented 

loss of wildlife and of income for the local population, and raised long-term health 

concerns due to the toxic cleanup.  

2.8 The consequences of shareholder primacy myth 

As exemplified by the British Petroleum case, the ideology of shareholder primacy, widely 

embraced and implemented by numerous other corporations, has emerged as one of the 

most detrimental myths in modern times. Corporations that relentlessly strive to 

optimize a singular objective, shareholder value maximization, are likely to face 

challenges.  

Several elements have driven the short-term behavior in recent years. First, the practice 

of aligning the CEO’s interests with shareholders at all costs, with executive pay design 

and share buybacks processes. Then, the regulatory changes and technological advances 
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of the stock markets that facilitated a rise in short-term trading strategies. Investors were 

able to quickly respond to market fluctuations and to enter and exit positions, capitalizing 

on short-term price movements (Figure 7). Last but not least, the short-termism logic in 

future strategic planning.  

 

Figure 7: NYSE average holding period declined from 7 years to 1 year  

 

Source: The New York Stock Exchange  

 

The consequences of focus on the stock price - namely shareholder primacy – are varied 

and interest multiple fields.   

Numerous long-term investments have not been taken into consideration over the years 

- whether in R&D, marketing, innovation, product and workplace safety, human capital, 

and climate change - since the board on average considered three years as a long-term 

horizon (Samuelson, 2022). Shareholder primacy also resulted in increased inequality, 

particularly in the US, because gains coming from stock price advantage those who own 

stocks, and most stocks are owned by the wealthy. Shareholders, with their say-on-pay 

votes, have the power to challenge the practice of partially equity-based executive 

compensation. However, they are complicit in this system focused on short-term stock 

price gains, overlooking the potential drawbacks for other stakeholders, such as 

employees. As exemplified by the BP case, such practices often benefit certain parties at 

the expense of others, eroding the ethical principles that are fundamental for corporate 

decision-making. 

In the first half of 2010s, amid a debate on income inequality, there have been many 

companies which decided to take action. In 2015, Walmart announced to increase the 
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minimum wage of workers to at least $9/hour, a measure that would have affected 

500,000 employees. This announcement caused an incredible reaction in the market, that 

punished the company with a $20 billion-dollar loss of market cap in just one day, losing 

10% of stock’s value (The New York Times, 2015). The same day Walmart announced 

that they would buy back the stocks just lost. While Walmart’s consistent investments in 

employee training and pay are commendable (about $5 to $6 billion spent in 2015), their 

substantial stock buyback program underscores the ongoing dominance of shareholder 

primacy ($43 billion in stock buyback spent in 2015) (Capital & Main, 2022). In 2017, 

with American Airlines happened the exact same thing, the company wanted to increase 

workers’ wage to align with its competitors and the stock, after the announcement, lost 

5,2% of its value. In 2011, Google announced the plan to hire 1,600 people, and the stock 

price lost 5% the same day (Samuelson, 2022).  

When companies prioritize short-term stock price gains over long-term value creation, 

they often discourage commendable initiatives that benefit employees, customers, and 

society as a whole.  

According to the Nobel Prize winner Herman Simon, it is more effective to pursue a 

balanced approach through multiple objectives, and try to attain each of them reasonably 

well. It is imperative not to limit companies’ objective solely to profit-making.  

CEOs are slowly changing their perspectives as they started realizing the importance of 

value creation which means a focus on a broader class of stakeholders, rather than solely 

on shareholders. In 2019, 181 CEOs members of the US Business Roundtable agreed to 

the new statement of stakeholder principles. The statement redefines the purpose of a 

corporation promoting the concept of corporate sustainability, highlighting the 

importance of creating jobs, fostering innovation, delivering values to customers, dealing 

fairly and ethically with members throughout the supply chain, supporting the 

communities, generating long-term value for shareholders and reinforcing the concept 

that each of a corporation’s stakeholder is essential for the future success of companies, 

communities and the country (Business Roundtable, 2019). In the same year, an OECD 

initiative “Trust in Business” was conducted to lead business leaders’ actions towards 

long-term, anti-corruption, responsible business conduct goals (OECD, 2019). It is time 

to see corporations not as part of the problem but as part of the solution.  
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2.9 Restarting from corporate governance  

The G of the ESG factors, with good, robust but still adaptable corporate governance 

structures, sets the tone for responsible and sustainable business practices. Recent 

literature has highlighted the repercussions of inadequate corporate governance 

mechanisms, revealing a correlation with heightened default risk. In particular, four 

critical domains of corporate governance were under review: ownership structure, board 

effectiveness, financial transparency and disclosures, and shareholder rights. For each 

indicator, the study was able to demonstrate a positive correlation between the 

implementation of weaker corporate governance practices and a higher degree of default 

risk (Fernando, Li and Hou, 2019). To begin with, the research deepens ownership 

concentration, in particular high concentrated ownership structures, which can lead 

controlling shareholders to prioritize personal gains over the interests of minority 

shareholders, resulting in value transfer from the firm to them. Corporate governance can 

mitigate these agency costs, avoiding managerial opportunism, and ensuring the 

establishment of an independent board. Speaking of which, the effectiveness of the board 

is the second focus of the study. Ineffectiveness in the board could imply that firms are 

less exposed to growth opportunities. Enhancing financial transparency and disclosure 

can help mitigate information asymmetry between managers and other stakeholders. It 

is crucial to establish programs that foster a culture of integrity, discouraging unethical 

practices. Leaders should also ensure that all actions are measurable; otherwise, creating 

improvement plans and assessing progress becomes challenging. A fraudulent financial 

reporting can be minimized by financial transparency facilitated by an independent audit 

committee (Dechow, Sloan and Sweeney, 1996). When shareholders hold significant 

rights, they are more likely to influence management and prevail over minority 

shareholders. Corporate governance practices must guarantee that managers refrain 

from leveraging their discretionary power for personal gains. To estimate the correlation 

between these variables and default risk, various corporate governance indicators were 

used (for instance, concerning the domain ownership structure, the study employs the % 

of share ownership by institutions, the % of share ownership by the five largest 

shareholders and a dummy variable = 1 if at least one shareholder possess more than 

20% of shares, and 0 = otherwise). The default correlation was investigated among firms 

with different credit qualities over different time horizons, utilizing a sample of 835 firm-

year observations (160 defaulting firms and 675 non-defaulting firms) from 2000 to 
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2015. Results reveal that firms with dispersed ownership concentration show a low 

default correlation (61%), while firms with concentrated ownership exhibit a high 

default correlation (75%). In terms of board effectiveness, firms with ineffective boards 

display a high default correlation (72%) while those with high effectiveness level show a 

58% correlation. Also, transparency levels aligned with the hypothesis, indicating that 

with low levels of transparency, a correlation of 71% is reported whereas with high levels 

of transparency the correlation is 65%. The last result shows that firms with strong 

shareholder rights exhibit a 75% of correlation with default risk, while low shareholder 

rights show only a 64% correlation (Fernando, Li and Hou, 2019). The implications 

suggest that firms with weak corporate governance may have elevated default 

correlations. These findings serve as a reminder that corporate governance is not just a 

process; it is a keystone that can either strengthen or undermine the very foundation of 

a business. Presenting these results aims to pivot these criticalities toward a constructive 

dialogue on best practices. The journey seeks to reevaluate, refine and starts, or restarts 

from the weak corporate governance practices presented to implement corrective 

measures.    

2.10 The effectiveness of the board of directors  

The board of directors is accountable for overseeing financial issues, developing 

corporate strategy, and maintaining conformity with specified ethical standards and 

values. To achieve these goals, an effective board of directors is required. It must have a 

robust composition, a responsible leadership, members with the necessary expertise, and 

a structure that not only promotes independence and diversity but also creates an ideal 

environment for well-informed decision-making.  

2.10.1 Board independence  

The G20/OECD Principles of Corporate Governance explicitly requires that “The board 

should be able to exercise objective independent judgment on corporate affairs”. Board 

independence and objectivity is crucial to prevent conflicts of interest and to balance the 

competing demands coming from different business leaders. Ensuring board 

independence typically means having a sufficient number of board members who are not 

affiliated with the management through significant economic, family or other ties (OECD, 

2023a). This does not prevent shareholders from being board members. The specific 
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requirements differ depending on the jurisdictions, on firm’s size and other 

characteristics, including the ownership structure and the level of market maturity. For 

instance, companies with a more distributed ownership structure are more likely to 

adopt higher independence standards. In the Americas, the United States and Canada 

mandate higher independence standards (the majority of the board members should be 

independent directors) compared to the Latin American markets. In the European region, 

the majority of the countries mandate a majority or at least half of the board members to 

be independent directors. While in the Asia-Pacific region, the standard requires a 

threshold slightly lower, at one-third of the board (Mishra, 2018).  

The company may decide to adopt a unitary, also called one-tier, board system or a two-

tier board system. The unitary board consists of only one board, that includes both 

executive and non-executive directors. Executive directors are specifically in charge of 

daily management, involved in major decision-making processes and implementation of 

strategy decisions. Whereas non-executive directors perform a monitoring role, 

determine executive members’ compensation, and provide counsel, along with any 

supplementary expertise that may be needed, to the executive directors and other board 

members. One of the non-executive members holds the position of Chairman (Calkoen, 

2011). In a two-tier system board, executive and non-executive directors belong to two 

distinct board: the supervisory and the management board. The management board is 

composed by executive directors, who are internal members selected from within the 

company. This may include the CEO, CFO and other individual actively involved in the 

company’s day-to-day operations. The supervisory board is composed partially or 

entirely by non-executive directors, chosen externally and considered independent of the 

company, who make sure that the company operates in the best interests of its 

shareholders and in compliance with legal and ethical standards. In addition, it regularly 

evaluates the decisions and activities of the other board, with which it communicates on 

a regular basis. The board in a two-tier structure can be easily divided into three key 

figures: the executive directors (the management board), the non-executive directors 

(the supervisory board) and the Chairman, who is technically the leader of the 

corporation. The Chairman typically maintains strong communication with the CEO and 

top-level executives. The board of directors elects the Chairman.   

After briefly revisiting the possible structures of the board of directors, certain 

considerations may emerge. The unitary board system is more likely to create 
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interferences between the two groups of directors, because of the single structure. 

Therefore, according to the OECD Principles, the objectivity and independence of the 

board may be strengthened by the separation of the role of CEO and Chairman. In this 

way, the Chairman can become leader director when the board present conflicts of 

interest with the management. The CEO has the option to act as the chair of the board, 

but this arrangement may lead to an excessive concentration of power and eventual 

conflicts of interest. With the two-tier board system, the absence of executive directors in 

the supervisory board strengthens independence from management. Independent board 

members can contribute significantly to the decision-making of the board. There are 

many decisions that can easily create conflicts of interest between the management, the 

company and its shareholders: like executive remuneration, succession planning, 

corporate control changes, takeover practices, and the audit function.  

In certain jurisdictions, separate meetings of independent directors might be mandated 

periodically. The board should also consider establishing dedicated committees to 

address issues where there is a potential for conflicts of interest, with a mandatory 

inclusion of independent members.  

The body of corporate governance literature extensively explores the relationship 

between board independence and firm performance. Several studies provide evidence 

demonstrating a positive correlation between board independence and firm performance 

(Liu et al., 2015; Knyazeva, Knyazeva and Masulis, 2013; Hu, Lin and Tosun, 2023; Yang 

and Zao, 2014), while other researches exhibit a negative correlation (Cavaco et al., 

2017).  

The first study uses a sample of publicly listed firms at the Shanghai and Shenzhen stock 

exchanges, traded from 1999 to 2012, highlighting key characteristics of Chinese 

companies that contribute to the positive correlation. First, the limited presence of 

external corporate governance mechanisms in China, intended as legal and extra-legal 

institutions that provide protection for investors’ rights, underscores the significance of 

internal mechanisms. Additionally, the concentrated ownership structure, particularly 

with state-owned companies where the government is a major shareholder, is a 

noteworthy factor. The study demonstrates that companies exceeding the mandated 

minimum for independent directors (1/3), as outlined in The Guidelines for Introducing 

Independent Directors to the Board of Directors of Listed Companies, exhibit a superior 

performance (Liu et al., 2015). Another study supports this positive correlation by 
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exploring the influence of the local director labor market on board composition, revealing 

that proximity to larger directors’ pools is associated with more independent boards, 

especially among smaller and medium-sized firms in the S&P 1500. Board independence 

significantly impacts profitability and operating performance, with a one-standard 

deviation increase in board independence leading to a 1,2%-1,7% increase in ROA and 

1,4%-1,8% increase in operating cash flow (Knyazeva, Knyazeva and Masulis, 2013). 

Another recent study uses the trend of the product market demand to demonstrate the 

relation between board independence and firm performance. The findings reveal that, 

following a decrease in demand, companies with a more independent board of directors 

experience a substantial improvement in financial performance, as indicated by 

increased Return on Assets (ROA). A one-standard-deviation increase in board 

independence is associated with an additional 0,77% increase in ROA after negative 

demand shocks. Conversely, no such positive link is observed in the absence of negative 

demand shocks (Hu, Lin and Tosun, 2023).  

Another paper examines the dual aspects of board independence, highlighting its benefits 

and costs. Positive aspects include improved board functioning, reduced conflicts with 

corporate executives, and strengthened monitoring effectiveness, while drawbacks 

involve potential lack of cooperation and insufficient communication with top executives. 

The study yields a mixed result, indicating a negative correlation between board 

independence and firm performance attributed to independent board members facing an 

information deficit compared to affiliated members. In particular, a 10% increase in the 

fraction of independent board members rather than affiliated is related to a 10% 

decrease in ROA (Cavaco et al., 2017).  

The CEO duality represents an important characteristic measuring the independence of 

the board of directors and it has been widely debated among corporate governance 

scholars. A study by Yang and Zhao (2014) examines the impact of CEO duality on firm 

performance in the context of the 1989 Canada-US Free Trade Agreement (FTA). The 

findings reveal that firms adopting CEO duality tend to perform better than those 

companies without this structure. Specifically, the study revealed that a one-rank 

increase in the tariff rank associated with dual leadership is linked to an increase of 

2,79% in Tobin’s Q (Yang and Zhao, 2014). 
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2.10.2 Board diversity  

“Boards should regularly carry out evaluations to appraise their performance and assess 

whether they possess the right mix of background and competences, including with respect 

to gender and other forms of diversity” (G20/0ECD Principles of Corporate Governance, 

2023). When referring to the right mix of backgrounds and competences, there are many 

aspects included, such as gender, age, nationality, and other demographic characteristics, 

but also professional and personal experience and expertise that could enrich both 

knowledge base and viewpoints of the board in the process of decision-making. Bringing 

a diversity of thought into board discussion is a business imperative according to some 

authoritative CEOs (Ronald P. O’ Hanley from State Street and David Salomon from 

Goldman Sachs) (Landaw, 2020). For instance, the board of directors of Goldman Sachs 

is composed by five women out of thirteen members and the lead director is black, and 

the CEO himself expressed total support to this idea, drawing from his own experiences 

of the significant value diverse members bring.  

In recent years, publicly traded US companies within the Russell 3000 have started 

recruiting more female directors, with women representing 45% of newly directors, a 

notable increase from 12% reported in 2008. Similar progress, but at a slower rate, for 

directors belonging to a racial or ethnic minority, representing 15% of the newly hired 

(Landaw, 2020). An increasing number of jurisdictions now mandate or advise publicly 

traded firms to disclose the gender composition of their board and senior management 

(OECD, 2023a). Since 2019, companies have implemented initiatives, such as mandatory 

quotas or voluntary targets to promote increased participation of women (OECD, 2023b).  

Figure 8, displaying the proportion of women on the boards of listed companies across 

numerous countries, illustrates remarkable progress, even in nations without targets. 

Overall, it is evident a significant advancement from 2017 to 2020 and 2022 in the 

majority of countries. An important issue raised by a partner of Barington Capital Group, 

an activist investment firm, regards how to hire diverse people (both from a 

demographical and/or professional point of view) that practically affect the board 

diversity of a company? The question arises from the common assumption that diverse 

people will automatically bring new backgrounds, viewpoints and perspectives, but what 

happens if the company hires a female director with equal background as a possible man 

director? 
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Figure 8: Share of women on boards of largest listed companies (in 2017, 2020, and 2022) with reference to 

implemented quotas & targets, percentage 

 

Source: OECD, 2023b. 

 

If the only additional factor is the gender, it may be that it does not affect the cognitive 

variety of the board. Or what if people with different background and demographical 

characteristics are hired as board members but they do not feel comfortable in sharing 

their opinion during board discussion because their points of view are repeatedly not 

taken into consideration? Is this diversity actually affecting board diversity? Landaw 

(2020) interviewed directors of eight different underperforming companies, which had 

one or more Barington employees added to the board. The purpose was to examine the 

problematic and ask the incumbent directors about the impact of new directors on 

enhancing cognitive diversity and its effects on board performance. The main results 

were the following. First, there may not be a direct correlation between demographic 

diversity and cognitive diversity. The company should evaluate the distinctive 

contributions that the candidate is able to provide. According to the interviewed 

directors, the new directors enriched the board’s knowledge base by adding specific 

expertise where there was a deficiency. Cognitive diversity and demographic diversity 

should be regarded as mutually reinforcing. Demographic diversity is valuable across the 

entire organization, particularly as a diverse board is able to mirror the diverse 

composition of a company’s employees, suppliers and customers. This aids the board in 

anticipating and addressing stakeholders’ concerns, resulting in doing the job more 
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efficiently compared to a homogenous board. Diverse board can increase the engagement 

levels of directors, 43% of 700 directors interviewed in a survey replied that they have 

difficulty in dissenting during a board discussion (PwC, 2019). Previous literature aligns 

with this hypothesis, suggesting that diverse boards tend to be more receptive to 

dissenting viewpoints (Kang, Kim and Oh, 2019; Phillips and Loyd, 2006). Company’s 

culture is essential in creating an environment where the sharing and consideration of 

varied perspectives are welcomed. Ultimately, two general improvements were 

identified by the incumbent directors: improved decision-making due to more focused 

and target-oriented board meetings, and increasing ability for the board to oversee the 

management and foster a transparent relation with the CEO (Landaw, 2020; Kang, Kim 

and Oh, 2019).  

Corporate governance literature exploring the correlation between board diversity and 

firm performance is widely available (EmadEldeen et al., 2021; Fernández-Temprano and 

Teiering-Gaite, 2020; Qureshi et al., 2019; Song, Yoon and Kang, 2020). The first study 

considers executive board diversity and supervisory board diversity separately, 

assessing their impact on ROA and market-to-book ratio as performance indicators. Given 

the distinct responsibilities and consequently fewer interactions of supervisory board 

members in comparison to executives, the study finds that executive diversity has a more 

pronounced impact on firm performance. Among the board diversity variables 

considered, the study finds evidence that age diversity positively affects ROA for both 

executive and supervisory directors. The characteristics of younger and older members 

act as a complement with each other.  Additionally, a significant positive correlation on 

market-to-book ratio is observed for the nationality mix among executive directors 

(Fernández-Temprano and Teiering-Gaite, 2020).  

The second study offers empirical evidence from the UK, examining the relationship 

between board diversity variables and firm performance. Companies listed on the 

London Stock Exchange, spanning the period from 2000 and 2016 and categorized into 

three indices (FTSE 100, FTSE 250 and FTSE 350), demonstrate a positive and significant 

correlation between gender and national diversity concerning both ROA and Tobin’s Q. 

These correlations are particularly significant for FTSE 250 but not FTSE 100. On the 

other hand, education diversity exhibits a negative impact on ROA, while age diversity 

does not show a significant effect on ROA (EmadEldeen et al., 2021). These findings align 

to a great extent with those obtained by Hsu, Lai and Yen (2019) in their study on Chinese 
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companies. Their research shows a significant and positive relationship between the 

percentage of female directors and operational performance. Although there was a 

positive but statically insignificant impact for age diversity, the relationship with the 

board director background was negative but not statistically significant. A further 

comprehensive study involving 812 listed companies across 22 European countries 

investigates the connection between female board representation and corporate value, 

assessed through financial and non-financial performance indicators. The findings reveal 

a positive correlation, explaining that companies with female board members 

demonstrate higher sustainability disclosure scores across all three dimensions 

(environmental, social and governance) compared to those with exclusively male boards. 

This positive correlation extends to firm value, demonstrating that as female board 

representation increases, corporate value also increases (Qureshi et al., 2019). This 

finding is also supported by a previous study which investigated that female 

representation on boards enhances firm performance through better monitoring 

practices (Adams and Ferreira, 2009). The fourth study, which focuses on US-listed 

lodging companies, examines the impact of gender and age diversity, as board diversity 

measures, on the firm value. It also adds the internationalization as a moderator variable 

to see whether it influences the results. The study employs Tobin’s Q as the firm value’s 

metrics, which according to the authors is less susceptible to accounting methods and 

market fluctuations. The findings indicate a positive correlation between gender 

diversity and firm value, especially for lodging firms where the involvement of women 

board members can lead to faster understanding and broader perspectives of the 

customers’ needs, providing a competitive advantage (Kang, Cheng and Gray, 2007). On 

the other hand, age diversity appears to have an insignificant effect on firm value. This 

could be due to a bias against younger people making strategic decisions in a capital-

intensive industry. Internationalization acts as an accelerator, meaning that one-unit 

increase in internationalization can amplify the influence of gender diversity on the 

Tobin’s Q. This effect does not emerge for age diversity (Song, Yoon and Kang, 2020).   

2.10.3 Executive compensation 

Executive compensation serves as a crucial corporate governance mechanism, offering 

insights into the dynamics between executives and shareholders. Its significance lies not 

only in achieving a balanced approach to mitigate agency costs and enhance the 
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executive-shareholder relationship, but also in ensuring that this equilibrium does not 

jeopardize the long-term objectives and value of the company. One solution to address 

the agency costs dilemma involved implementing a compensation structure that was 

partially share price-based. This approach was adopted to create a mutual benefit for 

both shareholders and executives - shareholders gained control over executives, and 

executives, in turn, aligned their objectives with those of the shareholders by pursuing 

value maximization. However, three main problems were associated with this form of 

compensation. First, an unjustifiable rise in executive pay across many countries in recent 

times. According to a research that considered 15 Ius Laboris (a global alliance of law 

firms) countries, none of the countries reported a decrease in compensation at CEO level 

and the increase seems to come from the variable part of the compensation. The only 

countries that do not report an increase but stay the same were the countries with 

statutory obligations to disclose executive pay information (Italy, Germany and UK)6. 

Second, there is no association between the highest pay figures and the top-performing 

companies (Big Innovation Centre, 2017). Lastly, compensation is tied to the incorrect 

type of performance, specifically, short-term performance (one to three years) (Big 

Innovation Centre, 2017). As exemplified by the British Petroleum oil spill incident, this 

solution has proven detrimental to both stakeholders and the long-term sustainability of 

the business, as it encourages short-term results for executives.  

Hence, the reconsideration of executive compensation is imperative.  

The G20/OECD Principles of Corporate Governance, revised in 2023, stress the 

importance for shareholders to be informed and to discuss, when applicable, the 

remuneration policy of the board members and key executives. Shareholders have 

different forms of vote through which they can express their opinion, the so-called say-

on-pay votes. Almost all jurisdictions have implemented measures mandating or 

suggesting the disclosure of the overall individual compensation, 94% of the jurisdictions 

according to the OECD Corporate Governance Factbook 2023 (based on 49 jurisdictions). 

Typically, these obligations extend to all board members and certain key executives. 

Jurisdictions also have a mix of provisions concerning the necessity or recommendation 

for shareholder approval about the remuneration level and amount, in particular for 

equity-based schemes which should be mandatorily subject to shareholders’ approval 

 
6 https://iuslaboris.com/insights/executive-pay-and-the-challenges-for-boards-of-directors/  

https://iuslaboris.com/insights/executive-pay-and-the-challenges-for-boards-of-directors/
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(OECD, 2023b). Additionally, “boards may assess if and how sustainability matters affect 

companies’ risk profile. Such assessments may also relate to key executive remuneration and 

nomination (whether targets are integrated into executives’ compensation plans would be 

quantifiable, linked to financially material risks and incentives a long-term view) or how 

sustainability is approached by the board and its committees” (OECD, 2023a).  

The integration of executive compensation with corporate social responsibility (CSR) 

targets has emerged as a transformative approach in corporate governance practices. 

This innovative strategy involves incorporating CSR objectives, including ethical conduct, 

CO2 emission reduction, and employee satisfaction, into executive compensation. The 

purpose is to serve as a corporate governance mechanism that redirects management’s 

focus from short-term financial gains towards long-term benefits associated with CSR 

initiative (Sarhan and Al-Najjar, 2022). This approach is relatively new and is increasingly 

encouraged at the international level, particularly driven by rising expectations for 

companies to exhibit socially responsible behavior and a rising pressure coming from 

stakeholders towards the boards of directors to engage in CSR practices (Flammer, Hong 

and Minor, 2019). The transition represents a move away from the traditional “pay for 

financial performance plans” to “pay for extra-financial performance plans”, where both 

financial and non-financial targets are commonly integrated into executive remuneration 

schemes. Along with CSR-related targets, the variable components of executive 

compensation can consist of bonuses and other long-term incentive plans, such as equity 

ownership and long-term share options (Haque and Ntim, 2020). Long-term equity-

based compensation is an alternative to share price-based compensation because it aligns 

executive incentives with long-term corporate goals. These incentives include long-term 

equity ownership that grants executives shares of the company stock that vest over a 

period of years. This means that executives do not receive the full value of the stock 

immediately, but instead, they receive a portion of the stock each year over a 

predetermined period.  

Several studies have researched whether incorporating CSR targets into executive 

compensation may serve as a means by which corporate governance can execute CSR 

activities. While others have studied if there is a positive correlation between CSR 

contracting (which is integrating CSR targets into executive remuneration) and firm-level 

outcomes, such as ROA, ROE and price-to-book ratio. I will present both the results of the 

researches. Research on CSR contracting has consistently shown its positive influence on 
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corporate social responsibility performance and long-term orientation. A study of FTSE 

350 companies between 2002 and 2016 found that long-term equity-based 

compensation and CSR-related compensation policies positively impacted CSR scores 

(Sahran and Al-Najjar, 2022). Similarly, studies on S&P 500 firms over a ten-year period 

(2004-2013) and a single-year analysis (2013) revealed a positive correlation between 

CSR contracting and firms' long-term orientation (Flammer, Hong and Minor, 2019; Hong, 

Li and Minor, 2016). Studies on the impact of CSR contracting on a company's financial 

and non-financial performance have revealed a key distinction that influences this 

relationship: the corporate governance structure, either shareholder-oriented or 

stakeholder-oriented. Stakeholder-oriented companies exhibit a robust and positive 

correlation between CSR contracting and non-financial performance, whereas 

shareholder-oriented companies experience a negligible effect. Regarding the impact on 

financial performance, a contrasting outcome emerges. CSR contracting negatively and 

significantly affects both return on assets (ROA) and return on equity (ROE) when 

implemented under a shareholder-based model, while stakeholder-oriented companies 

experience no significant effect (Sahran and Al-Najjar, 2022).  

A comprehensive analysis by the ISS Executive Compensation Analytics (ECA) from 2011 

to 2021 considering more than 10,000 firms, reveals a substantial increase in the 

adoption of ESG metrics in executive compensation. From 3% registered in 2010, the 

adoption has skyrocketed to 38% in 2021. Starting from an international set of data, with 

companies from US, Canada, UK, Europe, Australia, New Zealand and South Africa, in the 

period 2011-2020, the study explores the correlation between the adoption of ESG-linked 

pay with financial and ESG performance. In this study, ESG performance is measured by 

two key indicators: CO2 emissions and ESG ratings. Evidence shows no significant 

correlation between ESG pay and CO2 emissions. However, when considering a specific 

component of ESG pay, carbon emissions, a notable negative correlation emerges. This 

suggests that linking executive compensation targets to carbon emissions, induce carbon 

emissions to decrease. Furthermore, while ESG pay has a positive and significant impact 

on ESG ratings, there is no positive and significant association with ROA (Cohen et al., 

2023).   
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2.11 Summary of the literature review on board composition and structure  

To conclude this chapter, the following table will summarize the key findings of the 

literature review regarding the elements that concur in creating an effective board of 

directors.  

 

Table 3: Literature summary  

Research object: The effect of the board independence on firm performance 

Date Country “G” Variables Metric Results 

2013 United States 
 
 
 
 

Independent 
directors 

 
 
 

% independent directors 
 
 

Positive correlation with 
ROA and operating cash 
flow 

2023 United States 
Positive correlation with 
ROA after negative 
demand shocks  

2017 France Negative correlation with 
ROA 

2015 China 

 
n. of independent 

directors 
 

Positive correlation with 
performance indicators, 
ROA, ROE and Tobin’s Q 

2014 United States 

 
CEO duality 

 
CEO duality (dummy 

variable) 

Positive correlation with 
Tobin’s Q and no 
significant correlation 
with ROA 

 

Research object: The effect of the board diversity on firm performance 

Date Country “G” Variables Metric Results 

20191; 

2021 

China; 

UK 

Gender diversity 

% female directors; n. of 
female directors 

Positive correlation with 
ROA 

20201; 

2021 

United States; 

UK 

Degree of gender 
diversity; n. of female 
directors 

Positive correlation with 
Tobin’s Q 

20192 EU % female directors 
Positive correlation with 
firm value and ESG 
disclosure 

20202 Spain 

Age diversity 

Std dev director’s age 
Positive correlation with 
ROA 

20191; 

2021 

China; 

UK 
Std dev director’s age; 
average age in years 

No significant correlation 
with ROA 

20201 US Degree of age diversity 
No significant correlation 
with Tobin’s Q 

20202 Spain Nationality 
diversity 

Nationality mix among 
directors  

Positive correlation on 
market-to-book ratio 

2021 UK Education diversity 
Average n. of education 
qualifications earned by 
all directors 

Negative correlation with 
ROA 

20191 China Director’s tenure 
Std dev of members’ 
tenure 

Negative but insignificant 
effect on ROA 
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Note: 20191 = Hsu, Lai and Yen; 20192 = Qureshi, Kirkerud, Theresa and Ahsan; 20201 = Song, Yoon and Kang; 
20202 = Fernández-Temprano, Teiering-Gaite 

 

Research object: Implications of executive compensation for firm outcomes 

Date Country “G” Variables Metric Results 

2023 
EU, Canada et 

al. 

Executive 
compensation ESG-

linked 

ESG pay (dummy 
variable) 

No significant correlation 
with ROA 

2016 United States 

 
CSR contracting (dummy 
variable) 

Positive correlation with 
ROA 

2019 United States Positive correlation with 
Tobin’s Q 

2016; 

2019 
United States 

Positive correlation with 
firm’s long-term 
orientation (LT Index see 
notes) 

2016; 

2022, 

2023 

United States; 

UK; 

EU, Canada et 

al. 

Positive correlation with 
CSR performance 

2022 UK 
Equity-based 

executive 
compensation 

Log of the total value of 
the stock-based 
compensation of 
employees 

Positive correlation with 
CSR performance 

Note: Long-term Index (or LT index) has been used to measure a firm’s long term-orientation. It is based on the 
number of “long-term” keywords that companies use in their discourse. The data is obtained from the SEC’s EDGAR 
database and the index is calculated by dividing the number of long-term keywords to the sum of short and long-
term keywords. 
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Chapter 3. Empirical analysis 

 

In the previous chapters, we explored the complex world of corporate governance, 

revealing both its potential drawbacks and its ability to fuel sustainable growth. We 

recognized the positive impact of well-functioning boards of directors and the risks 

associated with weaker structures. This study aims at further analyze corporate 

governance by bringing evidence from the market. We will examine a selected sample of 

companies to address a fundamental question: How does the G of the ESG influence firm 

performance indicators? 

This empirical analysis will be divided into two sections: 

1. ESG score and firm performance: This section examines the impact of 

environmental (E), social (S), and governance (G) scores, collectively known as 

ESG scores, on firm performance indicators. 

2. Board characteristics and firm performance: This section focuses on how specific 

characteristics of the board of directors’ influence firm performance indicators. To 

formulate the analysis and hypotheses, prior literature, cited at the conclusion of 

the second chapter, has been extensively reviewed. 

Methodology and research design remain consistent for both analyses and will be 

presented during the first analysis only. Same reasoning for the dependent and control 

variables.  

3.1 ESG score and firm performance analysis  

3.1.1 Hypothesis 

Following our exploration of the Governance factor’s critical role within ESG across the 

first two chapters, we begin our empirical analysis. This initial part will serve as a crucial 

preliminary step, paving the way for a subsequent, deeper investigation into a specific 

aspect of Corporate Governance. The aim is to assess the impact of the Governance score, 

compared to its Environmental and Social counterparts, on firm performance indicators. 

Moreover, the research wants to validate the theoretical hypothesis that the Governance 

factor's influence exceeds that of the other ESG components. A recent paper published by 

MSCI (2020), “Deconstructing ESG Ratings Performance”, explored the importance of the 

G in the ESG and whether there is a factor between the E, the S, or the G that has a major 

impact over financial results. The first consideration made by the study was the 
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importance of differentiating by industry. E, S and G scores have different weights 

depending on the industry considered. The main findings reveal that companies with high 

corporate governance scores initially correlate with stronger short-term performance, 

but over the long-term, a balanced approach incorporating of the three ESG pillars 

emerges as the winning strategy. A possible explanation for this is that there are two risk 

factors related to ESG: the first is called “event driven risks” where an example is the case 

of the oil spill disaster in the Gulf of Mexico, while the second is called “erosion risks” 

which need more time to settle, this type of risk can lead to the worst consequences over 

a longer period of time. The G score face more “event driven risks” therefore there is 

stronger financial relevance in the short-term, while the E and the S face more of the 

erosion type of risks and the influence on financial performance is not so immediate 

(MSCI, 2020). Based on this premises, the following hypotheses will be the core of our 

first investigation:  

 

H1: E, S and G score have a significant impact on firm performance indicators.  

3.1.2 Methodology and research design  

To conduct our analysis, we collected secondary data from the Bloomberg Terminal. The 

Bloomberg Terminal is a comprehensive financial platform that gives professionals in the 

financial sector access to real-time data and tools for financial research. It goes beyond 

just traditional financial data, offering rich insights into ESG information. Bloomberg 

offers a very high number of ESG metrics for over 15,000 companies across more than 

100 countries. It also goes beyond static snapshots by making available up to 15 years of 

historical data to see how companies’ ESG performance and disclosure practices evolve 

over time.  

The statistical method used to elaborate on the data collected is the linear regression 

model, which is used to describe and evaluate the relationship between a given variable 

(the dependent variable) and one or more other variables (called independent or 

explanatory variables). In the case where the independent variable is only one, the 

regression model is called simple linear regression, while it is called multiple linear 

regression when more than one independent variable is involved. In the following 

analysis, a multiple linear regression will be adopted.  
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The research is based on panel data of the 600 companies of the STOXX Europe 600 Index 

during the period from 2015 to 2022. A panel dataset is created when we combine time 

series and cross-sectional data, essentially capturing information across both time and 

space. A panel dataset involves tracking the same individuals, in this case companies 

referred to as “entities”, and recording various measures about them over a period of 

time.  

The STOXX Europe 600 is the European subset of the STOXX Global 1800 Index. It 

comprises 600 firms with the highest market capitalization across 18 European 

countries. Europe has emerged over recent years as a global leader in the sustainable 

finance arena, along with the US. According to Morningstar’s Global Sustainable Fund 

Flows report for Q4 of 2022, the majority of investments in sustainable funds globally, 

amounting to $2.1trn, were directed towards Europe. Specifically, Europe accounted for 

83% of the total assets invested in sustainable funds worldwide (IPE, 2023).  

Therefore, analyzing the companies within the STOXX Europe 600 Index can represent a 

unique opportunity to gain valuable insights about ESG data, especially G data.  

3.1.3 Dependent variables  

Firm performance indicators will represent our dependent variables. Previous research 

has utilized a diverse range of performance measures, falling into two broad categories: 

accounting-based and market-based. Accordingly, the measures we chose for the analysis 

are: Return on Assets (ROA), an accounting-based measure and Tobin’s Q, a market-based 

measure.  

ROA reflects the ability of a company to generate profit efficiently using its assets. It is 

measured as the ratio of net income to total assets and it is expressed as a percentage. 

The value of total assets is generally calculated as the average of the book values at the 

beginning and end of the year. The formula is the following:  

 

𝑅𝑂𝐴 = (𝑁𝑒𝑡 𝐼𝑛𝑐𝑜𝑚𝑒)/(𝑇𝑜𝑡𝑎𝑙 𝐴𝑠𝑠𝑒𝑡𝑠)   ×  100 

 

Tobin’s Q measures the market value of a company’s assets relative to their replacement 

cost, which is how much the company would have to spend to reacquire all of its facilities 

and equipment at current market prices. It can be used as an indicator of whether a 

company might be undervalued or overvalued. A ratio greater than 1 generally implies 
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that the market believes the company’s assets are worth more than their replacement 

cost, which may be a sign of undervaluation. Conversely, a ratio of less than 1 can indicate 

that the market assesses the company’s assets to be worth less than their replacement 

costs, possibly suggesting overvaluation. The following formula was used to calculate the 

Tobin’s Q since it was not readily available in Bloomberg:  

 

𝑇𝑜𝑏𝑖𝑛′𝑠 𝑄 = (𝑀𝑎𝑟𝑘𝑒𝑡 𝐶𝑎𝑝𝑖𝑡𝑎𝑙𝑖𝑧𝑎𝑡𝑖𝑜𝑛(𝑀𝐶) + 𝑇𝑜𝑡𝑎𝑙 𝐿𝑖𝑎𝑏𝑖𝑙𝑖𝑡𝑖𝑒𝑠(𝑇𝐿) +

𝑃𝑟𝑒𝑓𝑒𝑟𝑟𝑒𝑑 𝐸𝑞𝑢𝑖𝑡𝑦 𝑎𝑛𝑑 𝐻𝑦𝑏𝑟𝑖𝑑 𝐶𝑎𝑝𝑖𝑡𝑎𝑙(𝑃𝐸) + 𝑀𝑖𝑛𝑜𝑟𝑖𝑡𝑦 𝐼𝑛𝑡𝑒𝑟𝑒𝑠𝑡(𝑀𝐼))/(𝑇𝑜𝑡𝑎𝑙 𝐴𝑠𝑠𝑒𝑡𝑠)  

 

Missing data impacted our calculation of Tobin's Q. While we initially considered 600 

firms, some observation lacked data in essential components for the computation. Since 

calculating the ratio requires complete data for all components, any missing piece would 

compromise its accuracy. Therefore, our Tobin’s Q dataset included 533 companies over 

the eight-year period. 

3.1.4 Independent variables  

In our analysis the independent variables are represented by the E, S and G score, 

measuring respectively the E, S and G performance of a company. The industry plays an 

important part in determining the score (MSCI, 2020) because each industry is not 

equally exposed to environmental, social and governance issues (Bloomberg). Therefore, 

to elaborate good and robust scores, Bloomberg assesses individual weights to each of 

the three pillars within each industry, in order to capture the relative degree of financial 

exposure to the ESG factors.  

 

Figure 9: E, S and G weights for selected industries 

 

 

 

 

 

 

 

 

Source: Bloomberg Intelligence 
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From the graph, it is evident that the industries with higher environmental risks are Steel 

Producers, Cement, Paper Containers and Packaging and Marine Shipping; while 

Tobacco, Pharmacies, Consumer Services have higher risks related to the social sphere. 

To have an idea of how the relative weights are distributed, Paper Containers and 

Packaging industries have the highest E Weight (50%) while the lowest for S Weight 

(13%). Tobacco companies have 11% of E Weight and 56% of S Weight.  

Within the companies belonging to the STOXX Europe 600, several industries are 

represented. Here is a graph from SXXGR about the top 10 supersectors. 

 

Figure 10: Top 10 Supersector weighting 

 

Source: https://www.stoxx.com/document/Bookmarks/CurrentFactsheets/SXXGR.pdf  

 

The E, S and G final scores is a number between 0 and 10, where 10 is the best. They are 

the weighted generalized mean of Pillar scores and they will represent the independent 

variables in our regression analysis.  

3.1.5 Control variables  

To evaluate the impact of the E, S and G scores on ROA and Tobin’s Q, there are some 

variables that can be introduced to the analysis and are known as control variables. They 

control the effect of extraneous or confounding factors, that may influence the 

relationship between the independent and dependent variables. The goal of introducing 

control variables to the model is to minimize the impact of confounding elements. This 

helps isolate and clarify the effect of the main independent variables on the dependent 

one. The control variables introduced in our regression analysis are now presented. 

Starting with firm’s size, we measured it using the natural logarithm of total assets. 

Typically, such logarithm transformations are applied when dealing with large numbers, 

https://www.stoxx.com/document/Bookmarks/CurrentFactsheets/SXXGR.pdf
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as observed with total assets, as well as indicators such as GDP, company’s sales or 

population. Two leverage ratios are added as control variables to the regression analysis: 

asset-to-equity ratio, measured by total assets divided by total equity, and debt to asset 

ratio, measured by total debt divided by total assets. They can both provide insights into 

the financial structure and risk profile of the company. For instance, businesses having a 

high asset to equity ratio can be more financially leveraged and hence face greater 

financial risk, or they might face fewer financial constraints because of the large 

availability of funds from equity. Country and sector variables are included in the 

regression model. To ensure compatibility with the software used to perform the 

regression analysis, these variables have been transformed into a numeric format. 

Specifically, the number represents an identification code for the country or for the sector 

of the entities under study. 

3.1.6 Regression analysis  

To give a quick overview of all the variables that will be used in the analysis, here is below 

a summary table of all the elements:  

 

Table 4: Regression variables   

Variable name Code Measurement 

Panel A: Dependent variables (Firm performance) 

Return on Assets ROA Net income / Total Assets 

Tobin’s Q TBQ 
(MC + TL + PE + MI) / Total 

Assets 

Panel B: Independent variables (IV) (E, S, G scores) 

E score  Escore 
Industry-specific weights on 

environmental metrics 

S score Sscore 
Industry-specific weights on 

social metrics 

G score  Gscore 
Industry-specific weights on 

governance metrics 

Panel C: Control variables (Firm characteristics) 

Firm size FSize Natural log of total assets 

Leverage ratio AssEqu Total Assets / Total Equity 

Leverage ratio DebAss Total Debt / Total Assets 

Country Country_numeric Specific code for country 

Sector Sector_numeric Specific code for sector 
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The following table reports the summary statistics of all the variables. It provides a simple 

overview of the main characteristics of our data. We introduced also the 50th percentile, 

or the median value, which is a measure resistant to outliers and extreme values. What 

emerged from the descriptive statistics is that the median value is close to the mean value 

for all the variables. This is noteworthy because it means that the variables tend to follow 

a normal distribution.  

 
Table 5: Descriptive statistics  

Panel A: Dependent variables (Firm performance) 

 

Panel B: Independent variables (E, S, G scores) 

   

Panel C: Control variables (Firm characteristics) 

 
Source: Bloomberg Data elaboration through STATA  

 

The correlation analysis is usually performed to investigate whether there is the linear 

relationship between the variables. If one variable can be explained as a linear function 

of another one, this may lead to mistakes in estimating the coefficients. The matrix shows 

no particular problem with correlation.  

Instead, it shows a possible interesting dynamic between the three ESG components.  

Even if it is low, there is a higher correlation between E and S, which might suggest that 

environmental practices have a beneficial influence on social results, or that companies 

prioritize addressing environmental and social issues together rather than separately, 

due to common resources or strategies. While a weaker correlation of both E and S with 

G (0,19) might indicate less integration between governance practices and the other two 

pillars.  
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Table 6: Correlation matrix 

 

Source: Bloomberg Data elaboration through STATA  

 

The following models have been used to test our first hypothesis (H1):  

 

Model 1:  

𝑅𝑂𝐴𝑖𝑡 =  𝛽0 + 𝛽1𝐼𝑉𝑖𝑡 + 𝛽2𝐹𝑠𝑖𝑧𝑒𝑖𝑡 +  𝛽3𝐴𝑠𝑠𝐸𝑞𝑢𝑖𝑡 + 𝛽4𝐷𝑒𝑏𝐴𝑠𝑠𝑖𝑡 + 𝛽5𝐶𝑜𝑢𝑛𝑡𝑟𝑦_𝑛𝑢𝑚𝑒𝑟𝑖𝑐𝑖𝑡

+ 𝛽6𝑆𝑒𝑐𝑡𝑜𝑟_𝑛𝑢𝑚𝑒𝑟𝑖𝑐𝑖𝑡 + 𝑌𝑒𝑎𝑟𝑖𝑡 + 𝜀𝑖𝑡 

 

Model 2:  

𝑇𝐵𝑄𝑖𝑡 =  𝛽0 + 𝛽1𝐼𝑉𝑖𝑡 + 𝛽2𝐹𝑠𝑖𝑧𝑒𝑖𝑡 + 𝛽3𝐴𝑠𝑠𝐸𝑞𝑢𝑖𝑡 + 𝛽4𝐷𝑒𝑏𝐴𝑠𝑠𝑖𝑡 + 𝛽5𝐶𝑜𝑢𝑛𝑡𝑟𝑦_𝑛𝑢𝑚𝑒𝑟𝑖𝑐𝑖𝑡

+ 𝛽6𝑆𝑒𝑐𝑡𝑜𝑟_𝑛𝑢𝑚𝑒𝑟𝑖𝑐𝑖𝑡 + 𝑌𝑒𝑎𝑟𝑖𝑡 + 𝜀𝑖𝑡 

 

The time fixed effects technique is implemented to address our panel dataset (Yeart). 

Yeart is a time-varying intercept that captures all of the omitted and not observable 

variables that affect the dependent variable and that vary over time but are constant 

across entities. Considering this statistical tool inside our analysis allows us to remove 

any bias arising from these omitted variables, therefore improving the regression model.  

  

Table 7 and 8 display the results of the regression analysis assessing the influence of E 

score on ROA in the first instance and on Tobin’s Q in the second. Table 9 and 10 display 

the results of the regression analysis assessing the influence of S score on ROA in the first 

instance and on Tobin’s Q in the second. Eventually, Table 11 and 12 assessing the impact 

of the G score on ROA and on Tobin’s Q.  
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Table 7: E score regression (ROA as dependent variable)  

 

 

Table 8: E score regression (TBQ as dependent variable)  

 

 

Table 9: S score regression (ROA as dependent variable)  

 

 

Table 10: S score regression (TBQ as dependent variable) 
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Table 11: G score regression (ROA as dependent variable) 

 

 

Table 12: G score regression (TBQ as dependent variable) 

 

Source: Data elaboration through STATA 

3.1.7 Results discussion 

The analysis reveals a statistically significant association between E and G scores with 

ROA. In particular, the E score registers a negative impact on ROA, while the G score 

demonstrates a positive association with it. However, the S score did not exhibit any 

significant relationships with either ROA and Tobin’s Q. Additionally, no significant 

interactions were found between the E and G scores and Tobin’s Q, implying that it is not 

influenced by companies’ sustainability performance.  

Companies globally are increasingly adopting ESG practices, suggesting potential 

economic benefits associated with these initiatives. Recent research findings largely 

reveal positive outcomes, indicating that strong performance in the environmental, social 

and governance pillars produce greater value in the market. Some sustainability 

components offer a stronger connection to company performance than others (Hussain, 

Rigoni and Cavezzali, 2018). The negative impact of the E score on ROA is a result 

consistent with the findings of Duque-Grisales and Aguilera-Caracuel (2019), Shaikh 

(2021), and Makni et al. (2008). Transitioning to sustainable practices often presents 

challenges for companies, requiring large upfront investments in resources. Renewable 
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energy infrastructure, energy-efficient equipment, sustainable packaging, and employee 

training, for example, are all initiatives that demand financial commitment in terms of 

both monetary and non-monetary assets. Notably, investments in non-monetary assets, 

like employee training and knowledge, can contribute to an increase in capital 

expenditures (Capex) and operational overhead in the short-term (Shaikh, 2021). These 

costs may negatively impact the company’s financial performance in the short-term, as 

exemplified by the impact on ROA. Another aspect to consider is that environmental 

efforts may take longer to provide results for businesses than governance actions. Indeed, 

many environmental initiatives may need several years to complete before their 

outcomes may meaningfully impact a firm's value (Aydoğmuş, Gülay and Ergun, 2022). 

Sustainability benefits including cost savings, enhanced operational efficiency, stronger 

brand reputation and customer loyalty, lower costs of capital and major appeal to socially 

responsible investors, are often realized over the long-term. The environmental expenses 

incurred, while appearing expensive in the short-term, have the potential to be 

compensated for in the future. Therefore, a crucial trade-off must be considered: while 

implementing sustainable practices may face short-term challenges, long-term financial 

and environmental gains far outweigh the initial investments. This perspective 

underscores the importance of adopting a long-term vision when assessing the financial 

implications of sustainability initiatives. The S score does not show a significant 

relationship with either ROA or Tobin’s Q. There are different reasons why measuring 

social practices can be more challenging than environmental or governance practices. 

While a company’s environmental performance can be evaluated through measurable 

indicators, like CO2 emissions or resource usage, social impacts are frequently qualitative 

and complex with a lack of standardized metrics. Improving employee well-being, 

community participation and safeguarding, or diversity and inclusion practices may not 

automatically translate into easily measurable financial indicators. Furthermore, as for 

environmental initiatives, numerous social practices have long-term payoffs. We also 

note that in the descriptive statistics table the mean of environmental and social scores 

are lower compared to the mean of governance score. This aligns with the observation of 

Aydoğmuş, Gülay and Ergun (2022) on the potentially slower and more resource-

intensive nature of progress in this ESG metrics. While the environmental and social 

performance influence negatively or not considerably, governance practices exhibit a 

more positive influence on firm performance. In our analysis, the Governance (G) score 
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has showed a positive impact on ROA, which is aligned with the researches made by of 

Shaikh (2021) and Ting et al. (2020). Good corporate governance often translates into 

stronger internal controls, simplified procedures, enhanced transparency in the 

governance structure, board diversity, resulting in cost savings, efficient resource 

allocation, and positively enhancing operating performance and therefore impacting ROA 

(Dharmastuti and Wahyudi, 2013).  

The dynamic between ESG performance, firm value and market value is an interesting 

research object for future research. A specific focus on dissecting the causal factors that 

underlie the impact of ESG on financial performance, such as actions on GHG emissions, 

innovation, utilization of resources, human rights, workforce management, product 

responsibility, could provide valuable insights for further investigation.   
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3.2 Board characteristics and firm performance analysis  

3.2.1 Hypotheses 

The aim of the second part of the study is to investigate whether internal corporate 

governance mechanisms have an impact on corporate performance, making companies 

more attractive to investors. The incorporation of ESG non-financial criteria into 

investment decisions is a relatively recent development. However, there are been a 

notable surge in sustainable investing emphasizing corporate governance, over the past 

two decades. The primary motivation behind this is that by understanding the quality of 

corporate governance, investors can make predictions for potential investment returns 

(Tingle, 2018). Financial giants like Morgan Stainley believe companies with strong 

governance practices hold the key to unlocking long-term investment returns and 

safeguarding against risk. Indices like the Dow Jones sustainability assess companies’ 

management quality, allowing investors to identify assets with a better future 

performance potential. At its core, the rationale around corporate governance is to 

increase the performance of companies, by sustaining incentives that motivate managers 

to optimize operational efficiency, enhance return on assets, and foster long-term growth, 

while avoiding the abuse of power by managers over corporate resources (Tingle, 2018).  

Literature behind the relationship between corporate governance and firm performance 

is particularly extensive. L.D. Brown and M.L. Caylor discovered, in their study of 2,327 

firms and an examination of 51 firm-specific governance factors, that firms characterized 

by poor governance exhibit inferior operating performance and lower valuations. While 

well-governed firms demonstrate superior operating performance and higher valuations 

based on the governance score derived from these factors. An additional research 

supports the positive relationship between strong corporate governance and firm 

performance (Kijkasiwat, Hussain and Mumtaz, 2022). However, this relationship is not 

direct, it is rather influenced by financial leverage. This underscores the role of the board 

in adopting responsible financial leverage strategies to maximize firm performance.  

Corporate governance mechanisms can be both internal and external. We mentioned the 

importance of the legal and regulatory environment around which a company operates, 

whereas internal mechanisms involve the allocation of roles and responsibilities among 

boards, managers, shareholders, debt holders and other stakeholders in business 

activities. In essence, corporate governance’s internal mechanisms evolve from the 
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company’s ownership structure, board structure and audit committee. The synergy and 

effectiveness of these internal mechanisms can significantly improve operational 

performance (Dharmastuti and Wahyudi, 2013). Board of directors serves as a key 

internal corporate governance mechanism and will be the focal point of subsequent 

discussion and empirical analysis.  

Board independence and firm performance  

Board independence has been thoroughly discussed in the previous chapter. To add some 

important elements to the analysis, some researchers suggest that independent directors 

may be part of the remedy for the ownership-control separation problems (Guluma, 

2021). Further research finds that a board with independent directors can foster positive 

relationships based on trust with different stakeholders, and also enhance investment 

(Muniandy and Hillier, 2015). The presence of independent directors can also limit the 

management from making poor and detrimental decisions for the long-term survival of 

the company. For what concerns evidence proving the positive relationship with firm 

performance, there is no unanimous consensus around whether it is beneficial or 

detrimental to have independent directors inside the board. 

 

H1: There is a significant relationship between board independence and firm performance.  

Audit committee independence and firm performance  

The audit committee represents a subcommittee of the board of directors, specifically 

focused on overseeing the financial reporting and disclosure process of a company. It is a 

crucial element of the governance structure and operates under the delegated authority 

of the board. It also actively supervises the relationship with the external auditor and 

verifies the internal audit system’s functionality too. With the presence of independent 

directors, the audit committee can empower the provision of reliable accounting 

information, which directly impacts a company’s performance. We will analyze the 

impact of independent audit directors to understand the level of objectivity and 

effectiveness in assessing the financial statements and audit process.  

 

H2: There is a significant relationship between the presence of independent directors inside 

the audit committee and firm performance.  



 87 

CEO duality and firm performance  

CEO duality is another important characteristic of the board of directors. CEO duality 

occurs when the CEO also holds the position of chairman of the board. This means that 

there is only one person that both manages the company and oversees its own 

performance. It has important implications because there might be potential conflicts of 

interest, less board’s activities monitoring and power imbalance. Board independence 

can play a moderating role when it comes to CEO duality: when there is a higher 

proportion of independent members inside the board, the negative effects of CEO duality 

can be mitigated. The study will analyze whether companies with CEO duality perform 

worse than those with separate chair and CEO position. Research support the following 

hypothesis: 

 

H3: There is a significant and negative relationship between CEO duality and firm 

performance.   

Board diversity (gender diversity) and firm performance  

It is undeniable that the need for greater representation of female directors on boards is 

gaining growing recognition. Studies suggest that boards with more women bring diverse 

perspectives and cognitive styles to decision-making, leading to more innovative and 

well-rounded solutions (Gaio and Gonçalves, 2022). Increased representation of women 

on boards can positively impact employee morale and engagement, especially for female 

employees. It can also enhance the company’s image and reputation and resonate better 

with female customers (Bear, Rahman and Post, 2010; EmadEldeen et al., 2021). 

Research deeply investigated whether the presence of female directors affects firm 

performance but the results are not unanimous.  

 

H4.1: There is a significant and positive relationship between the presence of women on 

board and firm performance.  

H4.2: There is a significant and positive relationship between the presence of women 

executives on board and firm performance.  
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Board size and firm performance 

Board size plays a crucial role in a company’s ability to oversee its operations. However, 

there is no magic number that fits all, the optimal size depends on several factors. For 

early-stage, young startups, agility is key. A smaller board fosters quicker decision-

making, allowing them to capitalize on fleeting opportunities. Conversely, larger 

established companies with diverse challenges and responsibilities might benefit from a 

rich pool of expertise offered by a larger board. Complexity also plays a part. Companies 

with varied responsibilities might require a larger board to effectively cover essential 

areas, while less complex organizations may be facilitated by few people interactions. 

Research further suggests that interactive boards, characterized by high number of board 

meetings and joint board-management meetings, positively influence performance 

(Agustia, Harymawan and Nowland, 2022). Others report a negative relationship 

between board size and firm performance (Mohan and Chandramohan, 2018; Merendino 

and Melville, 2019). One possible explanation for this can be traced back to the earlier 

discussion in Chapter Two, where coordination problems, emerging from different 

voices, backgrounds, and cultures to be heard inside the board, can create inherent 

challenges as well as incredible opportunities, yet not so easy to catch. Based on this 

premises, we formulate the following hypotheses:  

 

H5.1: There is a significant relationship between board size and firm performance.  

H5.2: There is a significant relationship between interactive boards and firm performance.  

Executive directors’ compensation and firm performance  

The debate around ESG-linked executive compensation is a heated one. Some studies 

demonstrated its potential to drive positive change while others do not find a strong 

association especially with financial indicators. There are many reasons that drive 

companies to the adoption of ESG-linked executive compensation. First, the incentive 

contracting rationale see ESG metrics as indicators of future financial performance, 

therefore linking to them can encourage ESG goal achievement, benefitting the long-term 

growth of the organization. Stricter regulation helps reaching wider implementation. 

Second, there might be an alignment towards several stakeholders, like customers or 

creditors, attracting ethically-driven investors. Lastly, the credibility signaling rationale 

according to which ESG-linked pay can increase the credibility of a company’s 
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sustainability commitments, avoiding concerns about greenwashing and showing 

genuine interests (Cohen et al., 2023). The analysis will proceed exploring the following 

association:  

 

H6: There is a significant relationship between ESG-linked executive compensation and firm 

performance.   

ESG performance score and firm performance 

ESG performance score is derived from three sustainability criteria – Environmental, 

Social, and Governance factors. It serves as a supplementary tool, augmenting rather than 

replacing the traditional company rating. This score provides more comprehensive 

insights into a company, offering investors information beyond mere financial metrics. 

Consequently, it aids investors in making more informed investment decisions. The 

relationship between ESG performance and firm performance has been widely 

investigated by researchers and academics. Early studies assessed that ESG performance 

and business performance were two incompatible outcomes that a company may attain. 

Whereas, moving from the short-term logic towards a medium-long term one, the results 

changed. Introducing Tobin’s Q as an indicator of the long-term market value of a 

company, Earnhart and Lizal (2007) found that ESG performance has a positive influence 

on it. Nakamura (2011), investigating Japanese companies, discovered that 

environmental investment may significantly enhance long-term company value. Pekovic, 

Grolleau and Mzoughi (2018) studied the link between environmental performance and 

enterprise market value in French listed companies. They found an inverted U-shaped 

relationship, indicating that better environmental performance until a certain level leads 

to a higher enterprise value. Therefore, here is our hypothesis: 

 

H7: There is a significant relationship between the ESG performance score and firm 

performance.  

3.2.2 Dependent variables  

The firm performance indicators used in our analysis as dependent variables are Return 

on Assets (ROA) and Tobin’s Q. A complete explanation of the two measures can be found 

in the fourth paragraph of the first empirical analysis.  
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3.2.3 Independent variables 

In this section we will introduce the board characteristics that serve as independent 

variables in our regression analysis. These board-related factors are sourced from 

Bloomberg’s extensive ESG dataset and are presented in a variety of formats, including 

numerical values and percentages, tailored to the specific nature of the variable under 

study. Bloomberg extracts these data from official companies’ documents, such as annual 

reports, corporate responsibility reports, and governance documents. Furthermore, it’s 

noteworthy that Bloomberg employs a scoring method to evaluate ESG metrics, ranging 

from 0 to 10. This score not only reflects the overall ESG performance of companies, but 

also breaks down into individual scores for the Environmental, Social, and Governance 

dimensions, as we see in the first analysis. Within each dimension, specific themes known 

as issues are identified, addressing crucial aspects that can significantly impact company 

performance. For instance, under the Governance pillar, themes encompass Board 

Composition, Executive Compensation, Shareholders Rights, and Audit. For the purpose 

of the analysis, we focused on the raw numerical and percentage data for the majority of 

the variables, and to gain a comprehensive understanding of the company’s performance 

in terms of ESG, we incorporated the ESG performance score as one of the independent 

variables. 

In particular, in the context of board independence, we looked at the proportion of 

independent directors within the board, not the raw number, since it gives a better 

picture, especially for boards of different sizes. Similarly, for board gender diversity, our 

analysis considers both the overall percentage of women on the board and, more 

specifically, the percentage of women holding executive positions, acknowledging their 

direct influence on decision-making. When examining audit committee independence, 

this committee typically has a high proportion of independent directors, and we 

specifically examine the percentage within this committee. Turning to board size, the 

number of board directors was also included in the analysis. Moving on to CEO duality 

and executive compensation linked to ESG objectives, dummy variables were employed.  

A value of 1 indicates that the CEO concurrently serves as both the executive and the 

chairman of the board in the case of CEO duality. For executive compensation linked to 

ESG objectives, a value of 1 signifies that the compensation is directly tied to ESG 

performance. The number of board meetings per year also serves as a key independent 

variable in our model. This variable provides insights into the board's level of 
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interactivity and the frequency with which the board convenes to deliberate on important 

matters. As suggested by Agustia, Harymawan and Nowland (2022), frequent board 

meetings are indicative of heightened monitoring and oversight of the company’s 

operations, or an intensive decision-making process. This approach hopes to capture a 

comprehensive and detailed exploration of the various dimensions of board 

characteristics in our regression analysis.  

3.2.4 Moderator variable 

Moderator variables are usually included in a regression analysis because they can 

influence positively or negatively the relationship between the independent and the 

dependent variables, affecting both the strength and the direction of the relation. In our 

regression model, we decided to add moderator variables as interaction terms to explore 

how the relation between board characteristics and firm performance indicators is 

influenced by the interaction between specific independent variables. The purpose of 

interaction variables is to allow the effect of one variable to be different depending on the 

values of another variable. Our findings reveal a significant and positive joint effect of the 

percentage of women executives and independent directors in the audit committee on 

the ROA. Furthermore, we observe that the interaction between the percentage of women 

executives and board size plays an important role in influencing both the ROA and the 

Tobin’s Q. Other studies use board diversity as a moderator variable to study the 

relationship between board characteristics and ROA. In particular, Al-Matari, Fadzil and 

Al-Swidi (2014) studied the moderating effect of foreign members on board and of the 

board commitment on ROA in an emerging country. While Kang, Cheng and Grey (2007) 

explored the level of board diversity concentrating on directors’ backgrounds in 

Australian companies.  

3.2.5 Control variables  

To evaluate the impact of board characteristics on ROA and Tobin’s Q, control variables 

have been used and are summarized in the table below. 
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3.2.6 Regression analysis  

In the previous paragraphs we introduced all the variables that will be used in the 

analysis. To give a quick overview of them, here is below a summary table of all the 

elements:  

 

Table 13: Regression variables  

Variable name Code Measurement 

Panel A: Dependent variables (Firm performance) 

Return on Assets ROA Net income / Total Assets 

Tobin’s Q TBQ 
(MC + TL + PE + MI) / Total 

Assets 

Panel B: Independent variables (Board characteristics) 

Audit committee 

independence(*) 
Indaud 

% of independent directors 

inside the audit committee 

Board independence Inddir 
% of independent directors 

on the board 

CEO duality CEOdua Dummy variable 

Gender diversity Wombod % of women on the board 

Gender diversity Womexe 
% of women executives on 

the board 

Board size(*) Bodsize 
Number of directors on the 

board 

ESG-linked executive 

compensation 
ESGcomp Dummy variable 

Board interaction Nbodmeet 
Number of board 

meetings/year 

ESG performance ESG_score ESG performance score 

Panel C: Control variables (Firm characteristics) 

Firm size FSize Natural log of total assets 

Leverage ratio AssEqu Total Assets / Total Equity 

Leverage ratio DebAss Total Debt / Total Assets 

Country Country_numeric Specific code for country 

Sector Sector_numeric Specific code for sector 

 

The asterisk indicates whether the variable is also a moderator variable. The effect of 

moderator variables will be considered subsequently during the analysis.  

The following table reports the summary statistics of all the variables. The descriptive 

statistics shows that the median value is close to the mean value for the majority of the 

variables, therefore most of them tend to follow a normal distribution. The number of 

observations is not the same among the variables due to the presence of missing data. 
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However, the study benefits from a substantial sample size, providing a sufficiently large 

dataset to perform meaningful statistical analyses.  

 

Table 14: Descriptive statistics  

Panel A: Dependent variables (Firm performance) 

 

Panel B: Independent variables (Board characteristics) 

   

Panel C: Control variables (Firm characteristics) 

 
Source: Bloomberg Data elaboration through STATA  

 

A correlation analysis is also performed. If the correlation analysis shows that two 

variables are strongly related (0,5<0,7), then we should investigate whether one variable 

can be expressed as an exact linear function of the other. To provide an example, the 

number of women on the board and the percentage of women on the board have a perfect 

linear relationship. The percentage of women on the board can be calculated by dividing 

the number of women on the board by the total number of board members. Therefore, 

solely the percentage of women on the board is included in the analysis. In addition, our 

correlation matrix reveals that the only variables with a medium-high level of correlation 

are the firm size with the board size, and the percentage of independent directors with 

the percentage of independent directors specifically present in the audit committee. For 
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the first one, the correlation is around 0,5, and it is normal that there is some correlation 

due to the organizational structure. Larger firms, characterized by complex operations, 

decision-making processes and managerial landscape, tend to necessitate larger boards 

to monitor activities and provide strategic guidance. Concerning board independence, the 

independent directors on the audit committee represent a subset of the total percentage 

of independent members inside the board. Despite this relationship, retaining both 

variables provide us with distinct insights into their influence on firm performance. On 

one side, the percentage of independent directors inside the audit committee gives an 

overview of the effective and objective financial reporting practices inside a company. On 

the other side, the total percentage of independent directors is more general but still 

reflects the broader governance landscape (Liu et al. 2015).  

 

Table 15: Correlation matrix  

 

Source: Bloomberg Data elaboration through STATA  

 

We employ the following two models to test our hypotheses:  

 

Model 2:  

𝑅𝑂𝐴𝑖𝑡 = 𝛽0 + 𝛽1𝐼𝑛𝑑𝑎𝑢𝑑𝑖𝑡 + 𝛽2𝐼𝑛𝑑𝑑𝑖𝑟𝑖𝑡 + 𝛽3𝐶𝐸𝑂𝑑𝑢𝑎𝑖𝑡 + 𝛽4𝑊𝑜𝑚𝑏𝑜𝑑𝑖𝑡 + 𝛽5𝑊𝑜𝑚𝑒𝑥𝑒𝑖𝑡

+ 𝛽6𝐵𝑜𝑑𝑠𝑖𝑧𝑒𝑖𝑡 + 𝛽7𝐸𝑆𝐺𝑐𝑜𝑚𝑝𝑖𝑡 + 𝛽8𝑁𝑏𝑜𝑑𝑚𝑒𝑒𝑡𝑖𝑡

+ 𝛽9 𝐸𝑆𝐺_𝑠𝑐𝑜𝑟𝑒𝑖𝑡 + 𝐶𝑜𝑛𝑡𝑟𝑜𝑙 𝑣𝑎𝑟𝑖𝑎𝑏𝑙𝑒𝑠𝑖𝑡 +  𝑌𝑒𝑎𝑟𝑡 + 𝜀𝑖𝑡 

 

Model 3:  

𝑇𝐵𝑄𝑖𝑡 = 𝛽0 + 𝛽1𝐼𝑛𝑑𝑎𝑢𝑑𝑖𝑡 +  𝛽2𝐼𝑛𝑑𝑑𝑖𝑟𝑖𝑡 + 𝛽3𝐶𝐸𝑂𝑑𝑢𝑎𝑖𝑡 +  𝛽4𝑊𝑜𝑚𝑏𝑜𝑑𝑖𝑡 + 𝛽5𝑊𝑜𝑚𝑒𝑥𝑒𝑖𝑡

+ 𝛽6𝐵𝑜𝑑𝑠𝑖𝑧𝑒𝑖𝑡 + 𝛽7𝐸𝑆𝐺𝑐𝑜𝑚𝑝𝑖𝑡 + 𝛽8𝑁𝑏𝑜𝑑𝑚𝑒𝑒𝑡𝑖𝑡

+  𝛽9 𝐸𝑆𝐺_𝑠𝑐𝑜𝑟𝑒𝑖𝑡 + 𝐶𝑜𝑛𝑡𝑟𝑜𝑙 𝑣𝑎𝑟𝑖𝑎𝑏𝑙𝑒𝑠𝑖𝑡 +  𝑌𝑒𝑎𝑟𝑡 +  𝜀𝑖𝑡 
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The time fixed effects technique is implemented to address our panel dataset (Yeart).  

Table 13 and 14 display the results of the regression analysis assessing the influence of 

board characteristics on ROA in the first instance and on Tobin’s Q in the second. R2 in 

both the regressions is around 16-17%. This result is not unexpected as the relationship 

investigated relies on various variables and factors. In addition, a similar result was also 

achieved by Hsu et al. (2019), investigating the relationship between board diversity and 

firm operating performance in Chinese companies.  

3.2.7 Results and findings 

Table 16 reveals that the presence of women on the board has a positive and significant 

impact on ROA, whether measured by the overall percentage of women or specifically by 

the percentage of women in executive roles. Therefore, an increase in both the 

percentages of women on the board and, notably, in women executives correlates with 

an improvement in ROA. The results are consistent with EmadEldeen et al. (2021) and 

Hsu et al. (2019), confirming the validity of Hypotheses 4.1 and 4.2. Conversely, the 

number of board meetings per year shows a significant but negative impact on ROA. As 

the number of board meeting rises, firm performance tends to decrease. The result is 

consistent with previous research by Mohan and Chandramohan (2018) and Merendino 

and Melville (2019). In addition, the ESG score positively influences ROA. This means that 

firms with higher ESG score tend to exhibit a positive effect on firm performance, 

validating Hypothesis 7. On the other hand, board independence, CEO duality, board size 

and executive compensation linked to ESG objectives appear to be statistically 

insignificant in terms of their influence on ROA.  

 

Table 17 indicates a statistically significant and positive impact of board independence 

on Tobin’s Q, aligning with prior observations made by Liu et al. (2015). As the percentage 

of independent directors increases, Tobin’s Q increases too. Regarding gender diversity, 

only the percentage of women executives demonstrates a positive and significant impact 

on Tobin’s Q, while the overall presence of women, irrespective of their roles, does not 

exhibit statistical significance. Moreover, board size emerges as another influential factor 

positively affecting Tobin’s Q. The result aligns with Agustia, Harymawan and Nowland 

(2022), indicating that when the number of board members rises, the Tobin’s Q increases.  
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Table 16: Regression results ROA as dependent variable 

 

 

Table 17: Regression results TBQ as dependent variable 

 
Source: Data elaboration through STATA 

3.2.8 Introducing moderator variables  

Model 3:  

𝑅𝑂𝐴𝑖𝑡 = 𝛽0 + 𝛽1𝐼𝑛𝑑𝑎𝑢𝑑𝑖𝑡 +  𝛽2𝐼𝑛𝑑𝑑𝑖𝑟𝑖𝑡 + 𝛽3𝐶𝐸𝑂𝑑𝑢𝑎𝑖𝑡 +  𝛽4𝑊𝑜𝑚𝑏𝑜𝑑𝑖𝑡 + 𝛽5𝑊𝑜𝑚𝑒𝑥𝑒𝑖𝑡

+ 𝛽6𝑀𝑜𝑑𝑒𝑟𝑎𝑡𝑜𝑟 𝑣𝑎𝑟𝑖𝑎𝑏𝑙𝑒𝑠𝑖𝑡  ×  𝐼𝑛𝑑𝑒𝑝𝑒𝑛𝑑𝑒𝑛𝑡 𝑣𝑎𝑟𝑖𝑎𝑏𝑙𝑒𝑠𝑖𝑡 + 𝛽7𝐵𝑜𝑑𝑠𝑖𝑧𝑒𝑖𝑡

+ 𝛽8𝐸𝑆𝐺𝑐𝑜𝑚𝑝𝑖𝑡 + 𝛽9𝑁𝑏𝑜𝑑𝑚𝑒𝑒𝑡𝑖𝑡

+ 𝛽10 𝐸𝑆𝐺_𝑠𝑐𝑜𝑟𝑒𝑖𝑡 + 𝐶𝑜𝑛𝑡𝑟𝑜𝑙 𝑣𝑎𝑟𝑖𝑎𝑏𝑙𝑒𝑠𝑖𝑡 +  𝑌𝑒𝑎𝑟𝑡 +  𝜀𝑖𝑡 
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The second part of the analysis considered specific independent variables as moderator 

variables. We investigate whether the relationship between board characteristics and 

firm performance is moderated by independent variables interactions.  

The following tables present the regression analyses for both financial indicators, ROA 

first and then Tobin’s Q, adding the moderator variables that were found to be the most 

significant for the relationship under study.  

Table 18 presents the outcomes of the regression where we added the interaction 

between the percentage of women executives and independent directors in the audit 

committee. The effect on ROA of a positive variation in the percentage of women 

executives is moderated by the percentage of independent directors in the audit 

committee. This effect on ROA is measured not only by 𝛽5 but by  𝛽5 + 𝛽6  × 𝐼𝑛𝑑𝑎𝑢𝑑. The 

positive interaction term coefficient suggests that the effect of Womexe gets stronger as 

the value of Indaud increases.   

Table 19 reveals that the effect of the percentage of women executives on the board is 

moderated by the board size. How to interpret the coefficients resulting from the 

regression analysis? Womexe has a positive coefficient which means that on average 

higher values of Womexe positively correlates with ROA. The negative coefficient of the 

interaction term implies that, as the board size increases, the effect of an increase in 

Womexe on ROA gets weaker. In other words, while the average effect of Womexe is 

positive, its impact diminishes as the number of board members increases.  This can be 

seen in Table 20 demonstrating that for larger values of Bodsize, the effect of Womexe on 

ROA is almost negligible. It is important to remember that the effect of Womexe on ROA 

with the addition of the interaction term is not given solely by the coefficient of Womexe 

but also by the coefficient of the interaction term multiplied by the value assumed by the 

moderator variable.  

Table 21 presents analogous results measuring the impact of women executives on 

Tobin’s Q with the board size as a moderator variable.  
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Table 18: Regression analysis with the % of independent directors inside the audit committee as a moderator 

variable on ROA 

 

 

Table 19: Regression analysis with board size as moderator variable on ROA 
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Table 20: Board size and women executive   

  

 

Table 21: Regression analysis with board size as moderator variable on TBQ 

 

Source: Data elaboration through STATA 
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3.2.9 Results discussion  

The findings of our second empirical analysis tend to be consistent with previous 

researches. Several board characteristics reported a significant effect on ROA and/or 

Tobin’s Q. To start with, companies exhibiting a strong presence of independent directors 

witnessed a significant boost in Tobin's Q, implying a rise in investor confidence and 

perceived company value. Independent board members effectively monitor firm 

management and company decisions, offering a more objective assessment of the 

company’s risk profile. They are less likely to be influenced by management’s self-

interest. In addition, since independent directors often have experience in other 

industries or companies, they can provide a broader perspective of the company’s 

competitive landscape too. This in turn can help them to identify potential threats and 

the company’s long-term prospects. Therefore, the presence of independent directors has 

multiple important implications: can improve a company’s corporate governance 

ensuring that the company is managed in the best interest of different stakeholders, can 

increase the company’s transparency, consequently making the company more appealing 

to both lenders and investors. It would be interesting for future research to further 

explore the mechanisms that explain this relationship and investigating specific director 

characteristics, such as ethnicity, years of experience, and proximity to corporate 

headquarters (Liu et al. 2015). Furthermore, gender diversity within the boardroom 

revealed positive impact both on ROA and Tobin’s Q, suggesting a valuable contribution 

to operational efficiency and overall financial health of a company. Diverse perspectives 

in leadership, unique outlooks, different cognitive capabilities are key resources for a 

firm. This approach is supported by human capital theory and resource dependency 

theory, all of which can foster creativity and innovation, problem-solving skills and 

superior performance (Lückerath-Rovers, 2013; Reguera-Alvarado, De Fuentes and 

Laffarga, 2017). Women directors are still under-represented on corporate boards. Our 

data paints a concerning picture, with an average of only 15% of board seats occupied by 

female executives, and a slight increase to 30% when considering all women board 

members. Many countries adopted the gender quota legislation according to which 

companies are mandated to have women directors on corporate boards. There are 

notable differences across countries. For instance, in Norway the quota was initially set 

at 40% in 2003, whereas Spain set the same quota four years later. According to a 

research by Wang and Kelan (2013), quota legislation may have an effect that varies 
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depending on the country considered. The study also discovered that the nomination of 

women to high leadership positions is positively impacted by an increase in the number 

of women directors. The authors also provide evidence that the chance of a board led by 

a woman director is positively impacted by the independent status of women directors. 

Moreover, our research found that board size positively impacts Tobin’s Q, suggesting 

that a high number of board members positively contribute to better performance. One 

might anticipate that larger firms with more extensive boards would conduct more 

management meetings to improve performance (Agustia, Harymawan and Nowland 

2022). Board meetings, according to Mangena and Tauringana (2008), may assist 

managers in comprehending the issues facing their companies and coming up with rapid 

remedies for emerging problems. However, our findings reveal a negative association 

concerning board interaction, measured by not only the quantity of meetings but also the 

particular board-management meetings. The result is in line with the research conducted 

by Hahn and Kühnen (2013). Frequent meetings require significant time and resources, 

including preparation, attendance and follow-up activities which negatively impact the 

operational efficiency of a company. Strategic meeting agendas and clear objectives could 

be the key for effective boards of directors. Ultimately, our study revealed a critical link 

between Environmental, Social, and Governance factors and financial performance. 

Companies with higher ESG scores showed a positive relationship with ROA, 

demonstrating the tangible financial benefits of sustainable practices. This supports the 

idea that sustainability is a wise and sound investment with observably positive 

outcomes in addition to being an ethical need. This is a result that aligns with the research 

conducted by Touati and Hult (2022) about the impact of ESG scores on European real 

estate firms. Example of other studies reporting the same result can be found in the works 

of Buallay (2020) which focused on the manufacturing sector, and Alareeni and Hamdan’s 

(2020) analysis of all the S&P 500 European listed companies from 2009-2018.  

Companies seeking to unlock their maximum potential need to understand the powerful 

influence of board composition and practices. Prioritizing sustainability, encouraging 

involvement, and embracing diversity are not merely aspirational goals; they are 

necessary ingredients for achieving and sustaining financial success. By continuously 

evaluating and reviewing their board compositions and practices, companies can ensure 

they are well-equipped to navigate the ever-changing business landscape and provide 

long-term value for all stakeholders. 
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Conclusions 

The study investigates the tangible economic impact of implementing ESG practices, 

particularly emphasizing the G component. We explore the importance of effective and 

responsible governance, highlighting board diversity, strong ethical leadership, objective 

and impartial monitoring of the board’s activities, aligning with stakeholder theory. 

According to the stakeholder theory, a company has the responsibility to represent and 

be accountable to the diverse internal and external stakeholders’ interests to create 

sustainable long-term value. The board of directors serves as a key representative body 

for aligning with stakeholders’ interests and reflecting stakeholders’ considerations. By 

presenting and analyzing findings from previous research and evidence from the market, 

and considering the largest, mid-cap and small-cap European companies as a sample, the 

research developed important findings unveiling the powerful connection between board 

composition, sustainability practices, and financial performance. Independent directors 

act as overseers for ensuring proper management and ethical behavior, boosting investor 

confidence and firm market value (Liu et al., 2015; Knyazeva, Knyazeva and Masulis, 

2013; Hu, Lin and Tosun, 2023). Gender diversity bring fresh perspectives, enhancing 

operational efficiency (Gaio and Gonçalves 2022; Bear et al. 2010), while larger boards 

hold potential for diverse viewpoints, avoiding excessive meetings, and instead finding a 

delicate balance that translates into better performance (Agustia, Harymawan and 

Nowland, 2022). High ESG scores, that positively impact profitability, prove that 

sustainability is a sound investment with observable economic outcomes and not just an 

ethical commitment (Earnhart and Lizal, 2007; Nakamura, 2011; Pekovic, Grolleau and 

Mzoughi, 2018). Further exploration of the specific factors driving the impact of ESG on 

financial performance, from greenhouse emissions to human rights practices, will equip 

companies with even more powerful tools for success. Therefore, establishing now 

different metrics that companies should be compliant to is about building a sort of 

foundation for long-term prosperity, both for the company and for the world we share. 

The challenge that companies, individuals, and the world at large are faced with is huge 

and extremely complicated. The world should start living, producing, consuming without 

emitting the same quantity of CO2 as before. It necessarily requires an enormous amount 

of capital to change how productive processes are currently in action. Finance plays a 

vital role in facilitating this transition by aligning financial tools with decarbonization 

goals. Green bonds, green loans and other green financial tools already exist and it is 
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becoming critical for companies to embrace sustainable practices. Failure to do so could 

result in decreased access to capital and higher borrowing costs in the near future. There 

is already a system that is hesitant to provide credit to organizations that do not have a 

transition path. Investors have become very concerning about these issues, and a lot of 

money is now invested on the basis of whether companies do a good job for the 

environment and for the society. Every company has an ESG rating and no geography, 

sector or firm size is spared from it. Sustainable performance is also driven by regulations 

and government’s commitment to sustainability. When the government starts to set 

standards, criteria, then the industries follow. If the government does not follow up on it, 

the industries will find ways not to be as fully sustainable as they should be. In the recent 

evolving regulatory landscape, many changes have happened and were thoroughly 

presented in the first chapter of the work. With the introduction of the new EU 

sustainability reporting standards, companies need to prioritize compliance more than 

ever to remain competitive and secure favorable financing opportunities.  

It is a very important challenge, but also a unique opportunity for companies to adapt, 

innovate, and build a more sustainable future. By embracing ESG principles and working 

collaboratively, companies can secure their own prosperity and contribute to a healthier 

planet for generations to come.  
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