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Abstract

The effect of environmental, social, and governance (ESG) activities on corpo-
rate financial performance (CFP) could be linear or nonlinear. However, inconsist-
ent results remain a research gap and thus need to be re-examined. By drawing on
stakeholder theory and the neoclassical economics perspective while using the panel
data of 155 Chinese listed firms from 2010 to 2020, system generalized method
of moments (GMM) estimation results revealed an inverted U-shaped relationship
between ESG and CFP. Moreover, by drawing on the institutional-based view, it
was determined that government subsidies moderate the inverted U-shaped rela-
tionship between ESG and CFP. Specifically, we found that the inverted U-shaped
effect of ESG on CFP is weakened when government subsidies are high. This study
contributes to the literature by confirming the presence of a curvilinear relationship
between ESG and CFP. This study also generates meaningful implications suggest-
ing that the governmental role in ESG is salient in mitigating associated financial
costs for firms, thereby ultimately affecting CFP.

Keywords Environmental, social, and governance (ESG) - Corporate financial
performance (CFP) - Government subsidies - Emerging economies

Introduction

Firms have increasingly engaged in corporate social responsibility (CSR) activi-
ties to both maximize profitability and fulfill social goals. This has led to consid-
erable interest in academia and practical considerations regarding firms that have
embraced CSR principles (Barrena et al., 2016; Bhardwaj et al., 2018). For instance,
the relationship between CSR and corporate financial performance (CFP) has been
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a longstanding topic in management studies (Lu et al., 2014; McWilliams & Siegel,
2000; Wang et al., 2016). Some studies have revealed a positive association between
CSR and CFP, positing that the former could enhance firms’ reputations and com-
petitive advantages (e.g., Kang et al., 2016; Wang & Choi, 2013). Others have
argued that CSR could hurt CFP by imposing financial costs on firms (e.g., Smith &
Sims, 1985; Wright & Ferris, 1997).

In recent years, firms have turned to environmental, social, and governance
(ESG) activities as pillars of CSR, toward developing competitive advantages which
could eventually affect their financial performance (Eccles & Serafeim, 2013). Fol-
lowing this trend, the topic of linkages between a firm’s ESG engagement and CFP
has garnered attention in academia (Friede et al., 2015; Ortas et al., 2015). Similarly
to assessments on CSR in general, studies have disagreed in their assessments on
the effects of ESG on CFP, with some maintaining that ESG could improve CFP
(e.g., Lo & Sheu, 2007; Rodriguez-Fernandez, 2016) and others identifying nega-
tive effects in ESG investment (e.g., Branco & Rodrigues, 2008; Lee et al., 2016).
At the same time, few studies have posed questions about or explored the possibility
of U-shaped or inverted U-shaped relationships between ESG and CFP; such areas
have remained underexplored (Sun et al., 2019).

Although the extant literature provides valuable insights, we have found several
research gaps. First, previous studies have mostly examined the relationship between
CSR and CFP (Lu et al., 2014; McWilliams & Siegel, 2000; Wang et al., 2016)
rather than focusing on the effect of ESG on CFP. Although few nascent studies
have investigated the relationship between ESG and CFP specifically, they display
inconsistent results regarding this relationship (Bing & Li, 2019; Friede et al., 2015;
Sun et al., 2019). In some studies, a short data period may be to blame for incon-
sistent results (Ruan and Liu, 2021), while the unique context of ESG in countries
was not considered by others (Duque-Grisales & Aguilera-Caracuel, 2019). Moreo-
ver, the ESG-CFP relationship could be more complex than a simple linear relation-
ship. However, the prior research has tended to simply assume a linear relationship
between ESG and CFP. This assumption lacks sufficient supporting evidence and
adequate consideration of a potential nonlinear relationship between ESG and CFP.

Second, few studies have explored how the unique context of emerging countries
influences the relationship between ESG and CFP. Notably, existing studies have
largely focused on developed countries (Buallay, 2019; Eliwa et al., 2021; Velte,
2017; Vishwanathan et al., 2020). However, the impact of ESG on CFP in emerg-
ing markets—where ESG initiatives are underdeveloped—remains far from clear
(Duque-Grisales & Aguilera-Caracuel, 2019). Importantly, empirical evidence on
the efficacy of ESG in developed countries cannot be generalized and applied to
emerging countries (Cuervo-Cazurra, 2016; Ruan and Liu, 2021). Unlike developed
countries, emerging countries are different in terms of having less favorable ESG
cultures, lack of relevant initiatives, and poor business practices (Sharma & Sathish,
2022; Zhao et al., 2018). Therefore, the question of whether the involvement of ESG
will improve CFP in emerging markets remains.

Third, although studies have investigated how CSR may increase or decrease
CFP via micro and macro variables, insufficient number of studies have investigated
the conditions under which the ESG-CFP relationship could be strengthened or
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weakened. The recent ESG literature has identified the moderating effects of multi-
ple firm factors (Sun et al., 2019; Zhang et al., 2015), while the roles of institutional
factors have received little attention. Institutional determinants may significantly
influence the ESG-CFP relationship since the institutional force is pivotal in driv-
ing ESG engagement and implementation—especially in emerging markets (Duque-
Grisales & Aguilera-Caracuel, 2019). Relevant studies have argued that government
subsidies, one of the essential institutional factors, are an effective incentive for firm
social responsibility adoption and reap corporate benefits in the long run (Liu et al.,
2019; Palmer et al., 1995; Porter & Van der Linde, 1995). However, the question of
how and whether both ESG and government subsidies simultaneously affect CFP for
firms is unexplored. Little attention has been paid to analyzing the combined effect
of CFP on firms in emerging markets.

To address the aforementioned research gaps, this study attempts to find the accu-
rately determine the relationship between ESG and CFP. Based on theoretical foun-
dations, we hypothesize that an inverted U-shaped relationship between ESG and
CFP exists. An increasing number of studies have claimed that firms’ social respon-
sibility has tended to be positive at the outset of ESG activities; however, after an
inflection point, returns have tended to diminish and adversely affect CFP. Thus, by
employing arguments from relevant studies, we posit whether a curvilinear relation-
ship exists between ESG and CFP.

Furthermore, by drawing on the institutional-based view, we attempt to inves-
tigate whether government subsidies could moderate this relationship. The role of
institutions has long been considered in CSR and CFP studies. For example, govern-
ment support has tended to play a significant role in promoting CSR activities in
emerging markets (Li et al., 2017). Following this logic, we consider whether gov-
ernment subsidies, as government support, could moderate the association between
ESG and CFP.

To test our hypotheses, we examine Chinese firms listed on the Shanghai and
Shenzhen Stock Exchanges between 2010 and 2020. China is an ideal setting to
highlight the unique context of emerging markets. Engaging in ESG creates addi-
tional cost burdens on administrative and human resources for Chinese firms (Ruan
& Liu, 2021), which impair financial returns. Therefore, the question of whether
engaging in ESG may improve CFP remains. To date, Chinese investors and firms
cannot completely understand the effect of ESG on financial performance (Zhao
et al., 2018). Furthermore, we choose China as our research setting because we
aim to determine the actual roles of government. In China, firms engage in social-
responsibility activities amid the government’s top-down interventionist approach
(Wu et al., 2022). On the one hand, government coercion imposes costs when Chi-
nese firms initiate ESG (Deng & Cheng, 2019; Dorfleitner et al., 2020) , while on
the other, government subsidies are pervasive in China and tend to facilitate firms’
engagement in social-responsibility activities (Liu et al., 2019). Hence, the advan-
tages and disadvantages of governmental roles coexist here.

This study makes two main theoretical contributions. First, it advances CSR stud-
ies, especially in disentangling the contradictory findings around ESG and its impact
on CFP. Drawing upon stakeholder theory and neoclassical economics, we attempt
to explain the circumstances in which ESG has positive or negative effects on CFP,
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and whether a curvilinear relationship exists. We expand upon limited studies on
ESG to provide an in-depth understanding of the relationship between ESG and
CFP.

Second, our study contributes to ESG studies by incorporating the theoretical
underpinnings of the role of institutions in social responsibility. In particular, based
on institutional theory, our study provides a holistic understanding of how institu-
tional context and the role of government may shape ESG behaviors and outcomes
in emerging countries. Since governments can facilitate CSR initiatives, our study
empirically assesses whether government subsidies can moderate the ESG-CFP
relationship. Hence, we generate theoretical implications to help understand how
institutions could affect social responsibility in general, including ESG.

Literature review
ESG and CFP

ESG activities have tended to pertain to a firm’s management of natural resources,
human rights, ethics, and community relationships (Aouadi & Marsat, 2018; Velte,
2017). Embodying the firm’s performance toward the goal of sustainable develop-
ment, the “ESG score” has been closely linked to the company’s strengths, risks, and
effectiveness (Almeyda & Darmansya, 2019). Hence, ESG has served as a measure
of corporate culture and image, demonstrating to stakeholders and society the level
of a firm’s commitment to sustainability (Buallay, 2019). In this regard, an increas-
ing number of papers have come to argue that ESG activities could influence CFP
(Dorfleitner et al., 2020; Sun et al., 2019).

We identified three main schools of thought on the relationship between ESG
and CFP. The first school has tended to positively correlate ESG with CFP. Employ-
ing stakeholder theory, scholars under this tradition have argued that firms’ social-
responsibility activities, such as ESG, could satisfy the interests of various share-
holders, and ultimately increase CFP (Mohammad & Wasiuzzaman, 2021; Tarmuji
et al., 2016). “Doing good while doing well,” a well-known CSR slogan, has typi-
cally been used to encapsulate the positive relationship between ESG and CFP
(Mukherjee & Nuiez, 2019). It implies that firms engaging in social-responsibility
activities such as ESG would be more attractive to potential stakeholders (Vishwa-
nathan et al., 2020). ESG engagement would supposedly satisfy customers and
job seekers looking for ways to identify with the firm’s image, culture, and future
goals—all of which could reflect organizational commitment and enhance a firm’s
reputation (Zhang et al., 2020). Also, a firm’s ESG engagement would be a testa-
ment to its willingness to allocate reasonable resources to maintain a sustainable
relationship with stakeholders. This could help strengthen the firm’s access to crit-
ical stakeholder resources and create more long-term opportunities for client and
business partnerships (Chedrawi et al., 2020). Therefore, engaging in ESG could
attract attention and elicit confidence among stakeholders, thus bolstering firm repu-
tation and customer satisfaction, as well as enhancing CFP (Yim et al., 2019).
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Evidence of positive links between ESG and CFP is largely based on devel-
oped markets. Scholars have argued that ESG disclosure conveys better stake-
holder engagement and transparency in a CSR environment, thereby increasing a
firm’s competitive advantage (Buallay, 2019; Vishwanathan et al., 2020). Studies
by Eliwa et al. (2021) and Velte (2017) also showed that ESG disclosure in devel-
oped markets tends to lower systemic market risk and idiosyncratic risk since it
increases the transparency of information between investors and firms, thus lead-
ing to higher financial performance. Alareeni and Hamdan (2020) suggested that
firms in counties where ESG disclosures are high (e.g., the US and European
countries) tend to have high financial performance and competitive advantage
through better firm reputation and customer satisfaction.

The second school of thought has subverted the above relationship to produce
the slogan “doing good but not well” (Aouadi & Marsat, 2018; Hamilton et al.,
1993). The neoclassical approach has argued that a firm’s main purpose would
be to maximize its shareholders’ wealth, with any other non-financial objectives
making a firm less effective; therefore, investing in ESG activities would create
additional costs and hurt CFP (Friedman, 2007). According to this view, ESG
activities beyond legal requirements, charitable donations, and measures to com-
bat pollution, poverty, or unemployment would place undue financial burdens on
firms (McWilliams & Siegel, 2001; Zhang & Guo, 2018). This school of thought
has tended to portray ESG as an overinvestment (Ruan & Liu, 2021), which could
lead to a competitive disadvantage and upset the stakeholders envisioning no ben-
efits from the expenditure on ESG activities (Campbell, 2007; Farooq, 2015; Jia
& Zhang, 2011). In transferring scarce resources away from the goal of maximiz-
ing shareholders’ wealth, ESG engagement could squeeze investments dry and
consequently weaken CFP (Barnea & Rubin, 2010).

Numerous studies involving developing/emerging countries have found a nega-
tive association between ESG and CFP. They have largely argued that CSR activi-
ties are a far-reaching possibility in developing nations, highlighting a concern
that overinvestment decisions for ESG initiatives and immature ESG environ-
ments in such countries would impair financial returns (Bing & Li, 2019; Sharma
& Sathish, 2022). When ESG initiatives are in the initial stage, firms need
to invest and adopt a series of ESG standards and requirements, which lowers
their profits (Deng & Cheng, 2019). Bing and Li’s (2019) investigation of 1028
Chinese firms from 2010 to 2017 showed that ESG practices can harm a firm’s
financial performance. This study provided evidence suggesting that engaging in
CSR practices leads to more expenditures, thereby lowering a firm’s competitive
advantage. From the context of the emerging market of Latin America, Duque-
Grisales and Aguilera-Caracuel (2019) also provided empirical evidence suggest-
ing that ESG is negatively associated with CFP. ESG activities lead to additional
costs for a firm because they require investments in the improvement of products
and processes to satisfy ESG requirements. Furthermore, this study also argued
that the low legitimacy and low loyalty of firms in emerging countries generate
image problems rather than improve firm reputation. Consequently, ESG sup-
presses the profit margins of emerging market firms.
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The third and final school of thought has argued for a nonlinear relationship
between ESG and CFP, associating concurrent positive and negative influences
with it (Wang et al., 2008). During the early stages of ESG implementation, CFP
could decline amid an increase in expenses. However, a higher level of firms’ social
responsibility could enhance their value and display a competitive advantage to
shareholders, increasing CFP and creating a U-shaped relationship (Chen et al.,
2018; Trumpp & Guenther, 2017). In contrast, while ESG initiatives could help
firms generate positive financial incomes, after an inflection point, they would likely
become less attractive if shareholders were to perceive it as too much exposure.
Increasing costs could also outweigh the advantages of ESG activities, creating an
inverted U-shaped relationship between ESG and CFP (Sun et al., 2019; Zhang &
Guo, 2018).

ESGin China

In China, ESG initiatives started late and remained in the juvenile stage (Zhao et al.,
2018). In December 2015, the Hong Kong Stock Exchange started the ESG initia-
tives and amended the “Guidelines for ESG Reporting.” When China introduced a
green finance system in 2016 and started gaining momentum toward its 2060 goal
of carbon neutrality, authorities started to require the disclosure of ESG informa-
tion. Furthermore, in 2017 and 2019, the US Nasdaq Stock Exchange and European
countries issued “ESG Reporting Guide 1.0 and 2.0,” which implemented the com-
pliance of mandatory ESG activity disclosure (Ruan & Liu, 2021).

In line with shifts in international markets, the Chinese government continuously
stressed the importance of ESG and improved related policies. In 2017, the China
Securities Regulatory Commission (CSRC) revised the “Listed Company Govern-
ance Guidelines” to require firms to disclose environmental information and social
responsibility performance. In 2018, the CSRC revised the “Listed Company Gov-
ernance Code,” stipulating that listed companies will have the responsibility to dis-
close ESG information.! The implementation of ESG is largely driven by policy
incentives and regulation (i.e., using a top-down approach) to achieve high-quality
societal development. In 2019, the Shanghai Stock Exchange mandated ESG-related
information disclosure requirements, while the Hong Kong Exchange also required
ESG information disclosure through the revision of “How to Prepare Environmen-
tal, Social and Governance Reports” (Ruan & Liu, 2021). As a result, in 2020, more
than a quarter of A-share companies published annual ESG/CSR reports—compared
to 371 Chinese listed firms in 2009.>

Although China’s ESG information disclosure has leapfrogged, unlike
developed economies where voluntary norms are voluntary and proactively

! China Briefing, What is ESG Reporting and Why is it Gaining Traction in China? https://www.china-
briefing.com/news/what-is-esg-reporting-and-why-is-it-gaining-traction-in-china/ (accessed July 28,
2022).

2 Capital Monitor, China’s new ESG disclosure standard “of limited use” to investors, https:/capitalmon
itor.ai/regions/asia/china-esg-disclosure-standard-investors/ (accessed July 28, 2022).
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implemented by firms (Almeyda & Darmansya, 2019), ESG remains a relatively
new concept in China (Zhao et al., 2018). As previously noted, establishing the
construction of ESG started late in China. Moreover, Chinese firms tend to con-
sider ESG reporting as a future activity. Their lack of expertise and systems for
ESG reporting has resulted in their slow development in this regard (Zhao et al.,
2018). This may be because Chinese firms have not paid sufficient attention to
ESG and there has been a lack of initiatives aimed to ensure the objectiveness
of ESG information disclosure (Ruan & Liu, 2021). Chinese firms largely recog-
nize that ESG/CSR activities may improve a firm’s reputation and brand image
while also feeling that a firm’s ratings on non-accounting indicators suggest how
risk is controlled (Alareeni & Hamdan, 2020). Therefore, firms believe that ESG
disclosure could aggravate the information asymmetry between investors and
firms (Ruan & Liu, 2021), and investors and firms in China do not ascribe enough
importance to ESG.

Moreover, many in China doubt whether engaging in ESG activities yields
benefits. To settle the ESG practices, Chinese authorities mandated that Chinese
firms listed on the Shanghai and Shenzhen Exchanges must report ESG activities
to meet global standards. This top-down approach from the Chinese government
has prompted Chinese firms to add independent directors, replace obsolete equip-
ment with greener technology, and invest in systems for streamlined data collec-
tion procedures and monitoring systems to meet the regulatory requirements of
ESG information disclosure (Cui et al., 2021). Therefore, achieving compliance
in this regard has created additional cost burdens for companies (Ruan & Liu,
2021). Hence, the government’s pressure on firms to initiate ESG imposes direct
costs on firms (Duque-Grisales and Aguilera-Caracuel, 2019). As such, firms that
adopt ESG practices must cope with increased stress regarding financial perfor-
mance and are at a competitive disadvantage over those who do not engage in
ESG practices (Bing & Li, 2019; Wang et al., 2008).

Furthermore, the lack of trust in and loyalty toward ESG among Chinese stake-
holders has forced firms to invest more in ESG, thereby imposing costs on the
firms. Despite the endeavors made to develop initiatives on ESG, emerging mar-
ket firms have not yet earned sufficient trust and loyalty from their workers, con-
sumers, and society in general (Reimann et al., 2012). A lack of trust is caused by
corruption, unclear information disclosure, and low degrees of investor protec-
tion. To demonstrate greater legitimacy in questions relevant to its stakeholders,
Chinese firms must invest more in corporate governance mechanisms (i.e., hiring
external auditors), which imposes high expenses on Chinese firms (Ruan & Liu,
2021).

Taken together, the question that remains is whether the involvement of ESG will
positively influence a firm’s performance in China. Due to institutional conditions
and the discrepancy between perceptions and practices, investors and firms in China
cannot clearly understand neither the specific impact of ESG practices on firm per-
formance nor the contingent determinants between the link. Only a few studies have
attempted to answer this question (c.f., Deng & Cheng, 2019). Therefore, at this
time, it is vital to provide the theoretical and practical implications of the value of
ESG on CFP.
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Hypotheses development
Curvilinear relationship between ESG and CFP

Our discussion thus far has proposed that the relationship between ESG and CFP
is more complex than in the aforementioned studies’ bipolar views (Aouadi &
Marsat, 2018; Buallay, 2019; Dorfleitner et al., 2020). In particular, the relation-
ship could be more complicated when ESG practices are not conducted in the
effective manner (Duque-Grisales & Aguilera-Caracuel, 2019). By analyzing the
likely trends around the specific benefits and costs of ESG and integrating these
opposing effects, we posit an inverted U-shaped relationship between ESG and
CFP.

As previously noted, adopting a standard certification and endeavors associ-
ated with ESG activities helps to strengthen the sustainable relationship with
stakeholders by conveying quality information, creating more opportunities with
stakeholders, strengthening the firm’s legitimacy, and distinguishing its capabil-
ity from competitors (Su et al., 2016). A good ESG record can positively impact
a firm’s reputation and brand image. Thus, such positive links help improve CFP
(Yim et al., 2019). However, increases in benefits (i.e., the slope of the curve for
the total benefits of ESG) would be expected to gradually level off for several rea-
sons (Wang et al., 2008).

First, despite stakeholders’ willingness to support ESG initiatives, there are
limits to the amount and type of resources that socially conscientious stakehold-
ers could control and thus potentially provide to the firm. These limitations have
tended to place a natural ceiling on the amount of benefits a firm could obtain
from voluntary activities, including ESG (Zhang et al., 2018). Second, and per-
haps more importantly, even if we were to assume that stakeholders would be
able to provide unlimited resources, a constant linear relationship would be
highly unlikely. In subscribing to the traditional perspective of neoclassical eco-
nomics, one encounters a trade-off between ESG and CFP. From this perspective,
if social-responsibility activities were to run counter to the pursuit of profit maxi-
mization for shareholders, the firm would suffer losses (Friedman, 2007).

Social-responsibility activities have tended to raise direct costs and thus affect
CFP (McWilliams & Siegel, 2001). This could extend to investments in ESG,
specifically: For instance, a firm could find it necessary to establish a separate
department devoted to ESG if considerably raising its engagement in it. Such
commitment would likely increase the firm’s overall human resources and admin-
istrative costs (Wang et al., 2016). Furthermore, a firm would be expected to
spend heavily to complete its transformation, including upgrading its operations
and products (Palmer et al., 1995).

The additional costs from such initiatives could suppress financial perfor-
mance since corporate funds would be compromised (Ruan & Liu, 2021). These
higher direct costs could further impair CFP by making the firm less attractive to
stakeholders (Aouadi & Marsat, 2018). As also mentioned earlier, expenditures
on ESG activities could be seen as a drain on resources without any financial
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return (Hillman & Keim, 2001). Therefore, stakeholders might regard the firm as
overspending on activities beyond the core business, and thus less profitable. At a
certain point, maintaining high ESG-related costs could no longer be justified, as
such activities have been found to eventually stop delivering an acceptable level
of added value (Sun et al., 2019).

Taken together, these countervailing forces should lead to an inverted U-shaped,
curvilinear relationship between ESG and CFP. Within certain limits, ESG initia-
tives could help a firm enhance its reputation, elicit stakeholder support, secure
essential resources, and provide protections against the risk of resource loss (God-
frey, 2005; Vishwanathan et al., 2020). However, if ESG activities were to increase
beyond a certain level, their positive effects would likely level off due to increased
direct costs and resource control by stakeholders (Hillman & Keim, 2001; Wang
et al., 2008). Hence, we propose the following hypothesis:

H1. ESG and CFP will have an inverted U-shaped relationship.

Moderating role of government subsidies

Compared to developed countries, firms in emerging markets with underdeveloped
social responsibility mechanisms are normally influenced by state intervention
(Wang et al., 2008). The driver of CSR initiatives would be supports from related
legislation and regulations, with the government demonstrating a strong commit-
ment to social responsibility through varying policies. These measures can entail
stringent command-and-control regulations, including penalties and fines, while also
providing voluntary incentives such as economic incentives and subsidies (Wu et al.,
2022). For instance, since firm’s voluntary program and strategy are undeveloped in
China, its government is a central actor in both establishing legislation and pursu-
ing societal development (Cui et al., 2021). Therefore, the government plays a more
strategic role in providing impetus by harnessing related laws and regulations.
Studies from the institutional-based approach have long argued that government
regulations could promote firms’ social-responsibility engagement and implemen-
tation (Kim et al., 2013; Vallentin, 2015). Regulators, including those involved in
reporting and policy enforcement, have tended to raise awareness of social responsi-
bility, provide guidelines for procurement, and improve transparency and voluntary
disclosures (Dorobantu et al., 2017). In doing so, regulatory institutions could shape
firms’ social-responsibility behaviors and outcomes by engaging in the societal
goals around sustainable development (Jamali et al., 2020). If firms were to adopt a
flexible, laissez-faire approach or facilitate voluntary codes on social responsibility
issues, the government could step in and act as an impactful “push variable,” provid-
ing guidelines and policies to facilitate ESG engagement (Marquis & Qian, 2014).
According to Albareda et al. (2007), government roles in fostering firms’ social
responsibility have been to mandate (‘“command-and-control” legislation) and facili-
tate (policies, fiscal funding, and support to create incentives). Governments launch
legal instruments, including laws and regulations, to encourage firms to embrace
social responsibility. Such legislative power often requires disclosures from firms.
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“Command-and-control,” as the term suggests, tends to be compulsory. Thus, the gov-
ernment could compel firms to conduct social-responsibility activities by urging them
to comply with directives and regulations and monitoring auditing and reporting sys-
tems (§kare & Golja, 2014; Zhang et al., 2018).

Governments could also provide economic incentives such as tax breaks, financial
support, and other subsidies to persuade firms to engage in social responsibility (Bradly
& Nathan, 2019). Such a market-based system has tended to be flexible, incentivizing
firms to voluntarily adopt social responsibility and creating a self-reinforcing mecha-
nism, unlike coercive measures like compulsory government intervention (Sarker,
2013). Therefore, neoclassical economists have long argued for less government inter-
vention and more of a market-based incentive system, claiming that firms allowed to
voluntarily participate in social responsibility would be incentivized to reap the benefits
in the long run (Palmer et al., 1995; Porter & Van der Linde, 1995).

Government subsidies have been regarded as the most effective type of public
incentive for social responsibility adoption (Qi et al., 2021). Firms receiving govern-
ment subsidies have tended to be more willing to initiate social-responsibility activities
toward realizing societal goals (Liu et al., 2019). This has included proactive engage-
ment in charity and environmental protection to address related political pressures (Qi
etal., 2021).

Since ESG activities have clearly been costly, government subsidies may relieve
the pressure on cash flow and financial resources (Deng et al., 2020; Marquis & Qian,
2014) and provide solutions to cost-related financial constraints as well as improve
product efficiency, which could lead firm to continuous ESG (Liu et al., 2019). There-
fore, governments hold the power to mitigate the additional cost burden from social
responsibility: After obtaining government subsidies, firms may have sufficient finan-
cial slack to engage in ESG activities.

Firms with higher government subsidies could channel them into making ESG
activities more efficient and be more flexible in choosing how to enhance their ESG
abilities (Marquis & Qian, 2014). Firms armed with government subsidies might more
proactively adopt ESG initiatives by, for instance, upgrading to green technology and
developing eco-friendly products (Li et al., 2018). Such companies would then be posi-
tioned to inform stakeholders of their ESG activities (Su et al., 2016). Such reinforce-
ment could also reduce costs since stakeholders could come to perceive ESG as a valu-
able pursuit; their greater commitment would, in turn, potentially bolster competitive
advantage and reputation (Duque-Grisales & Aguilera-Caracuel, 2019). With these
considerations, we hypothesize thus:

H2. Government subsidies will moderate (flatten) the inverted U-shaped relationship

between ESG and CFP. Specifically, the effect of this inverted U-shape is strength-
ened for firms with lower government subsidies.
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Methodology
Data collection

ESG activities have been considered crucial since the term ESG was introduced in
2005 (Almeyda & Darmansya, 2019). The databases of Bloomberg and Thomson
Reuters started to provide firm ESG scores in 2008 by developing in-house ESG
expertise (Tarmuji et al., 2016). However, ESG information disclosure is concen-
trated on the firms of developed economies. Latecomers to ESG initiatives in devel-
oping/emerging markets, including those in China, have a more limited number of
available ESG scores (Alareeni & Hamdan, 2020). The collection of Chinese firms’
ESG scores became feasible around 2010 (Deng & Cheng, 2019). Thus, extant stud-
ies on ESG in China were conducted after 2010 (Bing & Li, 2019; Garcia et al.,
2017; Ruan & Liu, 2021).

Accordingly, we collected data on Chinese A-share companies listed on the
Shanghai and Shenzhen Stock Exchanges from 2010 to 2020. To collect ESG
scores, we used Datastream software provided by Thomson Reuters. We combined
the China Stock Market Accounting Research Data Service (CSMAR, https://cn.
gtadata.com) database with the annual reports of each company from the WIND
database (https://www.wind.com.cn) to collect government support information and
other firm-related variables. After adopting a 1-year lag and deleting missing data,
we obtained unbalanced panel data from 155 firms. The final sample consists of 355
observations.

Measures
ESG

The Thomson Reuters Eikon database provides a firm’s total ESG score, which is
the combined ESG performance value of three subgroups: environmental (E score),
social (S score), and governance (G score) (Duque-Grisales & Aguilera-Caracuel,
2019; Taylor et al., 2018). The environmental dimension pertains to resource use
“reduction, emission reduction, and product innovation”; the social dimension to
“human rights, workforce opportunities, society and community, training and devel-
opment, product responsibility, employment quality, and health and safety”’; and the
governance dimension to “vision and strategy, shareholder rights, board functions,
board structure, and compensation policy”. The value ranges from O to 100. The
higher the combined value of ESG, the higher the ESG score.

CFP
We used the return on assets (ROA) ratio to measure CFP, which is net income

divided by total assets (Fisher & McGowan, 1983; Hillman & Keim, 2001). Rel-
evant studies on ESG-CFP argued that CFP could be estimated on accounting- or

@ Springer


https://cn.gtadata.com
https://cn.gtadata.com
https://www.wind.com.cn

410 E.T.Lee, X. Li

market-based measures (c.f., Atan et al., 2018). In this study, we used accounting-
based measures rather than market-based measures because the accounting-based
measures could provide more appropriate information in a “transaction economy”
such as China’s, where the capital market is not perfectly competitive (Velte, 2017).
We used ROA—a proxy of accounting-based measurement—because it is the most
commonly used measure to evaluate firms’ financial performance (Hambrick &
Quigley, 2014; Waddock & Graves, 1997).

Government subsidies

For this study, a government subsidy refers to a free monetary allocation (not
including government capital investments) (Deng et al., 2020; Liu et al., 2020). We
obtained government subsidies and reward figures for firms’ ESG activities from
CSMAR and the annual reports of each company. Following the study of Jiang
et al. (2020), to measure ESG-related government subsidies, we first obtained a
firm’s total subsidies received from central and local governments. We then care-
fully screened the specifications of the subsidies and subtracted those unrelated to
ESG from the totals. For example, government subsidies for environmental protec-
tion and renewable energy were among those included in this study. We used natural
logarithm of the value of government subsidies to correct for its skewness (Deng
et al., 2020).

Control variables

Based on previous studies’ frameworks, five firm-level variables were controlled for,
due to their potential impact on a firm’s financial performance. These were namely
firm size, firm age, debt ratio, growth ratio, and R&D intensity. Firm size was meas-
ured according to the natural logarithm of the company’s total assets, to control for
the effect of economies of scale on ESG activities and firm performance (Orlitzky,
2001). Since a company’s performance can be dependent on its accumulated experi-
ence, we added firm age and past financial index to control for the effect of accumu-
lated experience and financial conditions on its performance (Wang & Choi, 2013).
Firm age was the number of years since the firm’s establishment; debt ratio was the
firm’s total debt over its total assets; growth ratio was the percentage increase of
the firm’s total sales; and R&D intensity was the ratio of R&D expenditures to the
firm’s total sales. Finally, at the industry level, we controlled for competitive inten-
sity, calculated by subtracting the Herfindahl-Hirschman Index (HHI) from 1 (Deng
et al., 2020).

Estimation methodology

Given that our data comprise both cross-sectional and time-series data, this study
employs panel data estimation. We set out to consider the presence of latent unob-
servable effects for each firm. Moreover, we use an instrumental variable approach
to address potential endogeneity problems, namely the system GMM (generalized
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method of moments) estimator (Arellano & Bover, 1995; Blundell & Bond, 1998).
The system GMM estimator addresses simultaneity biases and endogeneity prob-
lems by using first-difference estimators as instrumental variables.

This study employed three tests to ensure the reliability and validity of the sys-
tem GMM estimator (Roodman, 2009). For the Sargan and Hansen tests, not all
instruments were related to the dependent variable, which implies the validity of
all instruments. Additionally, for the second-order autocorrelation test, there was no
absence of the second autocorrelation for the error term. We estimated the system
GMM by applying STATAL1S.

Results

Table 1 presents the descriptive statistics and correlations among all variables.
Before testing our hypotheses, we tested the multicollinearity among variables. We
verified that the highest value of VIF was 1.26. As this turned out to be significantly
lower than the acceptable value of 10, it appeared that multicollinearity was not a
major concern for our study (Hair et al., 2010).

Table 2 displays the results from system GMM estimation. We included the inde-
pendent variable in model 1 and the independent and control variables in model 2.
Model 3 tested hypothesis 1 (H1). Model 4 included the moderating variable to test
hypothesis 2 (H2).

As shown in model 2, the coefficient of ESG scores was positive, but not statis-
tically significant (f = 0.001, n.s.). In model 3, the coefficient of ESG scores was
positive, the coefficient of the square term of ESG scores was negative, and both of
them became statistically significant (§ = 0.008, p = 0.008; g = —0.004, p < 0.001,
respectively). The latter confirms the inverted U-shaped relationship between ESG
and CFP, supporting H1. Finally, in model 4, the interaction between the squared
term for ESG and government subsidies was positive and statistically significant
(p =0.001, p < 0.05), supporting H2.

To gain further insights into the moderating effects of government subsidies, we
plotted the results from model 4. Figure 1 depicts the effects of ESG and govern-
ment subsidies on CFP, indicating that the inverted U-shaped relationship changes
as government subsidies increase. This finding suggests that government subsidies
moderate the effects of an inverted U-shaped relationship between ESG on CFP. The
relative slopes of the graphs at low, middle, and high government subsidy levels fur-
ther confirm these findings: The figure demonstrates that the relationship between
ESG and CFP within the high government subsidy curve is flatter than the relation-
ship within the low government subsidy curve.

Conclusion
This study examined the associated ESG and CFP of 155 Chinese listed firms on the

Shanghai and Shenzhen Stock Exchanges from 2010 to 2020. We began by inves-
tigating the relationship between ESG and CFP and found it to have an inverted
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Fig. 1 Two-way interactive effect between ESG and government subsidy

U-shaped relationship. We also found that government subsidies appeared to flatten
this relationship. As we had hypothesized and shown in Fig. 1, the inverted U-shape
effect of ESG on CFP appeared weaken for firms with more government subsidies.
Based on our findings, we present the following theoretical implications for relevant
fields of study.

Theoretical implications

Our study makes several contributions to our understanding of ESG and CFP in
general. First, it provides detailed arguments and empirical support for a curvilin-
ear relationship between ESG and CFP. Therefore, our study contributes to both
management studies and CSR studies. The existing CSR studies have focused on
the simple linear relationship between ESG and CFP, rather than exploring its com-
plexity. Unlike extant studies, our research has managed to prove the presence of a
curvilinear relationship between ESG and CFP. We articulate this process in detail,
drawing from and integrating stakeholder theory and neoclassical economics. Even
with respect to ESG and CFP in general, we are aware of only a handful of studies—
including Sun et al. (2019), Wang et al. (2008), and Zhang and Guo (2018)—which
have alluded to the possibility of a curvilinear relationship.

Our findings imply that while ESG activities may positively influence CFP, after
a certain point, ESG is likely to hurt CFP by imposing financial costs, which could
eventually become intolerable to firms. Our results are consistent with the arguments
of Sun et al. (2019) and Wang et al. (2008). Although ESG engagement may arise
from stakeholders’ support, complex circumstances may adversely influence CFP.
Our research calls for caution regarding how to consider ESG costs when evaluat-
ing firm performance. In this regard, not only have we provided detailed theoretical
foundations, but also empirical support for a curvilinear ESG—CFP relationship.

@ Springer



Too much of a good thing? Exploring the curvilinear relationship... 415

Second, we enrich the theoretical underpinnings of ESG by identifying the
related mechanism in further detail, in examining the moderating effects of govern-
ment subsidies on the ESG—CFP relationship. While institutional-based perspectives
have tended to portray political instruments as pronounced catalysts for ESG activi-
ties (Dorobantu et al., 2017; Kim et al., 2013), previous studies did not sufficiently
discuss the mechanism through which the circumstances of policy instruments could
affect ESG and CFP (Qi et al., 2021). Our results indicate that government subsi-
dies can flatten an inverted U-shaped relationship between ESG and CFP, meaning
that governmental subsidies can mitigate the direct financial costs originating from
ESG initiatives. This may be related to firms’ perception of government subsidies as
financial resources; the larger the amount, the better the chance of relief from ESG-
related costs.

Our findings are in line with the tenet of the institutional-based approach that
CSR effectiveness may be dependent on institutional context (Kim et al., 2013; Val-
lentin, 2015). The results of the present study imply that policy instruments may
mitigate the pressure of financial costs and facilitate social-responsibility engage-
ment, affecting the firm’s financial performance. By building a more comprehensive
outlook, our research marks an attempt to examine how government subsidies mod-
erate the ESG—CFP relationship, complementing CSR studies and also capturing a
more complete picture of ESG.

In this regard, our study differs from extant studies by demonstrating the institu-
tional context and government role in ESG-CFP. Traditionally, studies of ESG have
not investigated the interaction between policy instruments and ESG (Cui et al.,
2021; Zhang et al., 2015). Given the importance of both regulatory instruments and
ESG to firms, combining them produces valuable insights into understanding the
essential drivers of firm performance (Marquis & Qian, 2014). Our study suggests
that ESG represents endeavors that link societal goals with its external environ-
ments, and the institutional environment indicates more than conditions that influ-
ence financial outcomes. From this perspective, the integration of two theoretical
rationales—CSR and the institutional-based perspective—embodies a new vision of
firm traits, such that institutions affect ESG activities in a way that sustains engage-
ment in social responsibility.

Our study also hints at which policy instruments may benefit the ESG-CFP rela-
tionship. Relevant studies have long discussed how and which two contradictory
types of regulations—command-and-control regulation vs. the market-based regu-
latory approach—affect the CSR behaviors and outcomes (Albareda et al., 2007,
Palmer et al., 1995; Porter & Van der Linde, 1995). The former is coercive (e.g., via
fines and sales bans), while the latter emphasizes voluntary good behavior and self-
determination with flexible instruments (e.g., subsidies and tax incentives) (Sarker,
2013; Zhang et al., 2018).

Some argue that solid government intervention and punitive measures via
command-and-control regulation are more effective in supporting CSR activities
(Albareda et al., 2007; Skare & Golja, 2014). Other studies argue that voluntary
norms that serve as market-based incentives are better because flexible instruments
are proactively fulfilling the expectation of society by motivating firms via a bottom-
up approach (Bradly & Nathan, 2019; Palmer et al., 1995). Our findings illustrate

@ Springer



416 E.T.Lee, X. Li

that market-based incentives may be effective and also suitable as regulative meas-
ures for driving a firm’s ESG engagement. Although costs related to ESG activities
may impair a firm’s financial performance, by obtaining government subsidies, firms
could continue social responsibility activities by mitigating the pressure of financial
burdens. Our findings can help compile in-depth knowledge regarding the role of
government in ESG engagement.

Lastly, our study advances ESG studies by illustrating the ESG-related circum-
stances of an emerging economy. “Doing well by doing good” has been the standard
motto in explaining the role of ESG on CFP (Vishwanathan et al., 2020). However,
our research shows that ESG maturity can affect CFP in an emerging economy. Very
few studies have considered how the institutional context of countries may shape the
maturity of ESG (Duque-Grisales & Aguilera-Caracuel, 2019; Garcia et al., 2017).
Relevant studies have largely treated institutional context as the background (Bing
& Li, 2019; Zhao et al., 2018), while the impact of such circumstances on the ESG-
CFP relationship has been neglected.

By providing detailed circumstances of an exogenous environment in an emerg-
ing market such as China, our study suggests that institutional context may influence
the maturity of ESG. Furthermore, our results reveal that immature ESG circum-
stances may foment critical cost burdens to firms engaging in ESG activities in the
emerging market context. Thus, this study addresses the research gap with respect to
what has been explored in the previous CSR/ESG studies in the context of emerging
economies. Our study illustrates that firms in emerging economies may experience
different stages of ESG maturity; therefore, previous findings on the ESG-CFP can-
not be generalized to emerging markets due to heterogeneous institutional condi-
tions. In this sense, our findings hint at the factors and underlying mechanisms that
firms in emerging economies should understand when deploying ESG into strate-
gic decisions. This study incorporated meaningful variables that can illuminate the
complexity of ESG, thereby offering in-depth knowledge.

Managerial implications

Our study also carries practical implications for managers and policymakers, as
more firms become eager to engage in ESG. Companies have increasingly recog-
nized ESG as a means to enhance competitive advantage, and as a win—win strategy
to fulfill societal goals and boost their own performance. At the same time, manag-
ers must realize that ESG activities inevitably consume financial resources, such as
investments in human resources and green facilities (Ruan & Liu, 2021). An accept-
able rate of return on such investments may become elusive after a certain point.
Therefore, managers ought to weigh the potential benefits of ESG against the expen-
ditures necessary for ESG activities.

In addition, policymakers in emerging economies, where ESG tends to be less
mature, ought to be aware that regulatory means could help drive ESG at the
national level. Economic incentives and government subsidies to firms can steer the
latter into fulfilling societal goals (Sarker, 2013). Therefore, regulatory authorities
ought to more proactively work on creating a system of incentives. The Chinese
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government, for instance, provides environmental subsidies to promote green inno-
vation and combat pollution, but fewer subsidies to address social- and governance-
related concerns. It has long been argued that a “command-and-control” regulatory
system has been more effective in driving social responsibility, since, unlike a flex-
ible, market-based incentive system, it demands action (Skare & Golja, 2014). How-
ever, Chinese policymakers ought to realize that a market-based system involving
government subsidies may bring benefits by reducing pressure on firms’ cash flow,
thus driving ESG initiatives. Therefore, more consideration of ESG-related options
is needed in China.

Limitations and suggestions for future research

Although this study provides several theoretical and managerial implications, it has
certain limitations. For example, the ESG—the object of the sample selection—was
obtained only from Chinese firms. Parameters among the firms selected constitute
another limitation: All the firms in the sample were listed on China’s stock market
exchanges, meaning that small- and medium-sized enterprises (SMEs) which were
not publicly listed were excluded. Moreover, since all the firms had to be in sound
financial condition to be included in the sample, firms with poor ESG and financial
weaknesses did not make the cut, either. Future research should expand the sample
to such companies, so that analyses of the effects of ESG on financial performance
become generalizable.

Furthermore, since we only used Chinese firms, our sample may give the limited
knowledge about more developed country context. Hence, future research should
consider a larger sample of firms from diverse countries to improve the generaliz-
ability of the results. In particular, a comparative study between developing and
developed economies can be conducted to examine the ESG circumstances of differ-
ent countries (Kulshreshtha et al., 2019).

There may be a time lag in the effects of ESG. Based on our findings, increases in
profitability after investing in ESG seem to be inferior to the total expenditures on it,
at least in the short run (i.e., 1 year in this study). However, if the term under analy-
sis were to be lengthened, the findings on investments in ESG could be different.
Considering the recent rise in ESG activities among Chinese firms, further studies
are necessary to gain insights into the effects such initiatives could exert on CFP in
the long run.

This study also did not analyze various indicators of CFP to ESG. We used ROA
to represent CFP, the variables most commonly used for analysis in prior research.
We did not include a detailed exploration of how other indicators of CFP (e.g.,
Tobin’s Q, PE, EVA) could be related to ESG. Further research could examine the
various CFP indicators in light of ESG initiatives. Also, for ESG, we used the sec-
ondary data of ESG scores provided by Thomson Reuters. Although these data have
been widely used in recent literature (Bing & Li, 2019; Garcia et al., 2017; Ruan
& Liu, 2021; Tarmuji et al., 2016), the evaluation method of ESG scores could be
subjective according to the database companies, which may influence the results of
our study. Recently, local database companies have also provided ESG scores by
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developing evaluation methods and hiring experts (Bing & Li, 2019). Such measure-
ments could also be reliably to reflect the local circumstances of ESG. Thus, future
studies should consider other alternative measures of ESG scores, such as interviews
and survey data from local database companies.

As a final consideration, our paper addresses the important question of whether
policy instruments may influence the ESG-CFP relationship. To address the impact
of government role on ESG-CFP in this study, we only examined voluntary norms
(i.e., government subsidies). As previously noted, two different types of regula-
tions—command-and-control regulations and voluntary norms—can have varying
impacts on the ESG-CFP relationship (Qi et al., 2021; Zhang et al., 2015). Hence,
the future studies should compare and identify which policy instruments flatten and
steepen the ESG-CFP relationship. In this manner, a more comprehensive picture
of government roles can be drawn to fortify the results of academics and guide
policymakers.
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