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Abstract

This study explores the impact of policy uncertainty, geopolitical risk, and sustain-
able disclosure (ESG) on corporate performance for the period 2014-21 across 23
countries. Using the System GMM technique, it uncovers a negative link between
policy uncertainty, geopolitical risk, and corporate performance. Sustainable disclo-
sure mitigates the influence of economic uncertainty and geopolitical risk on firm
performance. The results are robust across the various other econometric methods
(i.e. fixed effect, random effect and feasible generalized least squares) and alterna-
tive proxy used for sustainability disclosure. These findings have implications for
policymakers and managers, highlighting the importance of aligning policies with
sustainable disclosure practices. This study contributes to the literature by examin-
ing these factors on a cross-country scale, potentially among the first of its kind.

Keywords Economic policy uncertainty - Geopolitical risk - Sustainable disclosure -
Corporate performance - System GMM

1 Introduction

The research on sustainable disclosures and their relationship with firm value has
gained attention in the corporate finance literature. A higher level of disclosure can
attract capital and maintain confidence in the markets. In contrast, a lower level
of disclosure may lead to manipulation, unethical behavior and damage of market
integrity at a high cost to firms, stakeholders and the economy (OECD, 2004). In
the same line, a growing number of firms are now engaged in a broad set of envi-
ronmental, social and governance (ESG) disclosure activities, and this issue has
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become a topic of much attention (Ashwin Kumar et al., 2016; Gulen et al., 2016;
Mirza & Ahsan, 2020; Wang & Sarkis, 2017). Several theories explain the benefits
of voluntary disclosure of ESG information by the firms. First, voluntary corpo-
rate disclosures help in reduction of information asymmetry between managers and
investors (Shane & Spicer, 1983), which ultimately reduces the cost of capital of the
firm. Second, ESG disclosures always aim at gaining social legitimacy for social
and environmental impacts caused by firms’ operations (Lokuwaduge & Heeneti-
gala, 2017). ESG disclosure is also a tool for impression management that can main-
tain and enhance corporate reputation (Brammer & Pavelin, 2008; Higginson et al.,
2006). In the recent periods the research on two aspects i.e., impact of policy uncer-
tainty and geopolitical risk on firm performance has also gained the importance.
Economic policy uncertainty refers to the unpredictability and instability surround-
ing governmental regulations, trade policies, fiscal measures, and other related fac-
tors (Baker et al., 2016; Kang et al., 2014; Liu & Zhang, 2020), while Geopolitical
risk, on the other hand, encompasses the potential challenges and disruptions arising
from political tensions, conflicts, and economic instabilities among different nations
(Caldara & Iacoviello, 2022; Demir & Ersan, 2017). The relationship between pol-
icy uncertainty, geopolitical risk, and sustainability-performance sensitivity have
garnered considerable attention from researchers and practitioners over the past few
years. Even though there has been increasing frequency of empirical research that
investigates the impact of sustainability disclosure (ESG) and macro level uncer-
tainty factors on firm performance, the studies are largely based on single country
perspective and the effect of ESG, policy uncertainty and geopolitical risk on firm
performance has been examined independently. There is a dearth of the research
that investigates the intertwining relationship between ESG, economic policy uncer-
tainty, geopolitical risk, and firm performance across the countries. We intend to
fill this gap with this study using a modest sample size of 36,721 firm-year obser-
vations of 4590 firms from 23 countries for the period 2014-2021. Broadly, this
study answers the broad research questions such as (1) How sustainability disclosure
and macro level uncertainties viz. policy uncertainty and geopolitical risk affect the
corporate performance? and (2) Does sustainable disclosure influence the corporate
performance-macro uncertainty relationship? Employing system GMM estimation,
the study finds that overall ESG, environmental, social and governance disclosures
have a positive impact on corporate performance. The association between policy
uncertainty, geopolitical risk and performance is negative and the sustainability dis-
closure (ESG) moderates the negative impact of policy uncertainty as well as geopo-
litical risk on firm performance. In this way, we formally examine how sustainable
disclosure (ESG) mediates the link between economic policy uncertainty, geopo-
litical risk and corporate performance. Our findings are robust across the various
econometric methods (i.e. fixed effect, random effect and feasible generalized least
squares) and alternative proxies used for sustainability disclosure.

The rest of the paper is organized as follows: Sect. 2 deals with the literature
review and hypothesis formulation. Section 3 presents the data and variables used
in our study. Section 4 discusses the model specifications and estimation meth-
ods. Section 5 Empirical results and discussions. Section 6 concludes the study.
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2 Literature Review and Hypotheses Development
2.1 Economic Policy Uncertainty and Corporate Performance

The early empirical studies have found a significant association between eco-
nomic policy uncertainty (EPU) and corporate decisions. Most of the studies have
established a negative relationship between EPU and investment decisions of the
firm (Azqueta-Gavaldén, 2017; Feng et al., 2021; Kang & Ratti, 2013). Economic
policy uncertainty reduces net debt issuance and also disrupts the investment
financing in China (Liu & Zhang, 2020). Arouri et al. (2016) explores the influ-
ence of EPU on stock returns in the United States of America and reveals that
policy uncertainty significantly reduces the capital market returns, and the effect
is stronger during the period of extreme volatility. Bonaime et al (2018) have
concluded that the EPU has a strong negative impact on M&A activities of the
firms. Several studies have found that EPU has a negative impact on firm perfor-
mance (Ahsan & Qureshi, 2021; Baker et al., 2016; Chen et al., 2019; Meinen &
Rohe, 2017). Ahsan et al. (2022) have found that policy uncertainty significantly
reduces the firm performance for European non-financial firms. This study also
concluded that cultural dimensions moderate the relationship between EPU and
firm performance. Considering the above-mentioned studies, we propose hypoth-
eses as follows:

H1 Economic policy uncertainty will be negatively associated with corporate
performance.

2.2 Economic Policy Uncertainty, Sustainable Reporting and Corporate
Performance

The proponents of sustainability reporting believe that promoting sustainable
development will be beneficial for both the organization and its employees. Often,
the sustainable development of businesses is enhanced by measures that simul-
taneously contribute to financial stability, improved environmental and social
sustainability, and increased internal and external decision-making transparency
(Eccles et al., 2011). The empirical research linked sustainability disclosure to
company performance and conclude that sustainable reporting increases com-
pany performance (Graves & Waddock, 2000; Schadewitz & Niskala, 2010; Iwata
& Okada, 2011; Kim & Chang, 2022; Gupta & Gupta, 2020). Social activities
like corporate social investing can boost long-term profitability (Brammer et al.,
2012). Effective management practices based on sustainable indicators improve
corporate performance (Halbritter & Dorfleitner, 2015). According to Xie et al.
(2019) governance reporting dominates, followed by social and environmental
disclosures. Bahadori et al. (2021) found that financial performance is higher
with more sustainable ratings.
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Hilal and Tantawy (2022) find that environmental awareness and investment
boost bank performance. Ahsan et al. (2021) have found that policy uncertainty
lowers company performance and the effect of policy uncertainty reduces with
high sustainability disclosures. In other words, sustainability disclosures reduce
the performance-policy uncertainty sensitivity.

Considering the preceding studies, we propose the following hypotheses:

H2 Sustainability disclosure (ESG) may affect the Economic policy uncertainty and
the corporate performance sensitivity.

2.3 Geopolitical Risk and Corporate Performance

Geopolitical risks such as war, foreign aggression, political instability, and other
geopolitical variables cause external shocks and poor company performance (Alam
et al., 2023). Geopolitical risks (GPR) may affect the supply chain, overseas com-
merce, foreign investments, and business growth. Political instability increases the
cost of capital, making it difficult for enterprises to raise money on their own. For-
eign investors and stakeholders would seek a greater capital financing premium dur-
ing uncertainty to compensate for risks. Such risk-and-uncertainty scenarios lower
company value and performance. The theory of real options suggests that firms are
more likely to delay their investment decisions during political or economic pol-
icy uncertainty so they can maximize market value after the uncertainty is resolved
(Bernanke, 1983). According to Phan et al. (2021) uncertainty increases information
asymmetry, making it difficult for lenders to identify good borrowers, which affects
lending, investment, and economic activity. Empirical evidences support the fact that
increased uncertainty causes financial market liquidity crisis (Brunnermeier & Ped-
ersen, 2009) and geopolitical risk adversely affect the corporate finance decisions
such as corporate investments, cash holding, leverage, cash flow etc. (Azzimonti,
2018; Colak et al., 2018; Dai & Zhang, 2019; Le and Tran, 2021; Khoo & Cheung,
2022; Kothari & Maneenop, 2020; Park & Newaz, 2018). Considering these theo-
retical arguments and empirical findings, we propose following hypotheses:

H3 Geopolitical risk will be negatively associated with corporate performance.

2.4 Geopolitical Risk, Sustainable Reporting and Corporate Performance

In an uncertain environment, it is very much hard to anticipate an enterprise’s future
for institutional investors, corporate stakeholders, and firm management and at that
point of time ESG reporting gives extra information about the company beyond
financial statements (Boubakri et al., 2010). According to Pereira da Silva (2020),
organizations that adopt environmental, social, and governance (ESG) practices
demonstrate their allegiance to ESG by voluntarily disclosing non-financial infor-
mation. Gelb and Strawser (2001) claim that companies that engage in socially
responsible practices are more likely to exhibit increased fiscal openness, as this
falls within the realm of “socially responsible behavior”. Therefore, the inclusion
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of supplementary ESG-related data serves to mitigate the disparity in information
within the financial market, facilitating the investor’s ability to evaluate the risks and
issues confronted by the firm. Furthermore, it has been seen that organizations that
align their environmental, social, and governance (ESG) goals with their economic
goals experience enhanced brand recognition. The implementation of environmen-
tal, social, and governance (ESG) practices generates a form of ethical capital that
serves as a safeguard for the organization when confronted with adverse circum-
stances (Godfrey et al., 2009).

Koh et al. (2014) found that corporations use sustainability investments as strate-
gic decisions to reduce the risk of unpredictable occurrences in the country. Sustain-
able reporting reduces information asymmetry and acts as an ex-ante risk insurance
premium. Cheng et al. (2014) argue that companies may enhance institutional inves-
tor funding by improving their brand value and reputation through social initiatives.
Oanh and Hoang (2020) observed that sustainable reporting acts as risk management
tool for Chinese investors during the period of crisis. Rjiba et al. (2020) found that
corporate social responsibility disclosures reduce the influence of economic policy
uncertainty on corporate performance. Atif and Ali (2021) indicate that companies
with greater ESG disclosure tend to exhibit reduced default risk. Koh et al. (2022)
have conducted a study that demonstrates the advantageous impact of environmen-
tal, social, and governance (ESG) initiatives on brand credibility, brand image, and
perceived quality. In summary, the participation in environmental, social, and gov-
ernance (ESG) practices is linked to increased transparency and decreased risk of
economic hardship for enterprises. This is achieved by alleviating economic con-
straints and improving reputation among clients and investors. Consequently, high-
ESG firms are expected to be less susceptible to external shocks. The empirical
studies also found that substantial CSR efforts, big cash holdings, and institutional
ownership reduce negative effects of uncertainty on business performance (Ozdemir
et al., 2023 and Peng et al., 2023).

Considering the preceding considerations, we offer following hypotheses:

H4 Sustainability disclosure (ESG) may affect the geopolitical risk and the corpo-
rate performance sensitivity

Hypotheses development

H1. Economic policy uncertainty will be negatively associated with corporate performance

H2: Sustainability disclosure (ESG) may affect the Economic policy uncertainty and the corporate
performance sensitivity

H3: Geopolitical risk will be negatively associated with corporate performance

H4: Sustainability disclosure (ESG) may affect the geopolitical risk and the corporate performance
sensitivity
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3 Data & Variables

This study considers cross-country data from 23 developing and emerging nations,
4590 companies, and 36,721 observations during the period 2014-2021. The
sources of data are World Bank and Bloomberg data base. Bloomberg’s unique ESG
score evaluates a company’s ESG disclosure quality to calculate its overall ESG
score. Companies get 0.1 for releasing the absolute minimum of ESG data and 100
for publishing everything. In our study we have used the combined score of ESG
along with its three components representing as dummy variables. Environmental
disclosure score represents a dummy variable, which equals 1 if environmental score
is above the median; or O otherwise. Similarly, social and governance disclosure
score is also taken as dummy variable, which equals 1 if above the median; or O oth-
erwise. The average ESG disclosure score and its sub components per year for the
above mentioned sample is provided in the Fig. 1.

We use Ahir et al. (2022) global uncertainty index (WUI), as the uncertainty
proxy. The World Bank’s World development indicators database was mined for
macroeconomic metrics including GDP growth and inflation. Caldara and Iacoviello
(2022) define GPR as the threat of rapid changes in international relations owing
to wars, terrorism, and state conflicts. We use Caldara & lacoviello’s GPR index
for geopolitical risk. Company performance is judged using accounting- and mar-
ket-based ratios such as ROA, ROE, and Tobin’s Q. According to Goddard et al.
(2005), Hamrouni et al. (2019), and Wong et al. (2021), ROA shows how well a
company uses its assets to make money. It measures business profitability relative to
total assets (Prasad et al., 2019). Return on equity measures a company’s productiv-
ity and profit-making efficiency. Higher ROE means the corporation converts equity
into earnings, improving its financial position (Mittal, 2019). Tobin’s Q is market
capitalization, total liabilities, preferred equity, and minority interest divided by total
assets. We have used firm specific variables such as leverage (Lev), liquidity (Liq),
asset tangibility (TAN), company size, and R&D and country-specific variables like
inflation and growth rate of gross domestic product as the control variables. Table 1
shows the summary of all the variables used in this study.

e ESG ENV SOC GOV
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40
30
20
10
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Fig. 1 Sustainable disclosure (ESG) over the years. The graph represents average ESG score per year for
a cross-country data from 23 developing and emerging nations comprising of 4950 companies
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Table 2 Descriptive statistics of

all the variables Variable Observations Mean  Std. Dev  Min Max
ROA 36,721 2.029 12.213 —-62.886 28.512
ROE 36,721 1049  18.656 —1.228 111.041
TQ 34,202 2.36 1.674 1.022 10.892
WUI 36,721 4396  0.116 4.250 4.609
GPR 36,721 95.301  9.935 77.294 107.377
ESG 36,721 39.735  10.099 26.909 87.154
ENV 36,721 19.865 19.44 0 92.298
SOC 36,721 19.562 12.096 0 82.164
GOV 36,721 79.674 10.185 6.261 100
LEV 36,721 0.89 2.69 0 22.454
LIQ 36,721 1.958  1.967 0 12.623
SIZE 36,561 9.954  1.243 7.515 13.442
R&D 34,202 4251 18.779 0 166.606
TAN 36,561 0.303  0.263 0 .949
GDP 35,553 0.924  2.86 —-9.907  23.999
INF 35,553 1.724  1.652 —-1.736  19.596

This table presents the descriptive statistics of dependent and
independent variables. ROA, ROE and TOBINSQ are the depend-
ent variables, where ROA =Return on assets, ROE=Return on
equity, and TOBINSQ (TQ)=The sum of market capitalization,
total liabilities, preferred equity and minority interest divided by
total assets, WUI=World uncertainty index, GPR=Geopolitical
risks, ESG=Bloomberg’s proprietary score based on the extent of
a company’s environmental, social, and governance disclosure,
ENV =Bloomberg’s proprietary score based on the extent of a
company’s environmental disclosure, SOC=Bloomberg’s propri-
etary score based on the extent of a company’s social disclosure,
GOV =Bloomberg’s proprietary score based on the extent of a
company’s governance disclosure, LEV =Leverage, LIQ=Liquid-
ity, Size=firm size, RD=Research and Development, TAN = Asset
Tangibility, GDP = GDP per capita, and INF =Inflation

Table 2 reports the descriptive statistics of all the variables. It is evident that the
average ROA is 2.03%, with a standard deviation of 12.21, while ROE is 10.49%,
with a standard deviation of 18.66, and average Tobin’s Q is 2.36%, with a stand-
ard deviation of 1.67. The policy uncertainty index (WUI) ranges from 4.250 to
4.609 with a mean value of 4.396 and a standard deviation of 0.116, along with
the geopolitical risk index (GPR) ranges from 77 to 107 with a mean value of 95
and a standard deviation of 9.9. Meanwhile, the average ESG combined score and
all its three components, viz., Environmental, Social, and Governance score, are
39.74%, 19.86%, 19.56%, and 79.67%, respectively. It also shows that among dif-
ferent explanatory variables, the average values of the variables, viz. Leverage
(LEV), Liquidity (LIQ), SIZE, R&D, Asset tangibility (TAN), GDP per capita
growth (GDP), and Inflation (INF) are 0.89, 1.96, 9.95, 4.25, 0.30, 0.92, and 1.72
respectively. The level of debt (Leverage) indicates that the companies are in a good
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position to meet their future financial obligations through their cash flows, as the
average leverage is 0.89, which is below 1, usually considered good by the industry
standards. The average liquidity ratio of the companies is 1.96, which indicates that
most of the companies are in good financial condition, as a good liquidity ratio is
anything greater than 1. The higher the ratio, the higher the security of the company
to meet its liabilities.

The Asset tangibility has a mean of 0.30, and the standard deviation is 0.26. The
average size of the companies is 9.95; it is computed as the logarithmic value of
the total assets. We can also see that the values of some explanatory variables such
as Leverage (LEV), Liquidity (LIQ), asset tangibility (TAN), SIZE, R&D, GDP
per capita growth (GDP), and Inflation (INF) are having values of their standard
deviation below their mean values by which we can refer that these variable are not
volatile in nature. On the other hand, the standard deviation values of leverage and
liquidity are above their respective mean values, and we can say that they are vola-
tile in nature.

Table 3 reports the correlation matrix of the independent variables and reveals
that the values of most of the correlation coefficients are small in number. The
results also show that the independent variables are free from any presence of multi-
collinearity between themselves. Gujarati (2003) establishes that the issue of multi-
collinearity usually arises if any pair-wise correlation between two independent var-
iables exceeds a value of 0.80. Consequently, in our study, we can state that there is
no evidence of multi-collinearity in our dataset.

4 Models Specification and Estimation Methods
4.1 Models Specification

We initially estimate the following baseline regression model to examine the impact
of economic policy uncertainty on firm performance along with a few firm-specific
factors and country-specific factors and the model is specified as follows:

CPi,t = ay + foCP,,_, + B, WUL,, + f,LEV,, + p,LIQ;,
+ B,TAN,, + PsSIZE,, + pRD,, + p,GDP;, + fINF;, + £, )

where CP | = Corporate performance indicators measured by both accounting-based
and market-based measures, viz. Return on Assets (ROA), Return on Equity (ROE),
and Tobin’s Q (TQ), and g;, is the error term. Meanwhile, the § parameters capture
the possible effect of explanatory variables on corporate performance measures.

To examine the impact of sustainable disclosure on corporate performance and
WUI-performance relationship we specify the following models:

CPl, t =ao + ﬂOCPi,l—l + ﬂ] WUIi,t + ﬂZEN‘/i,l + ﬁ3 WUIi,l X ENVi,l + ﬁ4LEVi,t
+ BsLIQ;, + BsTAN,, + B;SIZE; , + BsRD; , + pyGDP; , + p1yINF;, + ¢;,

2
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Table 3 Pairwise correlation matrix

Variables (1) ) 3) “4) ) (6) 7 (8)
(HDROA 1

()ROE  0.338 1

3)TQ 0.051 0.226 1

@WUL  0.037 0.038 -0.039 I

(5) GPR —-0.053 —0.035 0.069 —0469 1

(6) ESG 0.157 0.132 —0.097  0.191 —0279 1

(HENV  0.17 0.083 —0.151  0.118 —0214 0853 1

(®soC 0.5 0.133 —0.078  0.197 —0279  0.859 0.647 1
(99GOV  —0.040 0.07 0.093 0.102 -0.083 0288 —-0.165 0.113
(I)LEV ~ —0.009 -0.004 -0008 0011 —0.003 —0.001 —0.005 —0.000
(IDLIQ  —0.115 —0.040 0.184 —0.022 0.038 —0.102 —0.100 —0.100
(12)SIZE  0.259 0.034 —0262  0.047 —0.116 0327 0.525 0.243
(I3))R&D  -0.069 —0.010 0.037 —0.005  0.008 —0.017 —0019 —0.019
(14) TAN  0.046 —0.183  —0.193 0021 -0.043  0.12 0.121 0.131
(15GDP  0.006 -0.026 0.116 —0290  0.672 —0220 —0.173  —0.200
(16 INF  0.038 0.053 0.059 —0.034 —0012 0.006 —0.067 0.091
Variables  (9) (10) 11 (12) (13) (14) (15) (16)
(1) ROA

(2) ROE

3)TQ

(4) WUI

(5) GPR

(6) ESG

(7) ENV

(8) SOC

9GOV 1

(I0)LEV  0.006 1

(IDLIQ  0.009 -0.005 1

(12)SIZE  -0326 —0.004 —0.179 1

(I13)R&D  0.008 —0.000 0.071 —0.027 1

(14 TAN  —-0.031  0.007 —0.140  0.088 —0.019 1

(15 GDP  —0.080  0.001 0.018 —0.010  0.005 —0.031 I

(16)INF  0.036 0.002 —0.013 —0004 —0.005 0.029 0.171 1

This table presents the pairwise correlation matrix of dependent and independent variables. ROA,
ROE and TOBINSQ are the dependent variables, where ROA =Return on assets, ROE=Return on
equity, and TQ="The sum of market capitalization, total liabilities, preferred equity and minority inter-
est divided by total assets, WUI=World uncertainty index, GPR =Geopolitical risks, ESG=Bloomb-
erg’s proprietary score based on the extent of a company’s environmental, social, and governance
disclosure, ENV =Bloomberg’s proprietary score based on the extent of a company’s environmen-
tal disclosure, SOC=Bloomberg’s proprietary score based on the extent of a company’s social disclo-
sure, GOV =Bloomberg’s proprietary score based on the extent of a company’s governance disclosure,
LEV =Leverage, LIQ=Liquidity, SIZE=firm size, R&D=Research and Development, TAN = Asset
Tangibility, GDP =GDP per capita, and INF=Inflation
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CPi,t = ay+ foCP,,_, + fyWUIL, + f,SOC;, + fWUI, x SOC,,
+ ﬁ4LEVi’t + ﬂSLIQiJ + ﬁGTANi’t + ﬂ7S]ZEi’t + ﬂSRDi,z 3)
+ BoGDP;, + B1oINF;, + €;,

CPi,t = ay + fyCP,,_, + B WUI,, + {,GOV,, + B;WUI,, x GOV,
+ B LEV;, + BsLIQ;, + BsTAN;, + B;SIZE;, + fsRD;, 4)
+ PoGDP;, + 1oINF;, + &,

ENV represents the environmental disclosure score which is measured as 1 if
environmental score is above the median; or 0 otherwise. SOC represents the social
disclosure score which is measured as 1 if social score is above the median; or O oth-
erwise. GOV represents the governance disclosure score which is measured as 1 if
governance score is above the median; or 0 otherwise.

To analyze the impact of geopolitical risk on firm performance along with few
firm specific factors and country specific factors following model is specified:

CPi,t = ay + pyCP;,_; + pyGPR;, + B,LEV,, + B LIQ;,
+ BsTAN;, + PsSIZE;, + PeRD;, + p;GDP;, + PINF;, + €, ©)

We then augment the equation with an interaction term between sustainable dis-
closure dummies and geopolitical risk (GPR) to see how the sustainable disclosures
affect the relationship between geopolitical risk and the corporate performance. The
models are specified as follows:

CPi,t = ay + pyCP;,_| + piGPR;, + B,ENV;, + f;GPR; , X ENV,
+ P4LEV;, + BsLIQ;, + BsTAN,, + B;SIZE; , + PsRD;, 6)
+ ﬂQGDPi,[ + ﬂlOINFi,I + gi,f

CPi,t = ay + ByCP;,_; + pyGPR;, + p,SOC;, + f;GPR;,
X SOC;, + BLEV;, + psLIQ; ; + fsTAN;, + p;SIZE,;, 7
+ ﬂSRDi!t + ﬂgGDPi!t + ﬁlOINFi‘, +¢€,

CPi,t = ay + oCP;,_, + fiGPR,, + },GOV,, + ,GPR,, x GOV,
+ B4LEV;, + BsLIQ;, + BeTAN,, + B;SIZE,; , + PsRD;, ®)
+ ﬂgGDP,-J + ﬂlOINFM +¢€;,

Further, we have incorporated an interaction term between a combined score of
sustainable disclosure (ESG) as an alternate proxy to check the robustness of the
results and following equations are estimated.

@ Springer



S.Barman, J. Mahakud

CPi,t = ay + fyCP,,_, + B, WUI,, + ,ESG,, + p;WUI,, X ESG,,
+ B, LEV,, + BsLIQ; , + BsTAN;, + B;SIZE; , + BsRD,, 9)
+ PoGDP;, + B1oINF;, + €,

CPi,t = ay + fyCP;,_| + ByGPR;, + B,ESG;, + f;GPR;, X ESG,,
+ ﬂ4LEVi’t + ﬁSLlQi,l + ﬁGTANi,l + ﬁ7SIZEi’t + ﬂSR&Di,l (10)
+ BoGDP;, + B1oINF;; + €,

4.2 Tests for Cross-sectional Dependence

In the field of econometric research, it is frequently assumed that the error terms
exhibit cross-sectional independence. Nevertheless, contemporary empirical
research (Chudik & Pesaran, 2015) has provided demonstration indicating that the
notion of cross-sectional independence is not applicable in panel data sets, as cross-
sectional dependency is frequently observed. For instance, nations have extensive
global interconnectivity. Therefore, it can be inferred that alterations in economic
policies inside a particular nation have the potential to impact the economic under-
takings of other nations. In the current scenario, it is crucial to take into account
the existence of cross-sectional dependence while assessing the impact of policy
uncertainty, geopolitical risk, and sustainable disclosure on corporate performance.
Nonetheless, failure to account for cross-sectional dependence (CD) may result in
the estimator’s lack of efficacy and the production of inaccurate outcomes. In order
to address this issue, the Cross-sectional Dependence tests proposed by Breusch
and Pagan (1980) Lagrange Multiplier (LM), Pesaran (2021) Scaled LM and CD
tests, and Baltagi et al. (2012)’s Bias-corrected Scaled LM tests are employed. Sub-
sequently, it is crucial to assess the stationary behaviour of the data series, namely
determining the presence or absence of a unit root. In accordance with the outcomes
of the cross-sectional dependence test, individuals may opt to conduct either the first
or second-generation panel unit root testing.

4.3 Estimation Methods

Our research makes use of a dynamic panel data estimation strategy in order to deal
with the high level of persistence. Arellano and Bond (1991), Arellano and Bover
(1995), and Blundell and Bond (1998) created a dynamic panel estimation model
that we have applied in our research. When compared to the Fixed Effects estima-
tor, the system generalised method of moments (GMM) estimators are superior and
more effective at addressing the problems of endogeneity and simultaneity bias.
According to Roodman (2009), the system GMM estimator is superior to the differ-
ent GMM estimator model in terms of efficiency and robustness. Windmeijer-cor-
rected standard errors have been disseminated once more to address heteroscedastic-
ity and autocorrelation issues. Further to check the robustness of the results and to
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Table 4 Cross-sectional dependence (CD) tests

Variable Breusch-Pagan LM Pesaran Scaled LM Bias-corrected Pesaran CD
Scaled LM

ROA 8456%** 456.2%** 455.7%%* 89.49%#*
ROE 8901 *** 441.1%%* 440.5%** 87.80%**
TQ T805%** 418.8%** 417.7%%* 77.45%%*
WUI 2158*** 215.2%%%* 212.5%%%* 22.84%%*
GPR 5578%** 278.5%%%* 270.4%%% 54.89%**
ESG 3201 % 178.7%%* 177.1%%% 33.23%%%
ENV 3055%** 188.5%*%* 187.5%*%* 31.20%**
SOC 3012%%** 182 4%k 181.4%%* 30.88%**
GOV 3111%** 198.7%#%* 197.7%%%* 32.55%%%*
LEV 2055%#%* 181.5%** 180.7%*%* 19.55%**
LIQ 2678%#* 145.7%%% 142, 1%%%* 19.12%%%*
SIZE 2457 %% 179.8%%%* 177.2%%% 18.147%%%*
R&D 2897 155.4%%% 154. 1% 17.89%**
TAN 2877%** 197.4%%%* 190. 1#%* 18.23%#%*
GDP 114455 110.7%** 100.9%%** 11.87%**
INF 1247 101.6%%%* 101.1%%* 15.67%%*
##*p-value < 0.01. Source Authors calculation
Table 5 CIPS unit root test Variable 1(0) (1)

ROA — 2340k — 4287k

ROE —2.221%%* —4.211%%*

TQ — 21248k —4.396%**

WUI -3.210 -

GPR —4.111 -

ESG —4.2]9%#% —5.476%**

ENV —4.210%%* —4.986%**

SocC —4.20] %% —4.589%%*

GOV —4.198%** —4.42]

LEV —2.076 -

LIQ —2.044%k% -

SIZE —2.011%%* —5.879%**

R&D -2.019 —5.677%**

TAN —-2.114 —5.147%%*

GDP —3.974%%% -

INF —3.457%%* -

##%p-value < 0.01. Source Authors calculation
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Table 6 Policy uncertainty (WUI) and corporate performance (System GMM estimation results)

Variables ROA ROE TQ

1 M 3)
Lag Performance 0.492%%%(0.113) 0.566%%*(0.132) 0.919%%%(0.219)
WUI —0.001**(0.002) —0.010%**(0.002) —0.011***(0.001)
LEV 0.001*(0.004) 0.009**(0.004) 3.430%(6.940)
LIQ —0.061(0.038) —0.172%*(0.070) —0.004(0.015)
SIZE 1.774%%%(0.333) 0.126(0.126) 0.047(0.089)
R&D 0.009%*(0.004) 0.001(0.077) 1.100%(3.406)
TAN —0.217(0.340) —7.758%%%(2.276) 0.067(0.254)
GDP 0.716%**(0.430) 0.072(0.079) 0.002%(0.015)
INF 0.540%%*(0.198) 0.427**%*(0.151) 0.055%*(0.024)
ARI1 p value Z=-2.52(0.012) Z=-4.70 (0.000) Z=-2.34(0.020)
AR2 p value Z=-1.70(0.101) Z=1.32(0.186) Z=0.36 (0.719)
Hansen p value x2 (2)=0.64(0.726) x2 (1)=3.61 (0.158) x2 (2)=9.23 (0.170)
Total Observations 25,218 25,218 25,218

This table presents the impact of geopolitical risk on corporate performance. ROA, ROE and TOBINSQ
are the dependent variables, where ROA =Return on assets, ROE =Return on equity, and TQ=The sum
of market capitalization, total liabilities, preferred equity and minority interest divided by total assets,
LEV =Leverage, LIQ=Liquidity, SIZE=firm size, R&D=Research and Development, TAN = Asset
Tangibility, GDP =GDP per capita, INF=Inflation and WUI =policy uncertainty

keep up the efficiency of the models, we have used various econometric methods in
our study such as Fixed effect (FE), Random effects (RE) and Feasible generalized
least squares (FGLS) methods.

5 Empirical Results and Discussion

Table 4 presents the results of cross-sectional dependence tests. All the tests pro-
pose the null hypothesis that all the variables are cross sectionally independent. The
test statistics are statistically significant across the four tests and hence reject the
null hypothesis, which concludes that all the variables are cross sectionally depend-
ent. This evidence refers to a typical economic phenomenon impacting the variables
across the 23 developed and emerging nations. For example, a geopolitical conflict
in one country or region can affect the geopolitical position of other countries and
regions. In a globalized and interconnected world, such results are expected.
Therefore, the existence of cross-sectional dependence has significant ramifica-
tions, necessitating the utilization of second-generation unit root tests, such as the
CIPS panel unit root test, and long-run models. Table 5 presents the outcomes of
the CIPS panel unit root test. The statistical properties of the CIPS test are evalu-
ated by comparing them to the key values at various levels of relevance. This
is done under the assumption that the data series exhibits a unit root, indicating
integration of order one. It is determined that the variables exhibit a combination
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of integrated order (i.e., I (1) or I (0)), making them appropriate for long-term
panel econometric investigations.

Table 6 displays the estimation outcomes of Eq. (1). Policy uncertainty (WUI,,)
is found to have a negative relationship with ROA, ROE, and Tobin’s Q. This
suggests that a decline in business performance occurs when policy uncertainty
increases. It could be due to the fact that economic policy uncertainty may lower
firm performance by increasing cost of capital, which in turn acts as a constraint
on the market for financing and investment possibilities. It is also assumed that
in the period of high uncertainty, the availability of alternative sources of funds
decline and therefore, it will be difficult for the firms to raise the financial capital
for investment activities, which ultimately adversely affect the financial perfor-
mance of the company. Other argument is that lesser investment opportunities in
the uncertain conditions also reduces the profit and other financial performance
of the firms. The results support our hypothesis HI (Economic policy uncertainty
(WUI) will be negatively associated with corporate performance). Our results are
consistent with the findings of Kang et al. (2014); Igbal et al. (2020); Feng X
et al. (2021).

Furthermore, the significance level of the lagged terms of the performance meas-
ures make it clear that all performance measures are observed to display significant
persistence. The results also reveal that other control variables such as leverage, size,
R&D expenses, GDP and inflation have significant positive impact on organizations’
financial and market success. On the other hand, liquidity, and asset tangibility, have
significant negative relationship with company performance. The findings indicate

Table 8 Geopolitical risk (GPR) and corporate performance (System GMM estimation results)

Variables ROA ROE TQ

(D ) 3)
Lag Performance 0.670%*(0.549) 0.918%**%(0.321) 0.249%%(0.209)
GPR —0.117%%(0.057) —0.011(0.017) —0.014***(0.003)
LEV 0.004*(0.001) 0.001(0.001) 0.001***(0.001)
LIQ —0.236%* (0.130) —0.071(0.105) 0.052%**(0.016)
SIZE 4.566%%*(1.451) —0.078(0.205) —0.525%%*%(0.115)
R&D 0.001**(0.001) 0.001(0.012) 0.002(0.01)
TAN 1.458(0.917) —1.860(5.375) — 1.471%%*%(0.305)
GDP 0.191%%(0.084) 0.179(0.162) 0.098***(0.016)
INF 0.516%%*(0.183) 0.109(0.315) 0.040%*(0.017)
AR1 p value Z=0.07 (0.010) Z=-3.32(0.001) Z=-0.43 (0.069)
AR2 p value Z=-1.60(0.110) Z=2.17 (0.130) Z=-0.83(0.405)
Hansen p value X2 (2)=3.70 (0.157) x2 (1)=0.04(0.845) x2 (1)=2.19 (0.139)
Total observations 25,218 25,218 25,218

This table presents the impact of geopolitical risk on corporate performance. ROA, ROE and TOBINSQ
are the dependent variables, where ROA =Return on assets, ROE =Return on equity, and TQ =The sum
of market capitalization, total liabilities, preferred equity and minority interest divided by total assets,
LEV =Leverage, LIQ=Liquidity, SIZE=firm size, R&D=Research and Development, TAN = Asset
Tangibility, GDP =GDP per capita, INF=Inflation and GPR = Geopolitical risk
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that a higher proportion of debt financing, greater company maturity, and increased
investment in R&D all contribute to better financial outcomes for businesses.

The estimation results of Eqgs. (2) to (4) are presented in Table 7. The coefficient
of WUI*ENV is positive and statistically significant. This implies that increased
environmental reporting reduces the influence of policy uncertainty on firm per-
formance. We also find the similar results for WUI * SOC and WUI * GOV. The
outcome suggests that a higher level of investments in environmental, social and
governance activities reduce the effect of policy uncertainty on firm performance.
This can be attributed to the facts that business units can mitigate the information
asymmetry by engaging in environmental and social activities, that may enhance the
firm’s credibility and acceptability in the market and reduce the adverse effects of
uncertainty on firm performance. Enhanced transparency regarding the environmen-
tal, social, and governance aspects, supported by a well-established sustainability
framework, enhances the management framework and oversight the resources across
the value chain. This approach also assists in preventing risks through strategic con-
nections and specialized knowledge, while fostering efficient management in times
of uncertainty. As a result, reducing information asymmetry caused by policy inter-
ventions contributes to improved firm performance. Additionally, it is indicated that
the implementation of regulatory measures and a sound governance model enhances
the adaptability and responsiveness of the firm, thereby minimizing the impact of
economic volatility on the financial performance of companies. These results are
consistent with our hypothesis H2 (Sustainability disclosure (ESG) may affect the
Economic policy uncertainty and the corporate performance sensitivity).

Table 8 shows the estimation results of Eq. (5). Models 1, 2, and 3 include the
geopolitical risk index (GPR;,) along with firm-level and country-specific variables
to investigate the impact of geopolitical risk on the performance of the firm. The
results reveal that the geopolitical risk (GPR;,) is negatively associated with cor-
porate performance measures. This implies that a higher level of geopolitical risk
reduces the growth opportunity in the presence of unstable situations arising due to
various geopolitical scenarios, which eventually leads to a decrease the corporate
performance (Adra et al., 2023; Jiang et al., 2022). Our results are consistent with
the real options theory, which explains that firms have the ability to make decisions
regarding whether to wait for deferent options or to make immediate investments in
order to get timely returns on investment, particularly in the context of uncertain or
risky environments. Typically, firms tend to opt for the deferred option due to their
belief that instantaneous investments may not yield favorable returns in uncertain
conditions. Consequently, they exhibit a greater inclination to wait for more promis-
ing investment prospects in the future. This preference for delay ultimately leads to a
decrease in investment and a decline in firm performance (Shen et al., 2021).

Based on prior empirical studies, it can be asserted that geopolitical uncertainty
exerts diverse effects on financial performance across multiple dimensions. The
heightened geopolitical risk (GPR) can have macroeconomic implications, lead-
ing to an aggregate rise in the cost of capital for debt as well as equity financing.
According to Péstor and Veronesi (2013), shareholders require a risk premium in
order to offset the increased risks associated with political uncertainty. Simultane-
ously, enterprises encounter increased challenges in acquiring outside financing
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under favorable conditions. Furthermore, the presence of geopolitical volatility
contributes to an elevation in the perceived risk associated with cash flow control.
According to Dai and Zhang (2019), there is a notable increase in the likelihood of
enterprises experiencing budgetary shortfalls during periods marked by heightened
political risk. Furthermore, the real option theory pertaining to investment irreversi-
bility posits that firms are inclined to postpone investment decisions when the poten-
tial benefits of waiting for future policy uncertainty to be resolved outweigh the
immediate advantages (Bernanke, 1983). This finding supports our hypothesis H3,
(i.e., geopolitical risk is negatively related to corporate performance). Our results
are also consistent with the findings of Phan et al. (2022); Agoraki et al., (2022):
Maneenop et al., 2023).

Table 9 shows the estimation result of Eqs. (6) to (8). The results reveal that
the geopolitical risk is negatively associated with the corporate performance. The
coefficient of GPR * ENV is positive and statistically significant, here the findings
suggest that the higher environmental disclosure reduces the impact of geopoliti-
cal risk on firm performance. We also find the similar results for GPR * SOC and
GPR * GOV. Our findings are consistent with the perspective that when corpora-
tions engage in environmental and social initiatives, they generate positive effects
that extend beyond the company itself, benefiting the community at large. This, in
turn, improves the company’s credibility among shareholders and other participants,
and serves as a form of protection against unforeseen external disruptions. (God-
frey et al., 2009). Another perspective is that environmental, social, and governance
(ESG) practices may assist businesses in enhancing their capacity to effectively
manage the repercussions of these external disturbances raised due to geopolitical
risk across the countries. These findings support our hypothesis H4 (i.e., Sustain-
ability disclosure (ESG) may affect the geopolitical risk and the corporate perfor-
mance sensitivity).

5.1 Robustness Check

Further to check the robustness and to strengthen our results by means of increasing
the reliability and consistency of the findings, we have used various econometric
methods such as Fixed effect, Random effect and FGLS methods. We also carry out
the second set of robustness analysis by using an alternative proxy for sustainable
disclosure, i.e., combined ESG score. Consistent with our primary findings, we find
a positive and statistically significant coefficient for the interaction terms WUIit *
ESGit and GPRir * ESGit (Table 10). These findings also imply that sustainabil-
ity disclosures reduce the impact of economic uncertainty and geopolitical risk on
financial performance of the company.

Further, we have estimated all the models using the other econometric methods
such as fixed effects, random effects and FGLS. All the results are reported in the
Tables 11, 12, 13, 14, 15 and 16. The results are almost consistent with the sys-
tem GMM estimation results. The findings remain similar to those reported in the
previous Tables from 6 to 11. The results of FE, RE and FGLS estimation show
that the relationship nature and significance level for all variables are more or less

@ Springer
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consistent with the results of System GMM estimation. This implies that the impact
of the sustainable disclosure on policy uncertainty, geopolitical risk and corporate
performance is robust across the estimation methods.

6 Conclusions and Policy Implications

Our study contributes to the literature by examining the nexus between economic
policy uncertainty, geopolitical risk, sustainable disclosure, and corporate perfor-
mance through cross-country analysis. This study found that sustainability disclo-
sure (ESG) and its three components, viz. environmental, social and governance
scores are positively associated with the accounting based as well as market based
performance measures, viz. ROA, ROE and Tobins Q. This implies that a higher
level of ESG disclosure is associated with higher levels of corporate performance.
The results are consistent with the studies by Yu et al. (2018); Qureshi et al. (2020);
Zhou et al. (2022). This study also reveals that policy uncertainty and geopolitical
risks decrease the financial performance of the companies. The positive and sta-
tistically significant coefficients of sustainability disclosure variables confirm that
companies having higher sustainability disclosures perform better. This implies
that effective higher environmental, social and governance disclosure reports based
on robust strategic mechanisms, helps to achieve control and monitor resources
by a firm through reducing risk and provides strong linkages and expertise. It also
affirms that sustainable disclosure plays a vital role in development and growth of
companies depending on the degree of voluntary sustainable activities prevailing
in a country. We also found that the sustainability disclosures reduce the impact of
policy uncertainty and geopolitical risk on firm performance. Our results have the
implications for policy makers as well as for the corporate managers of companies
to frame their policies in such manner to derive maximum benefits from this gov-
ernment regulation. Therefore, we can say that sustainability disclosures by firms’
are a noble initiative towards the reducing the information asymmetry between the
management and the stakeholders, which will eventually maximize the financial per-
formance of the firms’.
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