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Anotacija

Strauji pieaugo$a tendence ieguldit lidzeklus uzp@mumos, kas atbilst &tiskiem vides,
socialajiem un korporativas parvaldibas joma (no anglu valodas — environmental, social, and
governance jeb ESG) atbilstoSiem standartiem, ir piesaistijusi gan uznéméju, gan investoru un
finan§u profesionalu uzmanibu. ST pareja no firi finansialas atdeves uz visparinatu pieeju
ieguldfjumiem liek nozares dalibniekiem pieverst lielaku uzmanibu ar ilgtsp&ju saistitiem
apsverumiem. Uzpémumu ilgtsp&jas koncepcija, ko mera ar ESG faktoriem, atbilst
uznéméjdarbibas pieejai, kas vérsta uz ilgtermina vertibas radiSanu visam ieinteresétajam
personam, ieskaitot to akcionarus, integréjot vides, socialos un korporativas parvaldibas
apsvérumus lemumu pienemsana un saimnieciskaja darbiba.

Ta ka Eiropas Savieniba arvien lielaku uzsvaru liek uz ilgtsp&ju, Centraleiropas un
Austrumeiropas (CAE) valstis, tostarp trijas Baltijas regiona jaunattistibas valstis - Igaunija,
Latvija un Lietuva, uznémumi tiek stimuléti uzlabot savus ESG raditajus. Lidz ar to §T tendence
klust arvien nozimigaka §1 regiona investoriem, ka arT uznémumiem, kuri vélas paaugstinat savu
ESG atbilstibas ltmeni. Turklat ESG investiciju picaugums CAE valstis var palidz&t veicinat
ekonomisko izaugsmi un mazinat plaisu starp Austrumiem un Rietumiem investiciju un
ekonomiskas attistibas Iimena zina.

Saja disertacija tiek pétits £SG ievieSanas prakses un briedums CAE regiona, ipasu uzmanibu
pievérSot Baltijas valstim. Taja ir izklastita paSreizgja situacija ESG ievieSanas joma, tostarp
ilgtsp&jas faktoru ievieSana, informacijas atklasana, atbilstiba starptautiskajiem standartiem.
Papildus tiek petiti arT ESG virzitajspeki un pastavosie skersli. Lai noteiktu ESG standartu status
quo Baltijas valstis, tiek izmantota kvalitativa satura analize, kas papildinata ar investoru un
uznémumu aptaujam. Sekas, uzngmumiem neatklajot ilgtsp&jas informaciju, tiek iztirzatas, izp&tot
pasreizéjo ESG reitingu parklajumu CAE regionda. Pamatojoties uz akad@miskas literatiiras
novertgjumu, tiek pétita saikne starp augstaku ESG ievie$anu un akcionaru vertibu. Péc tam,
pamatojoties uz ekspertu aptaujam un literatiiras apskatu, tiek noteikti faktori, kas ietekmé ESG
ievieSanu. Visbeidzot, $aja p€tfjuma ir izklastita inovativa pieeja, lai noteiktu butiskos ESG
faktorus dazados uzn€muma dzives cikla posmos, izmantojot analitisko hierarhijas procesu (AHP).

Rezultati liecina, ka AHP ir piemérots instruments, lai noveértetu £ESG katalizatoru relativo
nozimigumu, un ilustrg, ka pastav dazadi faktoru kopumi, kas ietekmé ESG ievieSanas l€mumus
dazados uzpémuma attistibas posmos. Sis pétijums piedava praktisku struktiru lemumu
pienéméjiem, kuri censSas atskirt un noteikt prioritates ESG virzitajspekiem un istenot plasaku ESG
ievieSanu Baltijas valstu ekonomikas.

Si disertacija ir rakstita anglu valoda un sastav no ievada, piecam nodalam, secindjumu un
ieteikumu sadalas, ka ar1 bibliografijas ar 282 avotiem. Taja ir 41 attéls, 23 tabulas un 8 pielikumi,
un tas apjoms, ieskaitot pielikumus, ir 199 lapaspuses.



Abstract

The rapidly increasing trend towards Environmental, Social, and Governance (ESG) investing
has captured the attention of business, investors, and financial professionals alike. This shift in
focus from purely financial returns to a more holistic approach of investing is pushing industry
participants to pay closer attention to sustainability-related considerations. The concept of
corporate sustainability as measured by ESG factors corresponds to a business approach that
focuses on creating long-term value for all stakeholders by integrating environmental, social, and
corporate governance considerations into decision-making and operational activities.

As the European Union has been placing more emphasis on sustainability, companies in Central
and Eastern European (CEE) countries including the three developing economies of the Baltic
region — Estonia, Latvia and Lithuania, have been incentivized to improve their ESG performance
ratings. As such, this trend is increasingly important for investors in this region, as well as for
companies who are looking to increase their ESG compliance level. Additionally, increased ESG
investments in CEE can help to drive economic growth and bridge the gap between East and West
in terms of investment and economic development level.

This dissertation examines the state of ESG practices in the CEE region, with a focus on the
Baltic countries. It outlines the current situation in the ESG implementation including different
degrees of adoption and transparency measures, compliance with international standards, as well
as determines the ESG drivers and existing barriers. Qualitative content analysis supplemented by
surveys of investors and corporations are used to reveal the status quo of ESG standards in the
Baltics. The outstanding transparency challenges are highlighted by the examination of current
ESG rating coverage. Based on an evaluation of academic literature, the relationship between
higher ESG implementation and shareholder value is examined. Subsequently, the factors affecting
ESG adoption are determined based on expert surveys and literature review. Finally, this research
presents an innovative approach to determining the relevant ESG drivers across corporate life cycle
stages using Analytical Hierarchy Process (AHP).

The findings indicate that AHP is a viable tool to measure the relative significance of ESG
catalysts and illustrate that there exist different sets of drivers which have an impact on ESG
enactment decisions at different times of a firm's evolution. This thesis offers a practical structure
for decision makers who are trying to distinguish and prioritize ESG drivers with an aim to pursue
a more extensive ESG implementation in the Baltic economies.

This dissertation is written in English and consists of an introduction, five chapters, a
conclusion and recommendations section, and a bibliography with 282 sources. It features 41
figures, 23 tables and 8 annexes, and is over 199 pages long, including annexes.



Glossary of Abbreviations

AHP — analytical hierarchy process

CEE - Central and Eastern Europe

CEO - Chief Executive Officer

CG — Corporate Governance

CSCC - Cross Sectoral Coordination Centre

CSA — Corporate sustainability assessment

CSR — Corporate Social Responsibility

CSRD - Corporate Social Responsibility Directive
EC — European Commission

ESG — Environmental, Social, and Governance

EU — European Union
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Introduction

Sustainability as a concept and goal to be achieved to improve how humans live and treat the
environment has been around for several decades. While initially, the discussions on the topic were
mainly conducted on an inter-governmental or supranational level, the focus has heavily shifted
toward corporations in recent years. With the latest Sustainable Development Goals (SDGs) set by
the United Nations (UN), the call for action to tackle global challenges has been extended also to
the corporation level (UNEP & WBCSD, 2010). Consequently, the purpose statements of
corporations have changed tremendously over the years. If previously there was an open debate on
whose interests should come first — shorter-term profit maximization as suggested by Shareholder
theory (Friedman, 1970) or longer-term total value maximization for the broader society as
described by the Stakeholder theory (Freeman, 1984), recently the weight has heavily shifted
towards the more sustainable, more long-term oriented version of value creation. The stock markets
and investors have proven this point by the fact that as 02019, 84% of the S&P500 company value
consisted of intangible assets (Ocean Tomo, 2021). If historically investors were willing to pay for
physical assets such as property, equipment, and machinery, then nowadays, the value of the
companies consists largely of such intangible values as reputation, corporate culture, and customer
loyalty. Also, public interests have shifted from seeing corporations as solely financial market
participants to market players that should contribute to the well-being of society and the
environment (Lopez-Duarte et al., 2016) giving corporate sustainability an even higher degree of
topicality.

Similarly, while initially the concept of shareholder value was mainly associated with short-
term profit orientation, then nowadays, the notion increasingly leans towards reflecting the need to
act responsibly and sustainably for the organization to ensure its place in the economy in the long
term. More concentration is put on long-term value preservation for the shareholders and
sustainability (Bistrova & Lace, 2012).

The general consideration for corporate sustainability implementation in organizations follows
actions across three distinct pillars — environmental, social, and governance (ESG). The three ESG
components have varying definitions; however, at large, the environmental factors include such
topics as climate change, use of natural resources, and waste management; social pillar tackle
questions of human capital, employee treatment, supply chains and contributions to society, while
the governance factor comprises corporate governance aspects, risk management, and corporate
strategy. The term ESG was first used in 2005 in the UN Global Compact publication “Who Cares
Wins”, which mainly encouraged ESG considerations with the aim of creating more predictable
and stable markets (UN Global Compact, 2005). While sustainability is a broad, multi-faceted, and
hardly measurable concept, ESG aids at serving as a specific quantitative measure of a company’s
sustainability and corporate social performance, thus allowing a better understanding of the impact
of social responsibility efforts on quantifiable outcomes of the company’s financial and operational
performance (Clark & Viehs, 2014).
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The intensified awareness regarding the necessity of adopting long-term oriented business
planning has brought sustainability to the forefront of not only corporate agendas. Investors and
financiers have also been increasingly motivated to incorporate sustainability criteria in their
financing decisions. The specific “sustainable investing” approach uses ESG factors during the
investment screening (Fulton et al., 2013). ESG factors are used to supplement the purely financial
considerations with potential wider risks and opportunities assessment to ensure that in addition to
earning a sound financial return, the investments are socially responsible. Even though the
sustainable investing concept cannot be considered new, during the latest decade it has arguably
emerged from a niche to a widely employed financial strategy across the globe. Despite the
financial downturn driven by the Covid-19 pandemic and the global market turbulences, 2020
marked a new all-time high of 1 trillion USD in assets under management in sustainable investment
funds (Reuters, 2021). ESG factors as a tool for choosing sustainable investments have also been
increasingly trending in the markets for the last decade. EY Fifth global institutional investor
survey dated July 2020, revealed that 98% of global institutional investors are assessing company
performance using ESG factors (EY, 2020)

A part of the ESG trend is dictated by legislative requirements. For the EU countries, Directive
2014/95/EU on non-financial reporting requires all public interest entities with more than 500
employees to publish reports with respect to their actions in environmental protection, social and
human rights domain, anti-corruption practices as well as board diversity components. The form
ofthe reporting, however, is relatively free leading to the use of differing international and national
reporting standards. Following a wish for unification and a higher degree of comparability of the
ESG disclosures and data, the Corporate Sustainability Reporting Directive (CSRD), proposed by
the European Commission in April 2021, foresees an introduction of mandatory reporting starting
in 2024. All companies with more than 250 employees and exceeding 40 million euros in revenues
or a 20-million-euro balance sheet sum are exposed to the new policy. The new CSRD is expected
to be implemented into national laws suggesting that corporations should be ready to report their
ESG achievements for 2023 with an obligation to report in 2024 (European Commission, 2021).
Sustainability reporting obligations are expected to be binding also to small and medium-sized
enterprises starting from 2026. The CSRD aims to integrate the sustainability domains in the
overall annual report, thus balancing the importance of the financial and non-financial data in the
reporting. The more detailed reporting requirements and uniform standards for the new reporting
are in preparation by the European Financial Reporting Advisory Group. In 2011, 44% of the
largest global companies included ESG disclosures as part of their annual reporting standards,
while in 2020, this number has grown to 80% (KPMG, 2020) and even up to 96% in 2021 (KPMG
International, 2022).

As such, the level of ESG adoption across corporations is still far from being unified — there
are differences across stock-listed and privately held companies, companies with differing financial
strengths and headquartered across differing geographies (Yu & Luu, 2021). With respect to the
geographies — while European Union is generally in a global pole position in terms of existing
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regulations and efforts in corporate sustainability encouragements, the Central and Eastern
European (CEE) countries, including the Baltic region of Estonia, Lithuania, and Latvia in terms
of ESG is still developing markets when compared to Scandinavia or Western Europe.
Nevertheless, sharecholder value sustainability in emerging markets such as the CEE countries is
even more critical. Given the rather low level of stock market capitalization as well as the overall
less developed financial market culture, the degree of corporate disclosure and information
availability, in general, is lower. In addition, higher political uncertainty, and greater risk exposure
of the privately held companies hinder higher foreign investor interest in the region and therefore
impose a competitive disadvantage to the companies of the more developed economies (Bistrova
& Lace, 2012).

The significant power attributed to the ESG disclosures and endeavors to affect companies’
value and financial performance could potentially become an accelerator leading to improved
development of the corporations and the investment climate in the emerging markets. In addition,
given the fact that particularly the CEE countries are the fastest-growing countries of the EU and
over the years have become significant contributors to the overall EU service and manufacturing
output, then the progress in terms of sustainability in this region should be meaningful also for the
overall EU market development (Invest Europe, 2021a). Consequently, this Doctoral Thesis sets
forth to understand the optimal conditions, potential impact factors, and prerequisites for efficient
ESG practice implementation in this geographic area. In addition, given the varying set of drivers
and obstacles as well as ESG implementation areas across different stages of the development of
corporations (Atif et al., 2022), the topic is considered from the lens of company life cycle theory,
which currently is still missing in the academic literature.

Research questions

The field of corporate sustainability has been rapidly evolving in the past decade, and the trend
is supported by consumers, investors, and financiers who place more emphasis on the responsible
behavior of corporations (Chang et al., 2017). The rise of sustainable finance, which involves
considering ESG factors when making investment decisions, has further driven the growth of
corporate sustainability. In the early 2000s, companies started to adopt sustainability reporting, and
the trend has continued to gain traction, with a growing number of companies publishing
sustainability reports along with their financial statements. The emergence of ESG ratings and
scores has also contributed to the growth of corporate sustainability, providing investors with tools
and comparable scores to assess the ESG performance of companies. Finally, legislation has played
an important role in the development of corporate sustainability, with some of the directives being
instrumental in promoting sustainability reporting. Given the rapid speed of the development and
the ongoing debates on the exact definitions of the concept and measurement techniques as well as
the growing body of legislation and academic literature around the corporate sustainability matter,
Research Question 1 seeks to explore the emergence and application of the concept of corporate
sustainability and summarize the existing evidence on its impact on corporations.
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Research Question 1 - How has the concept, measurement, and legislation of ESG developed,
and how does it impact corporations?

The issue of corporate sustainability introduction in the Baltic countries and the wider CEE
region is very topical. While corporate sustainability might be seen as a positive future aim, it can
also be a cost and effort-intensive activity in the short term. Thus, especially, for companies in
emerging markets bounded by limited financial resources, it is of high importance to understand
the tradeoff between the current investments providing value in the longer term, essentially forming
the question between satisfying the more short-term financial needs of the shareholders or aiming
for the rather longer-term benefits for the stakeholders.

The academic literature tends to largely support the positive ESG and corporate financial
performance relationship, a recent meta-study summarizing that around 90% of the 2200 academic
papers in the explored sample reveal improved financial performance for companies with better
sustainability practices (Friede et al., 2015). Also, other operational and stakeholder-related factors
such as long-term growth and reputation are found to be positively influenced by higher ESG
performance (Flammer, 2015a). The factors found to be impacted by ESG largely correspond to
the key criteria used to define shareholders’ long-term value, suggesting the interrelatedness of
both concepts, thus Research question 2 aims to summarize and explore the impact of ESG on
shareholders’ value.

Research Question 2 - How does a company’s ESG implementation impact shareholder
value?

After establishing the link between corporate sustainability and shareholders’ value, it is
important to understand the key factors impacting ESG adoption. The academic research so far has
explored a wide range of potential impact factors, differentiating between (1) company internal
factors (i.e., company size, management, financial metrics) and (2) external or environmental
factors (i.e., geographical differences, legislation). To identify and investigate the key drivers and
hindering factors of ESG, Research question 3 is explored. The assessment of this research question
aims to shed light on the internal and external factors, which have direct and indirect effects on
promoting corporate sustainability implementation in the companies.

Research Question 3 - What are the drivers and barriers impacting effective ESG
implementation?

Finally, given the growing trend and adoption of corporate sustainability, it is important to
understand the critical differences between companies’ various life cycle stages. What could be
important for mature stock-listed enterprises can turn out to be less impactful for early-stage small
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and medium-sized enterprises. There are a variety of drivers for ESG implementation in companies
across different corporate life cycle stages. ESG can be a key differentiator in early-stage
companies and can help attract investors and partners. In later-stage companies, ESG can be used
to signal a shift in strategy or to improve performance.

Therefore, Research question 4 is devoted to the investigation of the company life cycle stages
and its impact on the ESG adoption across companies operating in the corporate ecosystem of the
Baltic countries. It focuses on understanding and validating a set of relevant drivers and factors
that can foster ESG implementation for companies across different stages of the company’s life
cycle. The findings of this research question will help to better understand how a company’s life
cycle stage affects its engagement in ESG activities and provide insights on how to improve ESG
implementation at different stages of a company’s life cycle.

Research Question 4 — What are the relevant drivers for ESG implementation in companies
across different corporate life cycle stages?

To summarize, the goal of the Doctoral Thesis is to identify the factors that encourage the
implementation of ESG practices at various stages of a company's life cycle, with the aim of

enhancing value creation for shareholders in Baltic companies.

To achieve the goal of the Doctoral Thesis, the following objectives have been established:

1. To explore the matter of corporate sustainability as measured by ESG factors, its
proxies, and definitions, as well as the existing legislative framework and applicable
measurements.

2. To investigate the factors through which ESG is contributing value to the shareholders
of corporations.

3. To identify external and internal factors that positively or negatively impact ESG
implementation and disclosure in corporations.

4. To explore the relevance of specific ESG drivers across different stages of the corporate
life cycle.

5. To develop a set of recommendations for the improvement of ESG implementation in

the Baltic companies.

The Object of the Doctoral Thesis is the ESG implementation level of corporations operating
in Estonia, Lithuania, and Latvia (Baltic region). For certain parts of the Thesis data for companies
operating in the larger CEE area is used.

The Subject of the Doctoral Thesis is the drivers affecting ESG implementation in different
stages of the corporation life cycle.
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Research Limitation and Constraints

1.

Given the limited data availability in the field of corporate sustainability and ESG,
various data collection and analysis methods have been applied in this research,
including own-developed methods of ESG score calculation, third-party rating agency
scores, surveying of companies and investors as well as qualitative assessments. The
data limitation has not allowed the construction of a static sample of companies that
could have been used throughout all the stages of analysis. A description of the data
collection method and the sample is therefore added to each individual part of the study.
All in all, the research has been focused on the exploration of companies headquartered
in the Baltic region — Estonia, Lithuania, and Latvia. In order, however, to understand
the importance of third-party ratings, the focus, given the limited data availability, was
put on the wider CEE region countries as Croatia, Romania, Hungary, Czech Republic,
Slovakia, Poland, Bulgaria, and Slovenia. The wider CEE region analysis has also been
chosen to describe the ESG relevance for the CEE region to allow for an improved
comparison of the country level indicators.

The period when various parts of the analysis were performed was rather long — from
2019 to 2023. Given the fast-developing nature of the research topic (including the
legislation in force), the thesis might not have reflected certain changes.

Due to the limited data availability, the research was conducted by including a wide
range of companies - for specific analyses focusing on stock-listed companies, while
for others choosing also privately held corporations and state-owned enterprises. The
sample description in each of the individual study parts states the type of corporations
analyzed.

A potential limitation to this research is the incorporation of the corporate life cycle
theory only in the latter stages of the study (Chapter 5). Earlier chapters focus primarily
on establishing the foundation and understanding of corporate sustainability and ESG
in general, thus do not elaborate on the distinctions based on separation into the life
cycle stages.

Language limitations. The interviews with the investors and companies were conducted
either in English or Latvian. The surveys were offered in English (for investor study)
or Latvian (for corporations). The AHP survey was offered to the expert panel in
English.

Theoretical and Methodological Framework of the Doctoral Thesis

The study is based on theories and practical findings elaborated by world-leading scholars and

business practitioners in the relevant fields — shareholder theory (Friedman, 1970), stakeholder

theory (Freeman, 1984), upper echelon theory (Hambrick & Mason, 1984), shared value concept
(Porter & Kramer, 2011), legitimacy theory (Suchman, 1995), institutional theory (DiMaggio &
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Powell, 1983), resource-based view or resource theory (Pfeffer & Salancik, 1978), voluntary
disclosure theory (Verrecchia, 1983; Dye, 1985), corporate social responsibility research and
theories proposed by Carol (1970), organisational life cycle theory (Anthony and Ramesh, 1992;
Miller & Friesen, 1984; Kath and Kahn, 1978; Smith, Mitchell, and Summer, 1985; Black, 1998;
Richard L. Daft, 1999; Mintzberg, 1984; Adizes, 1989), and analytical hierarchy process developed
by Saaty (1970).

A comprehensive range of primary and secondary data sources were leveraged to gather a
substantial body of information and diverse perspectives:

e Publicly accessible corporate sustainability and annual reports from NASDAQ OMX
Baltics stock-exchange listed companies, accessible via the stock exchange's official
website.

e Online resources and annual reports from corporations listed on Central and Eastern
European (CEE) stock exchanges.

e Scholarly databases including Scopus, Web of Science, ScienceDirect, Directory of
Open Access Journals, and JSTOR, which offer a wealth of academic research data.

e Financial databases such as Bloomberg and Yahoo Finance, providing current and
historic financial data.

e Publications from influential supranational organizations, including the OECD,
European Commission, and European Central Bank, offering policy guidelines,
economic data, and regulatory insights.

e National and international legal instruments and regulations, providing insight into the
legal and regulatory landscapes.

e Original surveys of investors and companies, conducted by the author, delivering
unique, primary source data.

e Reports and publications from professional service providers and firms within relevant
business sectors such as Morningstar, Reuters, KPMG, Deloitte, EY, McKinsey, and
their equivalents, contributing expert industry insights.

Research Methods
The research study integrates both qualitative and quantitative methodologies, utilizing the
following data collection methods:

Interviews:

e Semi-structured interviews with private equity investors and banking representatives
from Latvia, Lithuania, and Estonia. These discussions (n=5) revolved around
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sustainable investing trends and were conducted online between January and March
2021.

e Structured interviews with corporations based in Latvia (n=3), designed to gauge their
self-perceptions regarding the implementation of ESG factors. These interviews were
conducted online from October to November 2021.

e Unstructured, in-depth interviews with Latvian state-owned corporations (n=4), with a
focus on ESG regulations and their adoption. These face-to-face interviews took place
in May 2022.

e Unstructured interviews and opinion gathering sessions with a broad spectrum of
relevant stakeholders conducted throughout the process of drafting the Doctoral Thesis.
This included representatives from stock exchanges, oversight bodies of state-owned
corporations, corporations, and corporate sustainability subject matter experts among
others.

Surveys:

e A survey conducted in January 2021, questioning the opinions of Baltic financiers and
investors (n=33) on the current trends in sustainable investments.

e An online questionnaire distributed to corporations (n=74) between October and
December 2021. This survey aimed to gather data on corporations' self-evaluations of
their ESG implementation.

e A similar online survey distributed to state-owned corporations (n=21) from April 19,
2022 to April 28, 2022. This sought to understand these corporations' self-assessments
of their ESG implementations.

e Lastly, a survey issued to ESG experts (n=25) between November and December 2022.
The aim was to gain insights on the Analytic Hierarchy Process (AHP) assessment of
the ESG drivers across various life-cycle stages.

The research study utilized a range of qualitative and quantitative data analysis techniques as
follows:
Qualitative Data Analysis Techniques:

e Comprehensive analysis of scientific literature.

¢ Qualitative content examination of academic literature.

e Content analysis of legislative documents and business literature.

e Detailed examination of respondent answers at various stages of the research.
e Bibliometric analysis to map the impact and interrelationships of publications.

e Content analysis of corporate mission statements.
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e Triangulation of literature analysis outcomes with empirical research findings to ensure

validity and reliability.

e Comparative analysis to discern patterns and differences among the study's variables.

Quantitative Data Analysis Techniques:

e Descriptive analysis for summarizing and understanding the basic features of the data.

e Benchmarking for comparing processes and performance metrics.

e Analysis of average and relative ratios to gain insights into relationships between

different aspects of the data.

e Correlation analysis to determine the degree to which two variables are related.

e T-test analysis to compare means and ascertain statistical significance.

e Frequency analysis to identify patterns and trends within the data.

e Application of the Analytical Hierarchy Process to prioritize and make decisions about

complex problems.

Research Design

The research questions, research goal, and research objectives order the logic of research design

across different phases of the research as depicted in Figure 1.

/ Phase 1 \
Sep 2019 —Sep 2021

Literature analysis, elaboration of
research methodology and conceptual
framework

RQ1: How has the concept,
measurement, and legislation of ESG
developed, and how does it impact
corporations?

RQ2: How does a company’s ESG

Phase 2
Jan 2020 - Sep 2021

Determination of factors impacting
ESG implementation

RQ3: What are the drivers and
barriers impacting effective ESG
implementation?

Figure 1 Research design. Created by author.

implementation impact shareholder
value?

Phase 3
Jan 2022 - Sep 2022

Elaboration of a framework for
efficient ESG practice
implementation within various
phases of company’s life cycle.

Phase 4
Sep 2022 - May 2023

Testing and validation of the
framework
RQ4: What are the relevant drivers
for ESG implementation in
companies across different
corporate life cycle stages?

Phase 1. Elaboration of research methodology and conceptual framework of ESG effect on the

shareholder value.
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This research phase consists of the following:

. analysis of scientific literature with an aim to identify the research problem and
formulating the research questions;
. elaboration of research methodology — setting the research goal and objectives,

formulating the research object and subject, working out the research design, and
choosing appropriate research methods;

. the exploration of the ESG concept as the variable measuring corporate
sustainability performance. Determination of its definitions, historical development,
and measurement methods as well as the overlaps with the corporate social
responsibility concept.

The first research question - How has the concept, measurement, and legislation of ESG
developed, and how does it impact corporations? - was explored via scientific literature analysis
— including exploration of legal documents, academic studies, and business reports. The results
achieved provided a common baseline for understanding the development of the corporate
sustainability concept and its limitations, the approaches of measurement as well as highlighted the
relevance of the matter for corporations.

The second research question formulated as How does a company’s ESG implementation
impact shareholder value? was answered based on the qualitative and quantitative content analysis
of'the scientific literature and enabled the author to work out a conceptual framework for exploring
the link between corporate sustainability performance and long-term shareholder value creation.

Phase 2. Determination of factors impacting ESG implementation in the Baltic region
corporations

The aim of this phase was to identify the drivers and barriers impacting ESG adoption. The
study of Research question 3 — “What are the drivers and barriers impacting effective ESG
implementation?” brought to the following:

. the revealing of the aspects and characteristics, which might have a significant impact
on corporate sustainability advancements in a company;

. understanding of key obstacles hindering a wider degree of ESG adoption, by especially
exploring a sample of corporations in the Baltic region;

. the identification of key drivers and factors (split between company-internal and

company-external factors), which have a positive impact on ESG adoption and
implementation.

Phase 3 and 4: Elaboration of a model for understanding the key ESG drivers across various
phases of company’s life cycle.
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Phase 3 initially obtained an overview of the corporate life cycle theory in light of corporate
sustainability adoption. Based on the academic literature and the previously attained study results,
a conceptual model summarizing internal and external drivers for ESG implementation was
elaborated with an aim to understand the relevance of the respective drivers at the inception,
growth, and maturity stage of the corporate life cycle.

The conceptual model formed the basis for addressing Research question 3 “What are the
relevant drivers for ESG implementation in companies across different corporate life cycle
stages?” in Phase 4 of this research.

To examine the key drivers of the ESG implementation at various life cycle stages of a
company, the analytical hierarchy process approach was applied. The weight assignment was
performed via surveying an expert panel representing the largest Baltic banks, risk capital funds,
associations, consultants, and corporate sustainability subject matter experts.

The corporate life cycle theory is applied only in the latter stages (Chapter 5) of this study
because it offers a useful framework to understand the context-specific influences on ESG
implementation. Stages 1 and 2 of the research focus on establishing a foundational understanding
of ESG, its development, measurement methods, impact on shareholder value, and identifying the
drivers and barriers of ESG adoption. Once these key concepts and variables are elaborated and
analyzed, the corporate life cycle theory is introduced to link these components within different
corporate stages—inception phase, growth, and maturity—helping to map the ESG drivers over
time therefore filling gap in the existing academic literature and providing a practicable and novel
model. Using the corporate life cycle theory in the final phase allows a nuanced analysis of ESG
drivers, effectively identifying which factors are most influential at different points in a company's
evolution.

Main contributions and scientific novelty:

1. The central contribution of this doctoral thesis is the development of a model that explores
the key drivers of ESG implementation at various stages of a corporation's life cycle. This
model has been empirically tested in the Baltic region and provides valuable insights for
both business practitioners and policymakers on the factors that can drive wider ESG
adoption by corporations.

2. In addition, this thesis elaborates a conceptual model exploring the link between ESG
performance and long-term shareholder value creation by determining the critical factors
through which ESG can impact long-term value creation for the company’s shareholders.

3. The results obtained in various studies comprised in the Doctoral Thesis contribute to the
Baltic (and in certain cases also wider CEE) region-specific academic evidence:

a. on the corporate ESG adoption level (the first existing evidence of ESG disclosure
level in the Baltic stock-listed companies as well as results of self-assessment of the
ESG adoption by a large sample of corporations in Latvia);
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b. trend analysis of the corporate sustainability emergence in the stock-listed CEE
corporations via a mission statement analysis;

¢. novel evidence on the external ESG rating availability among the CEE corporations
and its impact on the trading volume;

d. new insights into investor’s and financier’s perspectives on the importance of ESG
adoption in the Baltic region;

e. new contribution to the academic literature measuring the board diversity metrics
impact on the non-financial performance from the sample of Baltic stock-listed
corporations.

Practical value

The results obtained in the process of writing this Doctoral Thesis can be used to promote a
higher corporate sustainability degree as measured by ESG factors in the Baltic region as well as
potentially also in the wider CEE region. Given the obtained overview of higher ESG levels
associated with higher shareholder value, the results can be used to promote the implementation of
higher ESG relevance and motivate corporations and financiers to consider a greater degree of
adoption. The proposed model of drivers of ESG implementation across various life stages can aid
financiers and shareholders in finding the most important levers for catalyzing higher ESG
adoption across the corporations at differing development phases.

The results of surveys and studies performed within the process of writing this dissertation can
be used for business practitioners and investors to better understand the current ESG
implementation degree across the Baltic corporations. The results of the survey of the financial
investors and banks can be used by corporations to understand the current and expected
requirements of the ESG adoption necessary for capital attraction.

Certain parts of the study (mission statement analysis as well as ESG disclosure level results
over time) can also shed light on the trends and tendencies of corporate sustainability adoption over
time in the specific region of Baltic countries or in the context of the wider CEE area.

Hypothesis
Different sets of internal and external drivers have relevant impact on ESG implementation at
various corporate life cycle stages.

Theses for defense

1. Higher ESG performance positively impacts shareholder value directly through improved
financial performance and reduced risk and indirectly via factors such as transparency,
stakeholder engagement, management, long-term orientation, employees, reputation,
capital management, operating capabilities, and customers.

2. The positive outcomes of ESG adoption can be seen as even more crucial in emerging
economies, such as the CEE area and the Baltic countries, as the region is characterized by
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below-average performance of the legal system, low degree of stock market activity, and
diversity measures.

3. The empirically tested model of relevant ESG drivers across corporate life cycle stages in
the Baltic region can ensure the efficient use of levers to catalyze wider ESG adoption in
the region.

The Approbation and Practical Application of Research Results

The research results were discussed at international scientific conferences in Latvia, Lithuania,
the US, Poland, and South Korea and were further reflected in relevant scientific publications. The
conferences have allowed for gathering valuable insights and reflecting on the received comments
and peer-reviews in the improvement of the scientific quality of the research performed.

The research results can be applied in the field of financial market investments among
policymakers and corporations: (1) by addressing the shortcomings and challenges highlighted by
this research, the policymakers and business practitioners can explore the ways how to foster wider
adoption of ESG policies across the companies in Baltic countries; (2) study results might be
beneficial for the top management of companies to understand the benefits and shortcomings of
ESG implementation and therefore, further drive ESG implementation across corporations, (3) the
conclusions of this study can aid financiers and investors in better understanding the status quo of
the companies they potentially like to invest in.

Scientific publications

The results of the research have been reflected in 12 published articles 11 of which are indexed

in SCOPUS and Web of Science data bases:

1. Zumente, 1., Lace, N. (2023). ESG Disclosure in the Baltic Region — Evidence in a
Temporal Perspective. Intellectual Economics, Vol. 17, No.l, pp. 73-85;
https://doi.org/10.13165/1E-23-17-1-04 (Scopus)

2. Daszynska-Zygadto, K., Marszalek, J., Piontek, K. & Zumente, 1. (2023). Are green
bonds a good investment opportunity for turbulent times? Annales Universitatis Mariae
Curie-Sktodowska, sectio H — Oeconomia, Vol. 57, No. 2, pp. 7-25;
http://dx.doi.org/10.17951/h.2023.57.2.7-25

3. Zumente 1., Lace N. (2023). Understanding Corporate Sustainability Drivers Across
Corporate Life Cycle. Proceedings of the 14th International Multi-Conference on
Complexity, Informatics and Cybernetics: IMCIC 2023, pp. 168-175;
https://doi.org/10.54808/IMCIC2023.01.168 (Scopus)

4. Zumente 1., Lace N. (2022). The Impact of Regulation on the ESG Implementation — a
Case Study of Latvia. Proceedings of the 26th World Multi-Conference on Systemics,
Cybernetics and Informatics: WMSCI 2022, Vol I, pp. 127-132;
https://doi.org/10.54808/WMSCI2022.01.127 (Scopus)
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11.

12.
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Zumente, 1., Bistrova, J., Lace, N. (2022) Environmental, Social and Governance Policy
Integration and Implementation from the Perspective of Corporations. Intellectual
Economics, Vol. 16, No. 1, pp.41-57. ISSN 1822-8038. Available from:
doi:10.13165/1E-22-16-1-03 (Scopus)

Zumente 1., Lace N. (2022). Are We There Yet? The Evaluation of ESG Impact on
Corporate Financial Performance in CEE. 12th International Scientific Conference
“Business and Management 20227, Lithuania, Vilnius, 12-13 May, 2022. Vilnius:
Vilnius Tech, 2022, pp.1-7. ISBN 978-609-476-288-8. e-ISBN 978-609-476-289-5.
ISSN 2029-4441. e-ISSN 2029-929X. Available from: doi:10.3846/bm.2022.718 (Web
of Science)

Zumente 1., Lace N. (2021). ESG Rating—Necessity for the Investor or the Company?
Sustainability, 2021, Vol. 13, No. 16, pp.8940-8954. e-ISSN 2071-1050. (Scopus, Web
of Science).

Zumente [., Bistrova J. (2021). Do Baltic Investors Care about Environmental, Social
and Governance (ESG)? Entrepreneurship and Sustainability Issues, 2021, Vol. 8, No.
4, pp.349-362. e-ISSN 2345-0282. (Web of Science).

Zumente 1., Lace N. (2020). Does Diversity Drive Non-Financial Reporting: Evidence
from the Baltic States. Intellectual Economics, 2020, Vol. 14, No. 2, pp.50-66. e-ISSN
1822-8011. (Scopus).

Zumente 1., Bistrova J. (2021). ESG Importance for Long-Term Shareholder Value
Creation: Literature vs. Practice. Journal of Open Innovation: Technology, Market, and
Complexity, 2021, Vol. 7, No. 2, pp.1-13. e-ISSN 2199-853. (Scopus).

Zumente 1., Bistrova J., Lace N. (2020). ESG Disclosure Patterns in the Baltics. In:
International Scientific Conference "Business and Management 2020", Lithuania,
Vilnius, 7-8 May 2020. Vilnius: VGTU Press, 2020, pp.28-37. e-ISSN 2029-929X.
(Web of Science)

Hadro, D., Fijatkowska, J., Daszynska-Zygadlo, K., Zumente, 1., Mjakuskina, S. (2021)
What do stakeholders in the construction industry look for in non-financial disclosure
and what do they get? Meditari Accountancy Research, 2021, Vol. 29, No. 6, pp.1-15.
ISSN 2049-372X. Available from: doi:10.1108/MEDAR-11-2020-1093. (Scopus, Web
of Science).

The results of the research have been presented at the following international scientific
conferences:

1.

14th International Multi-Conference on Complexity, Informatics and Cybernetics
(IMCIC 2023), March 28-31, 2023. Report: Understanding corporate sustainability
drivers across corporate life cycle

Riga Technical University 63rd International Scientific Online Conference “Scientific
Conference on Economics and Entrepreneurship”, SCEE’2022, Riga, Latvia, October
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13-14, 2022. Report: ESG Disclosure in the Baltic Region — Evidence in the Time
Perspective.

3. Zafin Finance and Sustainability Conference, July 1, 2022, Wroctaw University of
Economics and Business. Report: Are green bonds good investment opportunity for the
turbulent times?

4. 12" International Scientific Conference “Business and Management 2022”, May 12—
13, 2022, Vilnius, Lithuania. Report: Are We There Yet? The Evaluation of ESG
Impact on Corporate Financial Performance in CEE.

5. Riga Technical University 62nd International Scientific Online Conference “Scientific
Conference on Economics and Entrepreneurship”, SCEE’2021, Riga, Latvia, October
14-15, 2021. Report: The Assessment of ESG Maturity in the Baltic Companies.

6. Society of Open Innovation: Technology, Market, and Complexity (SOI) & Riga
Technical University 2021, July 12-15, 2021. Report: Discovering environmental,
social and governance performance implications on the long-term shareholder value
creation.

7. Riga Technical University 61st International Scientific Conference “Scientific
Conference on Economics and Entrepreneurship”, SCEE’2020, Riga, Latvia, October
16, 2020. Report: Does Diversity Drive Sustainability in the Baltics?

8. Riga Technical University 61st International Scientific Online Conference “Scientific
Conference on Economics and Entrepreneurship”, SCEE’2020, Riga, Latvia, October
16, 2020. Report: Research on the Impact of Problems Caused by Covid-19 on the
Latvian Enterprises and Opportunities for Overcoming the Negative Consequences.

9. 11" International Scientific Conference “Business and Management 2020”, May 7-8,
2020, Vilnius, Lithuania. Report: ESG Disclosure Patterns in the Baltics.
10. Riga Technical University 60th International Scientific Conference “Scientific

Conference on Economics and Entrepreneurship”, SCEE’2019, Riga, Latvia, October
11, 2019. Report: Legal Tools for Corporate Governance Implementation in State
Owned Enterprises in Latvia.

Content and Volume of the Thesis

The Doctoral Thesis consists of an introduction, five chapters, conclusions, and
recommendations, as well as a list of references with 282 sources. The thesis is illustrated by 41
figures and 23 tables. The volume of the Thesis is 199 pages, including eight annexes.

Chapter 1 of the Doctoral Thesis focuses on (1) providing high-level insight into the historical
development of the corporate sustainability field, the key concepts, and legislative framework, (2)
understanding the definition of the ESG and its differences with other forms of corporate social
responsibility as well as (3) measurement and application of the ESG factors in the financial
markets and corporate finance.
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The second chapter concentrates on providing an overview of the traditional shareholder value
drivers as summarized in academic literature and discussing the potential impact of ESG
introduction to the traditional shareholder value principles. The first part of this chapter compiles
academic insights on the academically discussed shareholder value drivers, while the second part
of the second chapter provides the results of bibliometric and qualitative content analysis
discovering ESG impact on the shareholder value determinants.

The third chapter undertakes to provide an insight into the (1) reasons why ESG relevance is
even more crucial in emerging economies like the Baltics and the overall CEE region, as well as
assesses the (2) current status quo of ESG implementation degree characterized by company
mission statements analysis (sub-chapter 3.2), examination of ESG rating availability and its
consequences on capital attraction (sub-chapter 3.3) as well as estimated ESG disclosure level
following an examination of a sample of stock-listed companies in the Baltic states of Estonia,
Latvia, and Lithuania.

Next, chapter 4 focuses on the drivers impacting ESG adoption in corporations. In addition, a
summary of the barriers is also discussed in this chapter. Both the drivers and barriers are applied
on generalized terms, firstly without a dedicated distinction between organizational life cycle
stages. Concluding the fourth chapter, a selection of empirical studies validating key drivers in the
regional context of the Baltic countries is provided in sub-chapter 4.3.

The fifth chapter of this Thesis is dedicated to the corporate life cycle theory and linking it to
the ESG drivers. Sub-chapter 5.1 provides a baseline of the corporate life cycle theory — discussing
multiple definitions and variations offered in the academic literature, exploring the differences
characterizing individual development phases as well as summarizing offered measures for
assessing the stage the company belongs to. The second sub-chapter provides an overview of the
existing academic literature and empirical evidence linking corporate sustainability decisions with
specific development phases of the corporations forming a conceptual model of ESG drivers
relevant at various corporate life cycle stages. Finally, the last part of this chapter uses expert
opinion summarized by the AHP method to quantify the impact of different ESG drivers across
diverse corporate life cycle stages.

Finally, conclusions and recommendations are offered as the closing chapter of this Thesis.
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1. Corporate sustainability: Emergence, definitions, and

implementations

Corporate sustainability refers to the approach of integrating ESG considerations into the
business operations and decision-making process of a corporation, with the goal of balancing
economic success with social responsibility and environmental awareness. Corporate sustainability
is an evolving concept and is becoming increasingly important as society and consumers place
more emphasis on the responsible behavior of corporations. The trend is also supported by
investors and financiers looking for more sustainable investments. There is an increasing tendency
to consider ESG matters when making investment decisions with an aim to strive for more long-
term investments in sustainable economic activities, companies, and projects (European
Commission, n.d.c). As the emergence of the corporate sustainability field has been especially
prevalent in the last decade, also the subject matters, terms, and academic literature on the topic
have developed swiftly and are rather novel in academic literature. Therefore, the first chapter
focuses on (1) providing high-level insight into the historical development of the field, the key
concepts, and legislative framework, (2) understanding the definition of the ESG and its differences
with other forms of corporate social responsibility as well as (3) measurement and application of
the ESG factors in the financial markets and corporate finance.

The first chapter is dominantly compiled of literature review on topics like ESG concept
emergence and definitions and measurements as well as key differences from the corporate social
responsibility concept (1.1), legislative developments and key characteristics of the legislative
environment with a focus on European Union (1.2.), differences between sustainability disclosure
and performance and their relation to the financial performance of the corporations (1.3.) as well
as documented challenges currently present in ESG application (1.4).

1.1. ESG concept and methods of measurement

The range of terms that have evolved around sustainable finance is large and growing. It is
partly driven by the acceptance of more general, not-uniformly defined terms for the subject matter
that have been adopted in the academic and business world over time Capelle-Blancard & Monjon,
2012). For instance, a decade ago the notion of “ethical” was a generally accepted description of
sustainable finance practices. With time the term “ethical” has been gradually replaced with
“socially responsible investing” (SRI), further evolving into “sustainable investing” or “responsible
investing” (Daugaard & Ding, 2022). Despite the differences in terminology, the overarching idea
of the sustainable finance approach remains the same - fostering economic growth while
simultaneously reducing any negative impact on the environment and taking into account also the
social and governance aspects (European Commission, n.d.c).
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The field of sustainable finance and the concept of corporate sustainability share a close
relationship as they both aim to integrate ESG considerations into corporations’ business
operations and decision-making processes. The term ESG was first used in 2005 in the United
Nations Global Compact publication “Who Cares Wins”, which mainly encouraged ESG
considerations intending to create more predictable and stable markets (UN Global Compact,
2005). The three ESG pillars have varying definitions, however, they all revolve around the three
impact spheres that can ensure that a company is operating sustainably and ethically. The
environmental factors measured usually include such topics as climate change, use of natural
resources, and waste management, social pillar talks about human capital, employee treatment, and
contributions to society, while the governance factor comprises corporate governance aspects,
management quality, and questions related to corporate strategy. Table 1.1 summarizes the most
frequently reported factors across the three ESG pillars.

Table 1.1
ESG factor summary (author’s analysis)
Environmental Social Governance
Energy efficiency Human and labor rights Board composition
Greenhouse gas emissions Employee demographics Board diversity and inclusion
Water management Staff turnover Remuneration / incentives
Climate change risks Training and education Independence
Waste management Health and safety Corporate actions
Pollution of air, water, and | Working conditions Corruption and bribery
land
Resource depletion Community engagement Accounting and audit quality
Biodiversity Data security and privacy Risk management
Environmental management | Supply chains Transparency
systems
Equality and diversity

Companies in different industries are exposed to varying ESG risks. So, for example, a
manufacturing company in China will have a higher exposure to environmental and human rights
risks than a software development company operating in Germany. There exists a trade-off between
sustainability endeavors and the financial performance of the companies suggesting that a
strategical focus on the material ESG issues is necessary in order to remain on the so-called
efficient “performance frontier” and avoid value discretion (Eccles & Serafeim, 2013). Authors
suggest four steps for the creation of a sustainable strategy — (1) identifying ESG issues that are
material for the company operating in a specific industry, (2) quantifying the impact of ESG matter
improvement in financial terms, (3) creating an innovation strategy based on key areas, (4)
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communicating the sustainability strategy to stakeholders via reporting. For the first step —
materiality assessment - Sustainability Accounting Standards Board (SASB) comes in place. SASB
is a United States based non-governmental organization (NGO) aimed at helping companies around
the world to understand and report on sustainability matters that are meaningful and relevant to
their investors and their represented industries. SASB has developed a map indicating the financial
material areas across the topics of environment, social and human capital, business model, and
governance for companies in specific industries. In general, SASB implies that not all ESG factors
have an equal financial impact on businesses operating in different industries (SASB, 2021).

A close concept relating the ESG facets to the financial performance is the Tripple Bottom
Line. While ESG in essence is a measurement tool for assessing the sustainability and ethical
impact of an organization, the Tripple Bottom Line is an accounting framework that includes three
dimensions of performance: social, environmental, and financial often referred to as the three P's—
people, planet, and profit, which seeks to measure the economic value of a corporation, factoring
in the full cost borne by societies, the environment, and the economy (Elkington, 1998). In addition,
due to its rather qualitative nature and historically blurring boundaries, the corporate sustainability
concept tends to be seen as partly or completely overlapping also with the classic notion of
corporate social responsibility (CSR) and the concept of corporate social performance (CSP). A
commonly cited CSR definition is provided by the European Commission defining CSR as “the
responsibility of enterprises for their impacts on society [by] integrating social, environmental,
ethical, human rights and consumers concerns into their business operations and core strategy and
following the law” (European Commission, 2011). CSP, on the other hand, has been defined by
Caroll (1979) as a multi-dimensional construct consisting of economic responsibility to the
shareholders, legal responsibility to the law, ethical responsibility to the society, and discretionary
responsibility to the community (Carroll, 1979)

The academic literature on the exact definition and borderline between CSR, CSP, and ESG is
inconclusive. By assessing the afore-defined dimensions, a potentially likely cause of the mixed
usage of the terms is coming from the lack of clear measurability. CSR, by its nature, is subjective
as it is selectively reported by the company as well as hardly measurable due to its qualitative
properties. It relates more to the reputational impacts and marketing activities rather than clearly
measurable activities (Daugaard & Ding, 2022). While historically most of the papers
differentiated between the terms, lately more of the academic papers treat these concepts as one
and use ESG as a proxy for CSR performance in their research (Ioannou & Serafeim (2012), Hasan
et al.(2018)). Asnoticed by Hillman & Keim (2001) there is a general shortage of CSR data proxies
available for academics. Moreover, a meta-study of literature on CSP impact on the financial
performance of companies also finds the variances in CSP dimensions as a source for
inconsistencies in the previous research (Griffin & Mahon, 1997).

On the other hand, the ESG domains ultimately include a large majority of the CSP dimensions
— constructs such as philanthropy, community, diversity, and human rights refer to the S score,
while reputation, shareholder treatment, and ethical behavior are comprised in the G dimension
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(Escrig-Olmedo et al., 2019). It has been argued that the “sum” of the single ESG factors can be
seen as a proxy for a company’s CSP and thus can provide a quantitative measure for the otherwise
hardly measurable CSR concept (Clark & Viehs, 2014). In addition, via the ESG factors, the
commitment and CSR efforts of corporations become measurable, therefore, ESG can be easier
used by investors when making decisions and comparing potential investments (Daugaard & Ding,
2022).

All in all, with the development of ESG measurement and quantification, the scores implicitly
include the majority of the CSR dimensions, thus the ESG scores can arguably be seen as a
quantitative metric to measure the CSP of a company. An increasing number of companies are
being appraised by sustainability rating agencies with an aim to provide relevant data for
stakeholders which would like to use the non-financial information on the companies to evaluate
their investments or construct portfolios (Friede et al., 2015). A typology of the most common
approaches of the ESG data and rating providers has been provided by Li & Polychronopoulos
(2020) differentiating between:

(1) fundamentals — companies like Refinitiv and Bloomberg collecting data from public
sources, but not offering any value-adding input or scoring,

(2) comprehensive — including ESG data providers that gather public and own-created data to
combine it via their own methodology to issue a score or a rating (e.g., Sustainalytics, MSCI,
RepRisk),

(3) specialists — companies focusing on specific ESG issues (e.g., Carbon Disclosure Project).

The classification and differences among them strongly highlight that the focus and the
methodological approach of the providers are of utmost importance. While some rating agencies
evaluate the company’s endeavors based on compliance with certain sustainability standards,
others put more weight on the company’s ability to recognize and manage the risks. Additional
differences emerge based on the consideration of the materiality in the whole assessment process
(Lopez et al., 2020). Finally, the data sources used and the exact metrics applied cause an additional
gap, where the differences in the outcome can emerge (OECD, 2020b)

While there are estimated to be over 500 ESG rankings available, a large share of investors and
interested parties rely on the most impactful players (Eccles et al.,, 2019). An overview of the
arguably most prominent and frequently used ESG data and rating providers is compiled in the
following section. It offers to obtain an insight into the differences in the scoring approaches likely
to explain some of the further documented divergences.

MSCI ESG Ratings

MSCI has more than 17 years of industry expertise. It covers around 14 thousand issuers linked
to 600 thousand securities. MSCI ESG rating provides an overall ESG score on a seven-grade scale
from AAA to CCC. The legacy companies of MSCI include KLD, Innovest, IRRC, and GMI
Ratings (MSCI, 2021). The data is analyzed against 35 ESG issues, measuring the extent the
company is exposed to the risks of specific industries and how well the company is managing those
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risks. Additionally, a relative comparison to the company's peers is provided. The key issues are
particular to each industry and can be updated annually. The E and S sub-scores are derived by
calculating a weighted average of individual material issue scores relative to the corresponding
industry peer group. The weights are set individually for each GICS Sub-industry ranging from 5-
30%. The risk exposure and ability to manage the risk are combined in the assessment. The
governance score, in contrast, is awarded on absolute terms on a scale from 0 to 10 and includes
metrics regarding ownership, pay, board, accounting, business ethics, and tax. ESG Controversy
score, measured from 0 to 10, provides an assessment of controversies having a potentially negative
effect on the company's operations coming from factors as measured by ESG (MSCI ESG
Research, 2020).

The data sources comprise macro data from academic and governmental data sets, company
level disclosures like annual and sustainability reports, and daily monitored media news. Systemic
communication with companies is performed to verify the data (MSCI, 2021).

RobecoSAM

RobecoSAM has been active in the sustainable investment market for over 25 years. In 2019
the ESG data business of this company was acquired by S&P Global (S&P Global Market
Intelligence, 2019). The data source of RobecoSAM ratings is the Corporate Sustainability
Assessment (CSA) survey — an annual questionnaire filled out by large companies globally. The
CSA, which S&P acquired in line with RobecoSAM, has been in the market since 1999 and allows
companies to report their sustainability performance. In 2021, the list of CSA-invited companies
comprised 5000 global corporations (S&P Global, 2021).

Its most recent ESG rating score (named the Smart ESG score) aims to account for previous in
academic literature mentioned biases arising due to differences in geography, company size, and
disclosure level. The adjustments are made on different levels. Firstly, as ESG disclosures are more
developed in Europe, the scores that award points for data availability usually result in higher
scores awarded for European companies. Similarly, larger companies, which typically have extra
resources to develop more sophisticated sustainability policies, usually end up scoring higher in
the ESG scores than their peers. RobecoSAM Smart ESG scores adjust to these differences by
comparing only those companies with similar sectoral and geographical backgrounds. In addition,
heavier weights are provided for issues having a financially material impact on specific industries.
The final result is assessed on a 100-point scale (RobecoSAM, 2021).

Sustainalytics

Sustainalytics has been in the ESG market for around 25 years and, as of 2021, provides
sustainability-related ratings to more than 20 thousand companies worldwide. In 2020 the company
was acquired by Morningstar Inc. (Morningstar Inc., 2020). The methodology of Sustainalytics
combines a quantitative score representing the part of the ESG risks that remains unmanaged
(measured in an open-end scale) and a risk category, which is assessed based on the quantitative
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score peer comparison. The ESG score (expressed on a 100-point scale) is calculated based on
three pillars— corporate governance, material ESG issues, and idiosyncratic issues measured on the
company level. The dimensions are evaluated from two viewpoints — exposure to the specific ESG
factor and the company's ability to manage this risk. To tailor the industry-wide scoring to a specific
company, the company's ESG exposure to the particular issue is derived via beta estimation over
quantitative factors like production, financials, events, and geographical location, as well as
individual qualitative assessment.

The data sources used in the industry scoring process include quantitative marks gained from
numeric data, corporate standpoint obtained via the company's disclosures, and expert opinion
represented by the industry expertise of the scorers. The industry scores are updated annually. The
specific company data is also updated annually based on publicly disclosed information. The rating
agency obtains the company's feedback before the final score is assessed (Sustainalytics, 2020).

1SS Quality Score

The ISS quality score does not offer a complete sustainability assessment. Instead, it focuses
only on the governance aspects. The score has been awarded to more than 6000 companies
globally. The methodology of the governance score is numeric and assesses the governance risks
of the individual company relative to its peers and the region.

ISS Quality score assesses four dimensions — board structure, compensation practices,
shareholder rights, and audit and risk management. The dimensions altogether encompass more
than 220 single factors. After a weight-based analysis of the individual dimensions, the Governance
Quality Score is ultimately expressed on a scale from 1 to 10, where a lower score corresponds to
a lower risk level (ISS ESG, 2021).

RepRisk

RepRisk does not provide an ESG rating but instead offers a view of those ESG risks that will
be material in data sets. Contrary to other similar service providers, RepRisk excludes the
company's self-reported information arguing that it cannot be trusted, and therefore only external,
public data is sourced in the analysis.

Machine learning tools are used for information gathering, ensuring daily screening of more
than half a million documents in 20 languages. The key output is expressed in the form of the
RepRisk Index - a quantitative measure on a scale from 0 to 100 concerning the reputational risk
exposure to ESG issues, and RepRisk Rating — measured on a scale from AAA to D to ease the
benchmarking and comparison (RepRisk, 2021).

Some of the other widely used and impactful rating agencies include Corporate Knights Global
100 publishing an annual index of the most sustainable companies, Thomson Reuters ESG
Research Data (including legacy company Asset4), which measures the ESG performance and
Controversy score, based on public data as well Bloomberg ESG data service, which published an
ESG disclosure score (Huber & Comstock, 2017).
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Based on the document analysis and the academic literature, the author proposes the following

ESG scoring comparison table also including the potential assessed risks and benefits of the
approaches used.

Table 1.2

Overview and methodology analysis of the major ESG scoring agencies (author’s analysis)

Scoring Methodology Scoring scale | Data sources Benefits / Risks

agency

MSCI Analyzes data against | AAA to CCC | Macro data, Benefit: Extensive

Ratings 35 ESG issues, (for ESG); 0to | company level | coverage with
considering both risk | 10 (for disclosures, detailed, industry-
exposure and risk governance daily monitored | specific issues.
management. and ESG media news Risk: May be
Governance and ESG | Controversy) more complex
Controversy scores and difficult for
are provided some users to
separately. interpret.

RobecoSAM | Uses CSA survey 100-point scale | Corporate Benefit: Accounts
filled out by large Sustainability for geographic
companies globally. Assessment and size biases.
Also adjusts for (CSA) survey Risk: Relies
biases due to heavily on self-
differences in reported
geography, company information.
size, and disclosure
level.

Sustainalytics | Evaluates from two 100-point scale | Numeric data, | Benefit: Detailed,

viewpoints —
exposure to a specific
ESG factor and the

company's
disclosures, and
industry

two-sided
evaluation of ESG
issues. Risk: May

company's ability to expertise of the | be less
manage this risk. scorers comprehensible
due to complex
methodology.
ISS Quality Focuses only on the 1to 10 N/A Benefit: Strong

Score

governance aspects
and assesses
governance risks

focus on
governance. Risk:

Limited in scope,
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relative to peers and does not assess
the region. environmental
and social aspects.
RepRisk Excludes company's 0 to 100 (for Public data Benefit: Solely
self-reported RepRisk sourced relies on external,
information and only | Index); AAA through public data,
considers external, to D (for machine reducing bias
public data to RepRisk learning tools from self-reported
measure reputational | Rating) information. Risk:
risk exposure to ESG May overlook
issues. positive internal
practices not
publicly reported.

The analysis underscores the importance of understanding each agency's methodology and
potential trade-offs to choose the most suitable one for a specific purpose making it also noteworthy
to understand the use of the proper proxy or score when undertaking ESG evaluation.

1.2. Legislative background

The development of the field has been marked by certain milestones. Global Reporting
Initiative (GRI) organization, founded in 1997, can be seen as one of the pioneering movements —
setting milestones in the approach to how corporate sustainability practices are disclosed. GRI
encourages companies worldwide to understand and measure the impact of their operations not
only in financial terms but also on key sustainability areas such as climate, corporate governance,
human rights and social welfare (“Global Reporting Initiative,” 2022). The GRI standards for
sustainability reporting by now have been adopted by 93% of world’s largest 250 companies
(KPMG, 2020).

The United Nations (UN) has been another key player contributing to the promotion of
sustainability from the corporate perspective. The UN Global Compact dated 2000 is the world’s
largest corporate sustainability initiative. Formed as a voluntary initiative, the Compact encourages
companies to pursue sustainable business across the three pillars — economic, social, and
governance as well as strive to commonly achieve the 17 Sustainable development goals (SDG),
which correspond to the global challenges the world is facing. The UN-supported Principles for
Responsible Investment (PRI), established in 2006, invites its signatories to include ESG factors
in their operations and investment considerations. The number of PRI signatories has been growing
significantly — while as of 2019, PRI has around 2370 signatories, the number had more than
doubled in 2022 — as of April 2022 the number of signatories had reached 4909. The majority of
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the PRI signatories are European companies; 38 of them representing CEE countries (Principles
for Responsible Investment, 2022).

Finally, another pioneer linking financial reporting with climate-related impact has been Task
Force on Climate-Related Financial Disclosures (TCFD). The Task Force consists of 31 members
from across the G20, representing companies, financiers, asset managers, and other users of
financial disclosures. In 2017, the TCFD released climate-related financial disclosure
recommendations intended to assist companies to deliver clearer information to support informed
capital allocation. The recommendations include information that businesses should disclose to
support investors, lenders, and insurance companies in appropriately evaluating and valuing risks
related to climate change (TCFD, 2022).

Largely impacted by the global sustainability initiatives, the absolute number of policy
interventions related to corporate sustainability have grown exponentially. According to the UN
PRI database, which gathers sustainable finance policies around the globe, the cumulative number
of sustainable investment related policy interventions reached around 800 in 2020. In comparison,
the number stagnated around 50 across the years from 1960 to 2000, and since then — has grown
steadily, reaching new peaks every year, especially in the last 5-year period. As summarized by
PRI - 96% of the policies have been developed since the year 2000 (UN PRI, 2022). According to
the data, the largest share of the increase has been driven particularly by the European policy
interventions as summarized in Figure 1.1.
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Figure 1.1 Corporate sustainability related policy interventions by geography (Source: UN PRI
(2022)).

The policies and regulations, however, have not been targeted purely at corporations. All in all,
regulations act as drivers of ESG in a twofold manner — firstly, affecting the issuers or the
corporations that must disclose their sustainability performance and secondly, motivating the
investors to consider ESG in terms of their investments, ultimately also cascading the ESG requests
forward to the corporations. In addition, some of the regulations foresee specific disclosures to be
completed on a product level. In recent years, the focus of the regulations has largely been seen on
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the investor side — according to MSCI research, for example, in 2018 — of 170 regulatory or quasi-
regulatory actions, 80% targeted institutional investors (Lee & Moscardi, 2019).

With respect to the degree of implementation, Europe has been a clear leader and pioneer in
sustainability legislation. The centre of the entire sustainable finance approach is the European
Green Deal — the EU’s response to tackling climate change. The key goal of the roadmap
announced in December 2019 is to make Europe the first climate-neutral continent on earth by
setting targets of no emissions by 2050 and sustainable economic growth without resource
depletion. The set of specific proposals is envisaged across multiple industries, players and
activities, however ultimately, they form a unified set of action items with an aim to reduce
greenhouse gas emissions (European Commission, n.d.b).

As argued by Sikora (2021) the challenge is to transform the comprehensive climate agenda
into efficient legal and economic instruments. And exactly this approach has been taken by the EU
over the recent years. Emerging from the Green Deal targets of reaching common EU’s climate
targets for 2030 in terms carbon emission reduction of at least 55% and longer-term goals, a certain
requirement has emerged on investments and funds to be channeled into the projects that ensure
the approaching of sustainable development.

In line with the Green taxonomy trying to unify the standards of the financial products across
the industry, institutional investors, banks, pension funds and asset management funds are expected
to devote much higher attention to the proper implementation of the ESG standards required by
legislation (OECD, 2020b). The EU taxonomy is a complex system to classify which products and
services can be presented as sustainable. The list of activities and certain characteristics are used
to provide “green” labels for the products that are deemed sustainable. While the taxonomy does
not prohibit investments outside of the labelled activities, the use of “climate friendly” is regulated
(Abnett, 2022).

Other investment-related directives already in place include Regulation 2019/2088 on
Sustainability-Related Disclosures in the Financial Services Sector (SFDR). Developed within the
frame of the European Commission’s Action Plan on financing sustainable growth adopted in early
2018, SFDR entered into force in 2021. The core of the SFDR lies within promoting transparency
in sustainability-marked financial products and services, as well as disclosure of ESG policies,
processes and principle adverse impacts on sustainability areas, which may result in negative
impact on the society and environment (Official Journal of the European Union, 2019). This so
called “double materiality” concept aims to acknowledge the cases where risks and opportunities
can be material from both a financial and non-financial perspective. Double materiality foresees
that companies and financial institutions must manage and take responsibility for the actual and
potential adverse impacts of their decisions on society and the environment. Up to 98% of the
global institutional investors already use ESG metrics in their portfolio creation and management
process (EY, 2020).

A wide set of regulations is also present on the corporation side. The Non-Financial Reporting
Directive (NRFD) is in force for the EU public interest entities with more than 500 employees. The
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NFRD stipulates that corporations must publish reports with respect to their actions in environment
protection, social and human rights domain, and anti-corruption practices as well as board diversity
components. The form of the reporting, however, is unspecified, leading to the use of differing
local and globally accepted reporting standards (European Commission, n.d.-a). According to the
Deutsche Bank (2021) survey, across the European entities 55% of the companies report in
alignment with Global Reporting Initiative standards, 52% in the alignment of Task Force on
Climate-Related Financial Disclosures, and 27% in alignment with Sustainability Accounting
Standards Board. 18% of the corporations’ report without any alignment with the aforementioned
standards.

The aim to reach a higher degree of comparability of the ESG disclosures and data has been
one of the key aspects underlying the subsequent policy proposal. The Corporate Sustainability
Reporting Directive (CSRD), proposed by the European Commission in April 2021, foresees an
introduction of mandatory reporting starting from 2024. All companies having more than 250
employees and exceeding either 40 million euros revenue or 20-million-euro balance sheet sum are
exposed to the new policy. The new CSRD is expected to be implemented into national laws that
corporations should be ready to report their ESG achievements for the year 2024 (European
Commission, 2021).

The sustainability reporting obligations are expected to be binding also to small and medium
size enterprises starting from 2026. The CSRD aims to integrate the sustainability domains in the
overall annual report, thus balancing the importance of the financial and non-financial data in the
reporting. The more detailed reporting requirements uniformed standards for the new reporting are
in the preparation by the European Financial Reporting Advisory Group. Additional key difference
foreseen by the CSRD is the extension of the liability of the management also for the ESG related
content thus implying the need also for the sustainability audit. In addition, also CSRD aims to
include the double materiality concept foreseeing that company should report simultaneously on
sustainability matters that are financially material to company’s business value as well as material
to the market, the environment, and society.

With respect to the diversity, in specific, in June 2022 the Directive of the European Parliament
and of the on improving the gender balance among [...] directors of companies listed on stock
exchanges, or the so-called “Women on Boards” Directive was approved with the intention to
foster transparent recruitment procedures in companies aiming at having at least 40% of non-
executive director posts or 33% of all director posts filled by underrepresented gender. Entering
into force in mid-2026, EU stock listed companies will have to comply with and report this
information annually (European Parliament, 2022).

An overview of the key milestones and legislative requirements has been summarized in Table
1.3 providing a concise outline of the major aspects that should be considered to understand the
evolution of the current corporate sustainability landscape.
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Table 1.3.
Overview of the ESG legislation landscape (author’s analysis)
Milestone/Legislation Year Applicability Description
Global Reporting 1997 Worldwide Sets milestones in the approach to how
Initiative (GRI) Corporations corporate sustainability practices are
disclosed, focusing on financial
impacts as well as climate, corporate
governance, human rights, and social
welfare.
UN Global Compact 2000 Worldwide Encourages companies to pursue
Corporations sustainable business across economic,
social, and governance pillars and
strive to achieve the 17 Sustainable
Development Goals (SDG).
Principles for 2006 Worldwide Invites signatories to include ESG
Responsible Signatories factors in their operations and
Investment (PRI) investment considerations.
Non-Financial 2014 EU Public Requires corporations to publish
Reporting Directive Interest Entities reports on their actions in environment
(NRFD) with >500 protection, social and human rights
employees domain, and anti-corruption practices
as well as board diversity components.
Task Force on 2017 G20 Member Provides recommendations for
Climate-Related Companies companies to deliver clearer
Financial Disclosures information to support informed capital
(TCFD) allocation in relation to climate risks.
European Green Deal | 2019 EU Countries Aims to make Europe climate-neutral
by 2050 and promotes sustainable
economic growth without resource
depletion.
EU Taxonomy 2020 EU Financial Classifies which products and services
Services can be presented as sustainable,
regulating the use of "climate friendly"
labels.
Sustainability-Related | 2021 EU Financial Promotes transparency in
Disclosures in the Services sustainability-marked financial
Financial Services products and services, as well as
Sector (SFDR) disclosure of ESG policies, processes,
and principle adverse impacts on
sustainability areas.
Corporate Proposed AllEU Mandates reporting of ESG
Sustainability 2021, companies having | achievements, integrating sustainability

applicable

more than 250

domains in the overall annual report,
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Reporting Directive from 2024 | employees and thus balancing the importance of the
(CSRD) and to exceeding either | financial and non-financial data in the
SMEs from | 40 mEUR reporting.
2026 revenue or 20
mEUR balance
sheet
"Women on Boards" 2022 EU stock listed Aims at having at least 40% of non-
Directive companies, executive director posts or 33% of all
applicable from director posts filled by
2026 underrepresented

The overview table clearly illustrates the dynamic nature of the corporate sustainability
legislation suggesting the significant adoption challenges that the European corporations are
currently facing.

1.3. Linking ESG disclosure and performance to financial results

The connection between ESG disclosure volume and the actual ESG performance seemingly
goes hand in hand. While the aggregate analysis of the ESG implementation degree is based on
actual disclosures, a higher degree of disclosure is necessary to limit the information asymmetry.
This view would support Voluntary Disclosure (Dye, 1985; Verrecchia, 1983) suggesting that
companies having better performance should also voluntarily like to disclose more. Alternatively,
one could argue that extensive disclosure only fosters greenwashing concerns rather than providing
valuable content. So, for example, Cho et al. (2015) have suggested that “contradictory societal
and institutional pressures, in essence, require organizations to engage in hypocrisy and develop
fagades, thereby severely limiting the prospects that sustainability reports will ever evolve into
substantive disclosures” (Cho et al., 2015).

Greenwashing, misleading communication by companies towards external stakeholders about
the environmental performance of the overall corporation or specific product properties (Marquis
et al., 2016), has increased along the corporate sustainability trend. It has been argued that
particularly the fragmented regulatory environment can be one of the drivers for such behavior
(Delmas & Burbano, 2011). As there is still no one globally accepted sustainability reporting
standard, the extent of the ESG disclosure varies greatly across (1) geographies due to differing
regulations, (2) industries due to changing materiality as well as (3) chosen reporting standards that
can be used for the disclosures (Ioannou & Serafeim, 2012). The punitive consequences for
misstatements in ESG disclosures are still limited therefore limiting the incentives to put structures
and processes in place to ensure unbiased disclosures (Delmas & Burbano, 2011).

Academic research has documented mixed findings concerning the relationship between ESG
disclosure and performance. Some authors report a positive impact of corporate social
responsibility disclosure on sustainability performance and the subsequent cost of capital (Dhaliwal
et al., 2011). Higher level of disclosure is also found to have varying effects on the ESG strengths
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and concern areas — indicating that companies having specific ESG concerns benefit from
additional sustainability disclosures, while firms with ESG strengths experience lower valuation
effects of additional disclosures (Fatemi et al., 2018). Finally, while a positive association between
environmental performance and the level of discretionary environmental disclosures has been
documented, the results also point towards the differences between discretionary disclosure and
the disclosure done following regulatory standards, which is likely to be one of the sources of the
variances between the documented differences in the results (Clarkson et al., 2008).

The literature so far has used various approaches to tackling the disclosure vs. performance
issue when measuring the impact on financial performance:

(1) using only reported ESG disclosure level implying that only the quantity of the non-
financial information is measured or analysed,

(2) more recently with the rise of commercial ESG rating and score provision, increasingly
more studies use external ESG ratings to evaluate the quality of the actual sustainability
performance, and

(3) individual self-developed methods or qualitative/quantitative analysis of the disclosed
information in order to assign a relative ESG performance score.

Each approach arguably has its strengths and limitations; however, the non-standardized
approach is likely one of the sources of the lacking consensus on the topic. Global evidence,
summarized by analyzing ESG disclosures in an international setting covering 31 countries divided
based on higher and lower stakeholder orientation, showed that the disclosures had a positive
impact on lowering the cost of capital with the effect being more pronounced in stakeholder-
focused countries (Dhaliwal et al., 2014). The most recent overarching meta-analysis has
documented that only 26% of the sample studies focusing on only ESG disclosures discovered a
positive correlation with financial performance in contrast to 53% of the studies that tackled ESG
performance measures in the value generation analysis signaling the stronger effect of the “content
over form” (Whelan et al., 2021).

Next, when exploring the link between ESG and financial performance, the question of whether
high ESG-performance companies can also create higher risk-adjusted returns has been one of the
most discussed in the ESG-related academic literature in the last decade. In addition to academic
research, this subject is often studied also by asset managers and business experts, who use this
evidence to make informed decisions on behalf of their clients about investments in one or
alternative asset classes.

According to research, the primary reason why investors use ESG data is due to their relevance
to investment performance. Other reasons, such as specific client requests and ethical
considerations, come second - signaling that financial considerations still dominate the demand for
ESG information over ethical reasons (Amel-Zadeh & Serafeim, 2017). Concerning corporate
social performance’s impact on financial performance, academics have reached a marginal
consensus. Several meta-studies find that around 90% of the academic papers or more than 2000
studies show a non-negative relationship between financial performance and ESG proving the



39

positive business case for ESG investing (G. Clark et al., 2015; Friede et al., 2015). Other individual
studies find evidence suggesting a positive ESG impact on the company’s profitability measures
(Eccles et al., 2014; Velte, 2017). Also, reduced risk metrics are found to be attributed to better
scoring ESG companies (Giese et al., 2019; Henisz et al., 2019). The results of a recent study,
examining the relationship between ESG and financial performance in more than 1,000 research
papers written in the period between 2015 and 2020, found that a mere 8% of them demonstrated
a negative relationship. Furthermore, the authors confirmed that twelve of thirteen meta-analyses
(comprising in total of 1,272 studies) found a positive association between some aspects of
sustainability and financial performance over the time span from 1976 to 2018 (Whelan et al.,
2021). This proves that the impact of the ESG is not diminishing over time so far.

Based on the mounting evidence and the largely unified results documenting the positive ESG
and financial performance relationship, recently the focus of the research has been put on the
quantification of the ESG factors and actual consideration of how ESG impacts a company’s
market performance, as well as valuation factors. The efficient market theory states that in efficient
capital markets the share price shall include all the available information on security. In theory,
this should serve as one of the general reasons why companies choose to disclose extra financial
information aimed at providing a wider spectrum of available data for analysis leading to a higher
valuation. The main disclosure reasons discussed in the literature include the firm’s efforts for
legitimacy and decreased regulatory burden, improved reputation, enhanced brand value,
motivated employees as well as hope for enhanced financial valuation (Brooks & Oikonomou,
2018).

The extent of the non-financial disclosure across companies, however, is still far from
homogenous. The level of the disclosed information varies greatly across the companies (Tamimi
& Sebastianelli, 2017). Governance issues are disclosed the most, while environmental topics are
rather underreported. Authors also find that larger companies, as well as companies with larger
boards of directors, have greater disclosure scores. The evidence on the financial implications of
the disclosures, contrary to the theory, is relatively ambiguous. It is important to understand the
motives for non-financial disclosure as according to the voluntary disclosure theory it is predicted
that companies with a better ESG performance would also be keen on disclosing, while those who
perform worse, will likely avoid reporting. By using data on public U.S. companies for the years
2006 to 2011 authors find that strong ESG performance increases the firm’s value, while ESG’s
weaknesses indeed provide a negative valuation impact. Besides, the authors find that there are
differences in how investors perceive potential concerns of the separate ESG metrics, namely,
stronger valuation discounts are given to the governance concerns, rather than social or
environmental issues (Fatemi et al., 2018).

Khan et al. (2016) have been one of the first to document that materiality indeed matters — firms
with a good performance on material sustainability issues significantly outperform their lower-
scoring peers. Even though companies with a good score on immaterial issues do not underperform
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their peers, the best performance is achieved by companies concentrating on material matters and
putting less effort on immaterial areas (Khan et al., 2016).

The disclosure type also matters to the valuation. ESG performance is valued stronger if a
separate ESG report (either stand-alone or an integrated report) is published by a company.
Furthermore, the disclosure according to the International Integrated Reporting Council guidelines
is found to yield the most positive effect on the valuation by the investors (Mervelskemper & Streit,
2017).

To sum up, this sub-chapter delves into the intricate relationship between ESG disclosure and
actual ESG performance, highlighting that while increased disclosure can decrease information
asymmetry, it may also contribute to greenwashing. Overall academic evidence shows a growing
consensus favoring a positive relationship between high ESG performance and risk-adjusted
returns making the ESG adoption worthwhile for the corporations.

1.4. Current ESG-associated challenges

Sustainability data availability and quality are among the most considerable problems,
currently seen as an obstacle to a more extensive application of sustainable investments. According
to European Central Bank, the endeavours in creating a common green taxonomy can only be
successful if the corporate information is presented in a coherent and granular manner, otherwise,
the metrics and comparisons cannot be properly used (Schnabel, 2020). This view is supported by
the investors surveyed in 2020 by the EY, indicating that investor dissatisfaction with the ESG data
has risen since 2018. The percentage of dissatisfied investors has increased since 2018 by 14% for
the Environmental data, 20% for the Social dimension, and even 28% for the Governance factor
(EY, 2020). Also, academics have recognised that data inconsistency creates challenges in proper
data evaluation. Kotsantonis & Serafeim (2019) in their analysis reviewed a sample of 50 large
publicly listed companies and manually collected their disclosures on employee health and safety
data. The authors found more than 20 different ways which the sample companies chose to report
this metric, implying that such inconsistencies may likely lead to significantly different ESG scores
(Kotsantonis & Serafeim, 2019).

The data quality is also an issue mentioned when discussing the large discrepancy in the
external ratings. As of 2019, there were around 500 ESG rankings, more than 100 ESG awards,
and 120 voluntary ESG disclosure standards estimated to be in the market (Eccles et al., 2019).
The ESG data market is growing constantly — according to a market study, at least 20% annual
growth is expected for the ESG data business (Opimas Market Research, 2020). As the demand for
ESG data grows with the volume of responsible investing, one of the challenges that have emerged
is the variances in the ESG scores by various agencies summarized before. The problem of ESG
data quality has also been highlighted, suggesting there exists a trade-off between the validity and
reliability of ESG data (In et al., 2019). Authors suggest that as there is no agreed theoretical
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framework, the data should be used with caution and the overall data quality shall be improved in
order not to compromise the reliability of the data for the investors.

Firm-specific effects can potentially cause additional differences. When using Thomson
Reuters ASSET4 ESG ratings to analyze the impact of firm size, available resources for ESG data
compilation and obtainability of the ESG data on the company's score, Drempetic (2020)
documented a significant positive correlation concluding that a bias towards less resourceful
companies can emerge across the ratings (Drempetic et al., 2020). According to a recent
comparison between Thomson Reuters, RobecoSAM, and Sustainalytics scores, there was a
tendency by all three rating agencies to award higher average scores to larger companies (Lopez et
al., 2020). Similar ESG rating influencing factors relate to the regional differences as, e.g.,
European companies tend to disclose a more comprehensive set of non-financial results than non-
European firms (Morningstar Inc., 2016). Some of the ratings, such as the RobecoSAM ESG score,
claim to already account for these potential biases (RobecoSAM, 2021).

As to why the differences emerge, a theory exists that the social origins of the ESG rating
agencies play an important role in the set-up of their ESG measurements (Eccles et al., 2019).
Exploring further authors used in-depth literature and document analysis as well as interviews to
tackle the differences between two ESG data vendors — KLD and Innovest - and found that
differences in company history and initial purpose created Innovest's ratings to be more financial-
value driven, while KLD's implied belief in the meaning of sustainable development and higher
value-added resolution led their ratings to be more value-driven. The different approaches used for
ESG score compilation as described in Chapter 1.1. contribute to the problem.

All of the aforementioned aspects largely impact the set-up of the scoring process.
Consequently, the ESG ratings tend to showcase a significant divergence. The divergence is
confirmed by academic literature - an examination of six ESG rating agencies (KLD, Asset4,
Calvert, FTSE4good, DJSI, and Innovest) has shown a lack of consensus among the issued ratings
(Chatterji et al., 2016). Furthermore, the differences remained even after adjusting for the likely
alterations in the definition of the score awarding principle, implying that the agencies present
varying definitions of the same rating and use different measurement techniques for the same
variables. Similar results have been documented when comparing the ESG ratings by six market-
leading ESG rating agencies (KLD (MSCI), Sustainalytics, Vigeo-Eiris (Moody's), Asset4
(Refinitiv), and RobecoSAM) (Berg et al., 2019). On average, the authors found a correlation
among the scores of 0.54, ranging from 0.38 to 0.71, assessed to be low compared to the average
0f 0.99 correlation coefficient among the largest credit rating agencies. The discrepancy between
the scores results in less ESG impact attribution to stock prices, mixed signals sent to the companies
themselves, and challenges in an empirical data application. The authors concluded to explain the
divergence by three main factors — (1) scope divergence — referring to various sets of attributes
used by each agency, (2) weight divergence — referring to attribute weighting in the calculation of
scores, and (3) measurement divergence — when agencies use different proxies for measuring the
exact attributes. As the vast majority of the ESG ratings are awarded relative to a peer group, the
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proper definition and allocation are also crucial, however often not explicitly disclosed. Therefore,
the peer group selection as well might lead to deviations in the actual ESG assessment (Kotsantonis
& Serafeim, 2019).

Similar results were documented when analyzing the S&P 500 companies - finding a
correlation for the overall ESG score of 0.46 decreasing to the lowest for the governance dimension
(0.19) and the highest for the environmental measures (0.43) (Gibson et al., 2019). In addition,
conclusions were drawn about the industry specifics of the lowest total correlations being present
in the consumers and telecommunications segments, while the largest disagreement evolved in the
governance scores of the financial industry companies. Also, the authors found that larger
companies had higher ESG score divergence.

The actual implications might result not only in the investors’ decision to invest or not but also
have a material impact on the returns. The results of the performance analysis of two portfolios
created in the US and Europe based on the assessment of two different ESG data providers show
that despite the identical portfolio construction process, a difference in the cumulative performance
in both portfolios of 10.0% in Europe and 24.1% in the US over an 8-year period can be calculated,
stressing the importance of the divergence arising from the different ratings each company receives
(Li & Polychronopoulos, 2020). The results imply that choosing a different ESG rating can
significantly alter the investment universe and therefore also the expected returns.

Finally, as pointed out by a recent OECD Report 2020, there are also challenges in the capacity
and knowledge of the financial institutions themselves. As the ESG and sustainability domain in
the finance field is still growing, it is challenging for investors and lenders to ensure that the in-
house capacity is sufficiently high (OECD, 2020).

All in all, this chapter offers exploration of corporate sustainability and the gradual shift in the
terminology used around the subject illustrating the fluidity and progression of this field both in
the business world, as well as in academia. By examining the factors comprising each ESG pillar,
the analysis aids in understanding how ESG is currently conceptualized and measured. The
exploration of the overlaps and distinctions between CSR, CSP, and ESG similarly contributes to
a deeper comprehension of these interconnected concepts. The typology of ESG data providers
contributes by showcasing the diversity in data collection methods, providing an insight into the
potential challenges in the proxies and measurements.

The summarized analysis of the existing legislations and milestones in ESG development offers
a clear timeline and description of key legislative developments that have influenced the
measurement and application of ESG. It highlights the role of both global and regional initiatives
in shaping the current ESG landscape.

Next, the analysis delves into the relationship between ESG disclosure or performance and
financial performance, examining the existing literature and evaluating the varied effects of
disclosure quantity versus quality on financial returns and corporate valuation. This presents a
comprehensive understanding of how ESG's development impacts corporations, particularly in
terms of performance, risk, and value. Furthermore, it outlines the current challenges in the quality
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and availability of sustainability data resulting in biases towards larger companies and regional
differences, prompting to explore the corresponding situation in the studied region of the CEE.

Overall, the qualitative analyses performed in the Chapter 1 collectively contribute to
answering the RQ1 by tracing the evolution of the ESG concept and its measurement, and by
highlighting how legislation has been instrumental in standardizing and enforcing these
measurements, thereby shaping corporate behaviors and responsibilities as well as providing a
financial impact from ESG adoption. The next chapter, consequently, focuses on delving into the
link between corporate sustainability and shareholder value to further explain the mechanisms of
how ESG adoption foster value creation.
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2. ESG impact on the shareholder value concept

The aim of the corporation is to maximize value. The debate between whether it is to be done
with respect to the stockholders only (Friedman, 1970) or a broader set of involved parties in the
form of stakeholders (Freeman, 1984) has been one of the fundamental discussions in modern
management science. With the introduction of ESG, more of the evidence leans towards the
absolution of the debate suggesting that the trade-off should not be necessary and sustainable
operations of companies can ensure both. Therefore, the second chapter focuses on providing an
overview of the traditional shareholder value drivers as summarized in academic literature and
discussing the potential impact of ESG introduction to the traditional shareholder value principles.

The first sub-chapter compiles academic insights on the academically discussed shareholder
value drivers, while the second part of this chapter offers insights from bibliometric analysis as
well as provides the results of qualitative and quantitative content analysis discovering ESG impact
on the shareholder value determinants. A conceptual model relating ESG implications to
shareholder value is suggested by the author as a result of this chapter.

2.1. Traditional shareholder value drivers

For decades, there has been an ongoing debate regarding whose interests companies shall strive
to satisfy: shorter-term financial goals or longer-horizon extra-financial interests. While both terms
have often been used to indicate the contradictory goals of the raison d’etre of companies
highlighted by the Shareholder theory proposed by (Friedman, 1970) and Stakeholder theory
argued for by (Freeman, 1984) the introduction of the ESG concept as the variable between the
goals arguably serves both ultimate beneficiaries — not only the financial goals of the legitimate
owners of the company, but also the benefit of the wider network of the impacted parties —
customers, society, employees and other stakeholders.

There is substantial amount of academic literature, which finds that stakeholder interest
consideration does not always contradict profit maximization endeavours. So, the instrumental
stakeholder theory described by Donaldson and Preston (1995) suggests that companies, which
operate by considering all their stakeholders, also perform better at the “conventional performance
terms” like profitability (Donaldson & Preston, 1995). The corporate social activities and practice
of ethical principles aimed at satisfying the needs of the stakeholders are instruments in achieving
sound financial performance (Jones, 1995). It is especially true, if considering the longer-term
value that shareholders achieve from their companies.

The initial academic literature on the subject mainly stressed the financial facets of the
shareholder value concept. For instance, Rappaport (1986) suggested that shareholder value is
driven by the sales growth rate, operating profit margin, working and fixed capital investment,
income tax, cost of capital and competitive advantage period. With time, the mere financial
concentration was supplemented by more organization and external stakeholder related facets
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(Rappaport, 1986). Especially, when thinking about the long-term value preservation, it was
suggested that additional value drivers including reputational factors and customer’s opinion as
well as a more long-term strategic orientation shall be considered (Walter, 1996). Also, Jensen
(2002) contrasted the competing approaches and proposed a concept of “enlightened [long-term]
value maximization”, which considers the company’s operations that also reflect the interests of
all of its key stakeholders (Jensen, 2002). Further, with respect to stakeholders, Moir et al (2007)
proposed a model linking stakeholder and shareholder value suggesting that stakeholder actions,
via their effect on the competitive advantage of the company, influences one of the three value
drivers (1) improved performance, (2) reduced costs of capital and (3) reduced capital intensity,
which ultimately translates in the changes of the share price and company’s financial value (Moir
et al., 2007). Complementary, Lazonick & O’Sullivan (2000) suggested that the shareholder value
can be seen as a term describing corporate governance, especially, seeing it as a concept related to
the decisions on profit distribution (dividends) and company’s stock market performance
(Lazonick & O’Sullivan, 2000).

A potential link between the concepts of ESG or corporate responsibility and shareholder’s
value is provided by Porter & Kramer (2011), who have elaborated a concept of shared value (M.
Porter & Kramer, 2011). The theory, which focuses on the interrelation between economic and
societal values, bases on three main sources of application — via dedicated products and markets,
via productivity and therein achieved competitive advantage and local societal development
(including stakeholder engagement). The concept has also been analyzed and elaborated by
international organizations, such as the UN. An independent tool developed by the UN Global
Compact and Principles of Responsible Investment offers a methodology to explain how
company’s sustainability efforts contribute to the overall performance. The model suggests that the
shareholder value is affected by three dimensions (1) revenue growth, (2) productivity implying
cost savings, and (3) a well-established risk management framework (UN Global Compact, 2020)

Finally, an all-embracing proposition on the shareholder value and its sustainability is offered
by Bistrova & Lace, who have developed a hypothetical model of shareholder value measurement
(Bistrova & Lace, 2010). Basing on content analysis of the academic literature, the authors
proposed that the shareholder value and its sustainability is created and measured by (1)
profitability, (2) capital budgeting, which directly influences the cost of company’s capital, (3)
accountability and ethics of the management, (4) quality of corporate governance, and (5)
company’s innovation capacity. In 2014, authors verified their initial shareholder value model by
using stock market data for CEE countries. Ultimately, in addition to the dimensions (1) to (3), the
list was amended to include (4) earnings quality, and (5) ownership characteristics.
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2.2. Discovering ESG performance implications on the shareholder
value creation

To examine the sources of connection between the ESG aspects and the shareholder value
several methods have been applied. Firstly, bibliometric method was employed choosing co-
occurrence analysis as appropriate to identify connections between the most important key words
relating corporate sustainability and its impact channels on the financial performance or company’s
financial or non-financial value. Next, qualitative and quantitative content analysis of the scientific
literature was performed to gain deeper insights on the clusters and categories relating corporate
sustainability to firm’s value.

The use of systematic literature selection for the content analysis in the social and
environmental reporting research is relatively rare due to the large volume of the literature and the
wide domain of distinct topical deviations (Vourvachis & Woodward, 2015). Consequently, it was
also not applied in this case. Following the review of the existing literature indexed at the Web of
Science and Scopus databases (indexed databases that scholars use to perform a bibliometric
research (Rodrigues & Mendes, 2018)) according to research relevant keywords in their titles -
“ESG”, “environmental/social/governance” and “corporate social responsibility”. The search was
then restricted to only scientific articles written in English. In the first step, emphasis was placed
on articles with an explicit reference to the research topic, and thus several articles revealing very
limited and specific geographic evidence were excluded. Several additional articles were added to
the sample by examining the cross-references to the already selected articles.

In the second step, the abstracts were screened to select those that include research focusing on
ESG or corporate sustainability’s impact on the financial performance or shareholder value. In the
first selection phase, from 212 scientific articles published between 1995 and 2020, 94 articles were
deemed appropriate for the bibliometric analysis (see Appendix 1 for the bibliography). The
bibliometric analysis was performed via VOSviewer software. VOSviewer is a software tool for
creating and picturing bibliometric networks. The co-occurrence network of important terms and
key words extracted from the selected portfolio of scientific articles was created. The result of the
analysis is depicted in Figure 2.1.
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Figure 2.1. Co-occurrence analysis of the key words compiled in scientific literature, created by
the author with VOSviewer software.

The results of the analysis reveal several clusters of keywords centring around (1) corporate
social responsibility, (2) corporate governance and (3) financial performance. As explained in
Chapter 1 of this dissertation, historically the corporate sustainability concept has evolved closely
to corporate social responsibility. Recently, with the stronger development of ESG measurement
and quantification, the corporate sustainability as measured by ESG factors implicitly include the
majority of the CSR dimensions, thus the ESG scores can arguably be seen as a quantitative metric
to measure the CSR performance of corporations (Escrig-Olmedo et al., 2019). Therefore, given
the fact that the sources used for bibliometric analysis date back to 1995, it is to be expected that
particularly the CSR concept links the different aspects of the corporate sustainability concept that
has evolved over the years. It is likely that if the analysis would have been repeated on a sample of
scientific articles covering the last decade, the central co-occurrence keywords would change to
ESG or corporate sustainability.

While additional insights about the connection of i.e., CSR and reporting or financial
performance have been visualized, the co-occurrence analysis fails to provide deeper insights into
the exact factors how higher corporate sustainability translates into shareholder value or financial
performance.

Therefore, in the second step a qualitative content analysis of the selected literature and
frequency analysis was performed. Following a repeated selection of articles based on thorough
abstract screening to select those that provide empirical results and robust conclusions on the ESG
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impact on a company’s financial or non-financial performance or another firm-related
characteristic, the final selection consisted of 65 scientific articles and working papers published
across academic journals from 1997 to 2020 (see Appendix 2 for the bibliography). The selected
text fragments yielded 34 unique codes totalling 183 coded instances. The unique codes were
unified into eleven larger categories, of which the frequencies were analysed (see Table 2.1). The
definitions of the categories as also presented in Table 2.1 were developed by the author to include
the various facets used in the formation of the categories.

Table 2.1

Categories, definitions, and the frequencies of the content analysis linking ESG to

shareholder value (created by the author)

Category Definition Frequency

Financial Company's performance in accounting or stock return 39

performance terms

Reputation The perception of company's image by the public 22

Reduced risk Reduced level of risk associated with less volatility, 20
lower business, financial and idiosyncratic risk.

Operating capabilities | Operating efficiencies of the company characterized by 19
its productivity, competitive advantage, and
effectiveness.

Management Reliability, execution efficiency and decision-making 17
power of the firm's management

Long-term orientation | Company's long-term vision, strategic planning and 17
growth prospects

Transparency Transparency of company's financial and non-financial 14
information

Capital management Describes company's capital policy - allocation 12
efficiency, cost of capital, ease of capital attraction

Stakeholder Accountability and trust of the stakeholders (excluding 11

engagement employees)

Long-term orientation | Company's long-term vision, strategic planning, and 11
growth prospects

Employees Employee related capabilities - ease of attraction, 9
engagement, job satisfaction

Customers Company's perception by its customers 3
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The frequency results of the content analysis in Figure 2.2 show that higher ESG performance
has a positive impact on various company-related factors, which have a consequent positive
influence on shareholder’s value of the company.
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Figure 2.2. Frequencies of the ESG impact categories, created by the author.

The results show that the most notable impact from high ESG performance comes from the
financial factors. Improved financial performance characterized in both - accounting terms (i.e.,
net profitability, return on equity) and the stock return performance (i.e., share price development)
are direct input variables in the firm’s value calculation, thus yielding higher value for the
shareholders. The financial market performance is partly related also to one of the next most
impactful factors — reduced risk. It suggests that higher sustainability companies show lower stock
market volatility as well as reduced credit and business risk, which allows investors to attribute
higher valuation to the company based on the risk-return trade- off.

Companies which show healthier ESG performance benefit from a better reputation and public
image, potentially leading to easier attraction and retention of employees as well as higher
attributed customer loyalty. These non-financial factors work as sources of competitive advantage
vis-a-vis other companies leading to higher sales growth and lower costs in terms of employee
turnover, which increase the firm’s value in the long term. Similar positive effects arising from
higher ESG performance come from other firm-level factors of a more qualitative nature - operating
capabilities, higher management quality including reliability and execution efficiency, and more
efficient capital management. These factors speak of the company’s ability to make strategically
sound decisions, efficiently allocate and attract capital and lead the company in an efficient,
productive, and value-creating manner. Even though reputation, management, and operating
performance factors, which have been shown to be positively linked to ESG disclosures, do not
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directly translate into higher company’s valuation, the efficiencies and trust in company
management are valued positively by investors. Contrary, capital management has a direct link to
company’s value calculation via the reduced costs of equity and debt and the easier attraction of
additional funds, which all directly result in a higher calculated market value of a company and,
therefore also higher long-term shareholder value.

Higher transparency in terms of better disclosures goes in line with stakeholder engagement
and trust factors. The stakeholders, including the financial value holders, price in the effects of
company disclosures as they decrease the riskiness and uncertainty about the performance and
potential incidents. Finally, higher-performance ESG companies are found to be more long-term
oriented, have a more strategic approach to decisions, and, potentially consequently, have higher
growth prospects. Although these results do not positively impact the firm’s value in the short term,
they are of large impact when considering the sustainability of the shareholder’s value.

According to the content analysis performed, the most notable impact of high ESG performance
comes from the financial factors. Improved financial performance both in accounting statement
terms and in the stock market returns are direct input variables in the firm’s value calculation, thus
yielding higher value for the shareholders. The financial performance metrics as profitability have
been historically noted as a key shareholder value driver (Rappaport, 1986), (Bistrova & Lace,
2016). As the results suggest, from 183 coded instances, 39 of them (21%) correspond to the direct
financial implications. This stand-alone category also has the highest frequency. These results,
however, fail to explain the path of causality — it is not possible to further break down why exactly
higher ESG firms are more profitable. While improved accounting and financial market
performance relatively provide the least explanation on how exactly the improved ESG
performance translates into a firm’s value, there are two other high-frequency categories revealed
by the analysis which can be seen as partly qualitative and partly quantitative. Arguably one of the
most compelling motives for sustainable investment is the potential to reduce the risk [30]. As the
climate changes and the increasing societal pressure on the social dimensions generate significant
risks for the future of the companies, it is of the utmost importance that the more sustainable
companies will avoid such risk, thus evading potential harm for the shareholders’ value in the long
term. The results confirm this view by a relatively high placement of the “reduced risk” category.
In addition, an appropriate risk management approach is mentioned as a shareholder value driver
by UN Global Compact.

Secondly, capital allocation is the direct way how investors, banks, and other capital providers
can foster the development and growth of sustainable companies. If lower-scoring ESG companies
face mounting pressure from the capital providers, it will indirectly foster their higher-scoring
peers. Hence, also the result - top ESG companies indeed have better chances of capital attraction
and are more efficient at the allocation process implying a lower cost of equity and debt, thus
positively influencing the long-term value for the shareholders. Both results are in line with Sassen
et al. (2016), who argue that a firm’s risk is an important determinant of the cost of capital,
consequently, ESG has a direct impact on the company’s value (Sassen et al., 2016). Also,
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shareholder value researching scholars stress the importance of efficient capital policy - suggesting
that shareholder value is influenced by lower capital costs and intensity, as well as efficient capital
budgeting (Moir et al., 2007), (Bistrova & Lace, 2016).

One of the next key factors, according to the results, is the quality of management. This
category includes not only the professionality of the management and high perceived earnings
quality but also the accountability, commitment, reliability, and trust in the executive power put
into the management by the owners. The role of the management in long-term shareholder value
creation and preservation has been crucial both in terms of higher accountability and better
corporate governance (Bistrova & Lace, 2016) as well as strategic and long-term orientation
(Walter, 1996). According to the results, it can principally be argued that the more sustainable
companies have more efficient operating capabilities, which can be seen as the source of
competitive advantage. In turn, superior efficiency and productivity also allow cost reduction, thus
leading to higher valuation of the company. Both — Porter & Kramer (2011), as well as Global
Compact guidelines, see the increased productivity as a direct driver for long-term shareholder
value.

On the other hand, a large share of impact still comes from various non-financial intermediary
factors. According to Hillman & Keim (2001), “building better relations with primary stakeholders
like employees, customers, suppliers, and communities could lead to increased shareholder wealth
by helping firms develop intangible, valuable assets which can be sources of competitive
advantage” (Hillman & Keim, 2001). The results of this study support this thesis and imply that
particularly the qualitative, non-financial factors, if summed up, have the greatest contribution to
the value creation. Categories as reputation, transparency, stakeholder engagement, employees,
and customer value signal a well-built primary stakeholder relationship (Walter, 1996). In sum, if
potentially joined in a larger meta-category, particularly the various facets of stakeholder
involvement and relationship management result to be the most important driver of the shareholder
value.

All the factors captured as the result of analysis are not homogenous and seemingly could be
divided into two parts - on the one hand, there are primary effects as increased financial
performance or reduced risk, which have a direct impact on the firm’s value calculation formula
and therefore on the created long-term financial value for the shareholders. On the other hand,
many of the revealed impact factors can be seen as having moderating effects - meaning they do
not directly contribute to the firm’s value calculation, however, have an impact on the non-financial
results and therefore provide an indirect effect on the long-term shareholders’ value. Altogether
the content analysis of the academic literature performed revealed eleven categories of factors,
which are positively impacted by higher ESG performance. The results are broadly in line with the
multilevel and multidisciplinary model of corporate social performance developed by Aguinis &
Glavas (2012), who conclude that higher CSR performance is associated with such outcomes as
financial performance, reputation, improved stakeholder relations, firm-specific capabilities in
terms of operational efficiency, reduced risk and enhanced organization identification including
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employee engagement and customer loyalty (Aguinis & Glavas, 2012). Supplementary, the content
analysis additionally reveals the company-related factors such as higher management quality, long-
term strategic orientation, and transparency missing in the CSR model. The management factor,
however, has been previously captured by Malik (2015) while transparency in author’s version
could potentially be included as a sub-factor in another category such as e.g., stakeholder
engagement (Malik, 2015). This alignment with the existing literature confirms that no meaningful
categories have been left out.

By combining the insights from the academic literature on the long-term share-holder value
creation and the impact on a company’s performance from higher ESG performance, this thesis
proposes to view these concepts in a joined framework, where ESG performance translates into
sustainable shareholder value via the direct and indirect value drivers. Figure 2.3 provides a visual
model of how higher ESG performance ultimately can be translated also in a higher long-term
shareholder value.

Indirect value drivers Direct value drivers
1 Transparency

Staholder
engagement

Reduced risk
Management

Long-term
orientation
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performance Higher SHV

Employees

Reputation

Financial

Capital performance

management

Operating
capabilities
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Figure 2.3. ESG implication on the shareholder value — conceptual model created by the author
based on the qualitative content and frequency analyses.

The studies and analysis comprised in this chapter answer the second research question -
"How does a company’s ESG implementation impact shareholder value?" by identifying and
analyzing the various factors that bridge ESG performance relationship to the shareholder value.



53

Through a comprehensive qualitative content analysis, it establishes eleven key categories linking
ESG to shareholder value, shedding light on both direct and indirect value drivers. Having
established the link between enhanced ESG performance and increased shareholder value, it is
essential to delve into the factors that drive successful ESG implementation. In the upcoming
chapters, the author will examine the key drivers and obstacles to ESG adoption, with a special
emphasis on the Central and Eastern European region, particularly the Baltic states. Chapter 3 will
additionally provide a region-specific background analysis.
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3. CEE corporate landscape from the ESG perspective

While pursuit of increased long-term shareholder value is widely recognized as an important
objective, it can be seen as even more critical in emerging markets such as the CEE countries.
Given the rather low level of stock market capitalization as well as the overall less developed
financial market culture, the degree of corporate disclosure and information availability, in general,
is lower (Fraser Institute, 2019). In addition, higher political uncertainty, and greater risk exposure
of the privately held companies hinder higher foreign investor interest in the region and therefore
impose a competitive disadvantage to the companies of the more developed economies
(Kocmanova et al., 2015). Nevertheless, the CEE region is also characterized by the fastest growth
rates among the EU countries and over time has become a significant contributor to Europe’s
manufacturing and service economy (Invest Europe, 2021a).

Academic literature has consistently attributed substantial influence on ESG disclosures and
initiatives in shaping the value and financial performance of companies. This effect has the
potential to act as a catalyst, driving enhanced development of corporations and the investment
climate, particularly in emerging markets. Therefore, this chapter undertakes to provide an insight
into the (1) reasons why ESG relevance is even more crucial in emerging economies like CEE, as
well as assesses the (2) current status quo of ESG implementation degree characterized by a)
company mission statements analysis (sub-chapter 3.2), b) examination of ESG rating availability
and its consequences on capital attraction (sub-chapter 3.3) as well as c) estimated ESG disclosure
level following an examination of'a sample of stock-listed companies in the Baltic states of Estonia,
Latvia, and Lithuania (sub-chapter 3.4)

3.1. ESG relevance for the CEE markets

Given the rise of the corporate sustainability requirements and wider adaptation of the ESG
standards, the logical question of its relevancy arises also with respect to the CEE region. Is ESG
becoming a mere hygienic factor that is expected to be implemented by every market player across
the globe or can it still be seen as a potential source of differentiation and competitive advantage?
It has been argued that there exists a differentiation between the application of the strategic and
common sustainability practices, whereas only the strategic sustainability practices are found to be
positively associated with financial performance measures (Ioannou & Serafeim, 2019).

From this aspect, proper strategic ESG implementation as a source of competitive advantage
might be seen as even more important in emerging economies, where investors are faced with
higher uncertainty and companies must fight harder to attract investments. Earlier studies show
that investors associate firms investing in sustainability measures with higher transparency and less
opportunism lowering the perceived agency costs and information asymmetry (Dhaliwal et al.,
2011). Decreased information asymmetry in turn facilitates easier capital attraction for the
corporations, thus allowing them to grow faster and with less effort (Cheng et al., 2006).
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The relationship has also been proven by Ghoul et al. (2017) — when evaluating the correlation
between ESG performance and company value based on a sample of 53 countries, the authors find
ESG performance to be positively related to firm value, especially in countries with weaker market
institutions. Higher ESG performance is associated with better access to financing, especially in
countries where equity and credit markets are weaker. Authors also document increased future
sales growth for companies operating in countries having less robust legal institutions.

In the case of the CEE countries, the average performance of the legal system (Figure 3.1.) as
well as the degree of stock market activity (Figure 3.2.) are generally below their Western European
and Scandinavian peers. With respect to the strengths of the legal system, the Fraser’s Institute
Index shows the quality of the legal system and property rights, with better index scores on a scale

from 1 to 10 attributed to better quality. While the Baltic countries in this measurement do not lag
significantly, the results of the remaining CEE geographies score worse (Fraser Institute, 2019).
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Figure 3.1. Legal system and property rights assessment on a scale from 1 to 10. Created by the
author based on Fraser’s Institute Index data for 2019.

Similar is the case for the CEE stock markets, as the rate of stock market capitalization as a
proportion of the GDP in the CEE countries is significantly lower than the EU average (see Figure
3.2.). Several of the CEE stock exchanges are among the smallest stock exchanges in the world

and measure small-scale also in absolute figures.
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Figure 3.2. Stock market capitalization as a percentage of GDP. Source: created by the author
based on CEIC data for 2020.

When examining the comparison of country-specific regulation intensity in Europe, an
observable trend emerges from the data, indicating a disparity in policy implementation between
Western Europe and the CEE region (see Table 3.1). The number of policies identified in Western
European countries such as Germany, France, Spain, Italy, and the UK surpasses those found in
CEE countries such as Poland, Hungary, Slovakia, Lithuania, and Latvia. This discrepancy
suggests a potential lag in the adoption and implementation of regulatory measures related to
sustainable finance and corporate sustainability. The findings align with the insights presented by
the UN PRI report from 2022, indicating a lower regulatory intensity in the CEE region compared
to Western Europe. (UN PRI, 2022).

Table 3.1.

Number of sustainable finance related regulations across regions. Created by the author based on
UN PRI (2022).

Western Europe Central and Eastern Europe
Country # of policies Country # of policies
Germany 27 Poland 11

France 24 Hungary 9

Spain 24 Slovakia 9

Italy 22 Lithuania 9

UK 20 Latvia 7
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An examination of diversity and inclusion factors reveals further disparities between the
two regions. In terms of labor force participation rate, each CEE country falls below the median
observed in Western Europe, as depicted in Figure 3.3. This indicates a lower level of engagement
and representation of females in the CEE region compared to their Western European peers.
Similarly, when evaluating the political landscape, the proportion of seats occupied by females in
national parliaments (Figure 3.4) highlights that CEE countries consistently exhibit a lower
representation of women in political decision-making processes compared to Western European
countries. These findings underscore the existing gaps in diversity and inclusion practices and
indicate the need for concerted efforts to address these disparities within the CEE region.
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Figure 3.3. Ratio of female to male labor force participation rate (%) in the CEE countries.
Created by the author based on Bloomberg data (2021).
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Figure 3.4. Proportion of seats held by women in National Parliament (%). Created by the author
based on Bloomberg data (2021).
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The only ESG facet, where multiple CEE countries outperform the remaining EU countries,
currently is the environmental factor and its metrics. Given the lower level of urbanization in
Central Europe and the Baltics (63%) as compared to the EU average of 75%, according to World
Bank data for 2021 (The World Bank, 2021b) and the lower manufacturing output (constituting
only 13% of the total manufacturing value added of the EU) (The World Bank, 2021a), the CEE
countries have remained relatively light in the relative contribution to the emissions and other types
of environmental harms compared to their Western European counterparts.

So, is the case, for example, when measuring the greenhouse gas level per inhabitant - the
indicator that measures the total national emissions of the so-called “Kyoto basket” of greenhouse
gases expressed in units of CO2 equivalents (Figure 3.5.). Based on the annually submitted data by
the EU Member States as part of the reporting under the United Nations Framework Convention
on Climate Change, the results show that most of the CEE countries score below the EU average
suggesting that the overall contribution per capita to the environmental pollution in terms of CO2
emissions is lower.
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Figure 3.5. Carbon emissions per capita (tCO2/cap) (Fos. Fuel Combust.) in the CEE countries.
Created by the author based on data of Eurostat (2021).

Also, with respect to renewable energy, the CEE region is mostly overperforming the EU
average (see Figure 3.6.). Several of the CEE countries have historically used a higher share of
alternative energy such as hydropower to partly fuel their economies and therefore have already
been able to achieve a healthier energy mix.
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Figure 3.6. Renewable energy measured as proportion of the gross final energy consumption in
CEE countries. Created by the author based on Eurostat data (2020).

All in all, it is to be assumed that the CEE region will undergo significant sustainability policy
introduction on the national level in the forthcoming years motivating more and more companies
to implement ESG plans and disclose their respective ESG data. It means that companies have to
well develop their sustainability strategies and policies as well as implement new reporting
processes and systems to be able to comply with the requirements (Baumiiller & Sopp, 2022).

On the other hand, often, when policies are introduced swiftly, the companies suffer from a
lack of resources and time to adequately implement the sustainability facets and processes in their
strategies (Marquis et al., 2016). It can also cause a lack of a dedicated process of stakeholder
involvement in the sustainability materiality decisions. The obligation to report can therefore push
companies into the reporting despite potentially not being fully ready. Academic evidence,
moreover, suggests that a firm’s reputation improves immediately after the publication of the
sustainability report (Philippe & Durand, 2011). These factors in combination can lead to selective
disclosure practices — one of the most common forms of greenwashing (Yang et al., 2020). Given
that the regulatory policies can be seen as a critical direct driver of greenwashing, a proper balance
between the requirements and the motivational force should be aimed to be achieved from the side
of the policymakers (Delmas & Burbano, 2011).

3.2. Sustainability trend in the CEE — mission statement analysis

In 2012, Bistrova & Lace verified their initial shareholder value model by using stock market
data for CEE countries. As a part of their research, the authors used mission statement analysis to
test whether the long-term value creation for its shareholders has also been prioritized by the
companies in CEE. By analysing the mission statements of 85 listed companies from the CEE
countries, the authors found that only around 30% of the sample mentioned commitment to
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shareholders. Higher proportions of mentions were attributed to customers, quality, leadership, and
market position.

With the global tendencies shifting in the direction of sustainability, it might be expected that
the changes shall be reflected in the updates to the mission statements during this decade which
provides a unique opportunity for a trend analysis based on the initial data set. Mission statements
play an important role in setting the company’s course toward a comprehensive sustainability
strategy (Analoui & Karami, 2002). The importance of a strategically aligned mission statement
can be crucial for successful sustainability performance not only for large global corporations but
also for small and medium size entities (Duygulu et al., 2016). Moreover, referrals to the
fundamental business drivers of the company in their mission statements are proven to influence
their financial performance positively (Barth et al., 2001), thus underlying the importance that the
mission statement can have on the overall business performance (Bartkus et al., 2006).

To analyze whether these factors have also been captured by the companies in the CEE region,
a frequency analysis across 20 concepts was performed via text search software. The focus was put
on the concepts centered around the stakeholders per se and around their interests, primarily to
determine whether the interests of shareholders are becoming less important at the expense of the
interests of other stakeholders in the corporate mission statements.

The results (see Figure 3.7.) indicate that the highest focus is put on sustainability-related
metrics, including references to responsibility, innovations, environment, long-term orientation,
and community. More than 90% of the companies had at least one reference to these topics in their
mission statements. The second highest priority was consumers — more than half of the companies
referred to their customers in their mission statements. References to the stakeholders were found
more frequently than shareholders. Shareholder commitment and financial performance were
mentioned comparatively rarely. While the categories in the analysis have been added mostly for
illustrative purposes, it can be argued that all three first categories (sustainability, consumer, and
stakeholders) generally relate to a wider non-financial dimension of companies on their path toward

sustainable development and are constituents of the general dimensions usually comprised by the
ESG factors.
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Figure 3.7. Results of the mission statement analysis of CEE companies. Created by the author.
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To analyze the mission statement changes over the last decade, the sample data of Bistrova &
Lace (2012) used for the mission statement analysis was retrieved, and the updates to the mission
statements of the companies used in 2012 were added either from the web pages or annual
statements of the companies as of February 2021. By doing so, a database of the mission statements
that the sample of companies had in 2012 and 2021 was created allowing the author to explore how
significantly the companies have altered their purpose and reason for existence in the indicated
time frame. In order to allow for direct comparison, the same companies were chosen for this
analysis (“like-for-like” sample). From the previously analysed sample of 122 companies and 85
available mission statements, 70 updates as of 2021 were available due to some companies
undergoing restructuring or liquidation. In the like-for-like comparison of the same companies, the
following topics (as summarized in Figure 3.8.) underwent the most significant changes.

Figure 3.8. Results of the like-for-like mission statement analysis summarizing the changes in

topic occurrence in the company mission statements over the period from 2012 to 2021 (count).
Created by the author.

While in 2012, the content analysis of the offered mission statements showed that a third of the
companies mentioned their commitment to the shareholders, this number over the decade has
decreased to only 17%. Surprisingly, the reference to shareholders in the mission statements has
experienced the most dramatic decrease, followed by similar terms describing the financial
orientation as the position (e.g., market position) and profit. On the other hand, the concentration
has increased towards contributions to society (characterized by terms such as “people”, “society”,
“community”) and sustainable operations (“sustainability”, “responsibility”, “long-term”,
“environment” and “innovation”).

When putting these trends in the industry sector setting, the results in Figure 3.9. indicate that
none of the sectors has shown an increase in dedication to financial matters in their mission
statements. Almost all sectors followed the trend of higher sustainability focus in their mission

statements. The only sector, which showed relatively controversial results to the remaining sample
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was the energy sector, which showcased decreased concentration on sustainability and consumers
combined with a significantly stronger focus on stakeholders and shareholders.
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Figure 3.9. Results of the like-for-like mission statement analysis summarizing the changes in
topic category occurrence in the companies’ mission statements over the time period from 2012
to 2021 sorted by industries. Created by the author.

The application of the theoretical framework on the mission statement analysis allows
concluding that over the last decade, the shift of the companies in the CEE region has happened in
favour of a more pronounced stakeholder orientation and long-term shareholder value achievement
via sustainable actions. While, as indicated by Bistrova & Lace based on the 2012 results, the
companies which signaled their shareholder value commitment simultaneously had a focus on
profitability and financial performance, it seems that over the decade, the focus has shifted, and
companies, via their mission statements, put more emphasis on a wider contribution to society,
environment, and long-term value creation via sustainable performance. The significant decrease
in the mention of profitability and market focus by the companies over the decade corresponds to
the trend that the long-term shareholder value is set as an ultimate goal created via high ESG results
and therefore better financial performance, and not via short-term isolated focus on financial

results.
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3.3. ESG rating coverage in CEE and its impact on the investor
behavior

While from the mission statement analysis summarized in the previous chapter, it becomes
clear that the corporate sustainability agenda is also becoming more topical in the CEE region, the
implications of the relatively low stock market capitalization in the regions stretch also to the
sustainability aspects and show implications also on the corporations.

As discussed, the most widely spread approach in performing the ESG evaluation leans
towards the independent rating agencies — by applying individual methodologies and evaluation
models, the ESG performance assessment is usually expressed as a single score or rating allowing
for direct evaluation and comparison (Berg et al., 2019). The rating availability, however, is
currently an unresolved challenge. According to OECD, the market coverage of the ESG ratings is
relatively low — while in the US approximately 25% of all the public companies have an external
ESG score, only 10% of the European companies have a score available (OECD, 2020b). As the
ESG rating availability, among other factors, strongly relies on the obtainable data, the percentage
is far lower in the regions of Europe that lag in sustainability implementation. As such, only very
few companies operating in the CEE region have external ESG scoring data available.

Recent research used a data set comprised of all European companies, which had an ESG rating
from the Thomson Reuters EIKON database as of January 2019. From the total sample of 1165
companies, 32 originated from Poland, 4 from the Czech Republic, and 4 companies from Hungary,
while no other CEE countries were represented in the sample at all, highlighting the largely missing
data inputs for the CEE region companies (Iamandi et al., 2019). These results are supported also
by Polish researchers finding that there is a large ESG reporting gap on the Polish market, with an
overall low level of reporting on non-financial data. Furthermore, the authors found that the shares
issued by companies with higher ESG ratings were distinguished by an over-average return rate
and lower return rate volatility (Czerwinska & Kazmierkiewicz, 2015).

With the rise of the ESG rating availability, certain trends have emerged. The most notable is
that the ESG rated investment universe is dominated by large-capitalization companies. According
to OECD, the market capitalization of the ESG rated companies in the EU reached 89% in 2019 in
contrast to the 10% coverage in terms of the number of companies (Boffo & Patalano, 2020). While
there are multiple explanations related to the data availability, more resource devotion, and investor
coverage, the lack of the ESG scoring poses important limitations for the smaller capitalization
companies, which drift further away from the investment considerations of the investors looking
for sustainable investments.

To explore the rating availability in the CEE, a sample of the 2000 largest CEE country stock-
exchange listed companies was selected. The quantifiable ESG scoring data (RobecoSAM,
Sustainalytics, and MSCI) were retrieved for the sample companies listed in Bratislava, Bucharest,
Budapest, Ljubljana, Prague, Riga, Tallinn, Sofia, Vilnius, Warsaw, and Zagreb stock exchanges.
In addition to the ESG scores, the retrieved data were supplemented with entity industry markers



64

as per GICS classification, primary listing exchange, market capitalization data, three months
average trading volume as well as 6- and 12-month returns. Only those CEE countries being a
member of the EU were chosen due to the similar ESG disclosure requirements.

Based on the listed stock exchanges, 72% of all the rating scores available in the sample were
granted to companies listed in the UK, Germany, France, Sweden, Italy, and Switzerland.
Meanwhile, the remaining European countries, especially the CEE region companies have
extremely low external ESG rating coverage — companies of the 11 CEE countries contributed in
total only 4% of the total score count, which indicates a rather strong disadvantage to the
sustainable investments that could be flowing into these geographies.

While academic evidence shows that companies in this part of Europe are strongly working
towards developing their ESG disclosure practices and more ESG disclosure documentation is
publicly available for the stock listed companies, the evidence suggests that the efforts are still not
sufficiently appreciated (Horvath et al., 2017; Deloitte, 2020). From a maximum of three different
sustainability-related scores (Sustainalytics, RobecoSAM, and MSCI), 97% of the sample
companies had none. In line with the findings of Boffo & Patalano (2020), when measured by the
market capitalization, however, the companies having at least one ESG rating covered 88% of the
total market capitalization of the entire sample, implying the significant impact of the size on the
external ESG score availability (Boffo & Patalano, 2020).

Table 3.2.

ESG score availability for the CEE stock-listed companies. Created by the author based on
Bloomberg data (March 2021).

Count of ESG scores Companies in sample Percentage of sample
0 1947 97%
1 35 2%
2 12 0.5%
3 7 0.5%
Total 2001 100%

As summarized in Table 3.2., the most common score available for the CEE companies was
the RobecoSAM sustainability ranking (available to 54 companies), the MSCI ESG score was
available to 19 companies, while the Sustainalytics score was awarded to only 7 CEE listed
companies. Consequently, the sub-sample of the 54 companies having RobecoSAM rating was
chosen for further analysis. As noted, before, the ESG score by RobecoSAM aims to account for
previously in the academic literature described biases due to differences in geography, company
size, and disclosure level. The adjustments to these differences are done by comparing only those
peers with similar sectoral and geographical backgrounds (RobecoSAM, 2021).
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The ESG-scored sub-sample consists of 54 companies — 42 of them listed in Warsaw, 6 in
Budapest, and one in Prague and Bucharest, each. The average sustainability ranking of the
companies was 27.4, which is 21 points lower than the average European score indicating the still
developing practice and compliance to the ESG metrics in this region.

As it is often argued that companies having no external ESG score are less likely to attract
investor attention, an additional test on the trading volumes was performed. A synthetic sample of
54 CEE companies having no external ESG ratings was selected. It was attempted to create the
sample possibly close to the original one - the same geographic split, industry breakdown, and
market capitalization. Albeit the similar split sub-sample depicted in Table 3.3 offered significantly
lower average market capitalization (169bn EUR vs 9bn EUR).

Table 3.3

CEE similar geographical split sub-sample overview, March 2021. Created by the author.

Name # of comp. Avg MCAP Geographical split

ESG companies 54 168,567,820,525 42 Warsaw, 1 Bucharest,
6 Budapest, 5 Prague

Similar split w/o ESG 54 8,917,259,610 42 Warsaw, 1 Bucharest,
6 Budapest, 5 Prague

Independent sample t-tests were carried out to evaluate the potential differences in the returns
and trading volume. As the first step, F-tests were carried out to determine the differences in
variances of the samples. Next, Table 3.4 below shows the results of all the t-tests performed.

Table 3.4

Independent mean t-test analysis using the sub-sample of a similar company split by
geographies and industries, March 2021 data. Created by the author.

Independent t-test analysis with geographical / industry sample Two-sample t-test

Variables Sub-sample Mean Observations | t-stat p-value
3m trading ESG 689939 54 v
volume W/o ESG 84759 54| 28500002
12m return ESG 50.87 54
2.98 | 0.004%**
W/o ESG 121.12 54
6m return ESG 34.49 54
1.63 0.107
W/o ESG 51.25 54

ESG: sub-sample consisting of companies that have RobecoSAM rating, w/o ESG _: sub-sample consisting of companies that do
not have RobecoSAM rating, *** mean difference is significant at the 0.01 level (2-tailed).



66

The results indeed show a significant difference (significant at 99%) in the average trading volume
implying a significantly higher share turnover and consequently higher liquidity for the companies
having an external ESG score. Nevertheless, as the average market capitalization rates of both sub-
samples were so diverse, it is impossible to conclude whether the results are not attributable to the
size premium in terms of the rating availability for the higher capitalized companies. Two
additional sub-samples were therefore created to account for the possible differences in the market
capitalization by removing the largest companies from the ESG sample. Two company groups (see
Table 3.5) with a similar average market capitalization rate and each consisting of 46 companies
were created.

Table 3.5.

CEE similar market capitalization sub-sample overview, March 2021. Created by the author.

Name # of comp. Avg MCAP (EUR) Geographic split
ESG_MCAP 46 13,569,415,179 | 42 Warsaw, 1 Bucharest, 1
Budapest, 2 Prague
w/o ESG_MCAP 46 14,185,253,888 | 12 Warsaw, 8 Bucharest, 25
Budapest, 1 Prague

The differences are visible also in the geographical split, as several largely capitalized
companies in the non-ESG sub-sample are listed on the Budapest stock exchange, however, a large
share of them seem to lack the ESG score (in contrast, to their Warsaw-listed peers). The results of
the t-tests in Table 3.6. indicate similar results to the first specification, meaning that also by
removing the market capitalization effect, the trading volume is lower for the companies without
the ESG scores, confirming the negative liquidity effect coming from the lack of the ESG score.
No significant differences in the returns of the equities were found.

Table 3.6.

Independent mean t-test analysis using the sub-sample of a similar market capitalization size,
March 2021 data. Created by the author.

Independent t-test analysis with geographical / industry sample Two-sample t-test
Variables Sub-sample Mean Observations t-stat p-value
3m trading volume ESG_MCAP 747705 46
2.00 0.002%***
w/o ESG_MCAP 123848 46
Total 12m return ESG_MCAP 55.64 46 1.99 0.81
w/o ESG_ MCAP 51.56 46 ' '
Total 6m return ESG_MCAP 36.83 46
= 1.99 0.19

w/o ESG_MCAP 25.55 46
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The results underline the disadvantage of the companies which do not have external ESG
scores, resulting in a lower trading volume. This finding is especially important for the companies
listed in the CEE stock exchanges, as the financial markets there are underdeveloped relative to
their Western European peers and lack liquidity, therefore the investors often tend to look skeptical
towards the investments there.

This evidence once more confirms the importance of proper ESG implementation and
disclosure that is necessary for companies to obtain independent ESG score assessments. For
companies not properly disclosing non-financial information, the score attribution is less likely to
result in potentially negative consequences in the capital attraction domain.

3.4. ESG disclosure level in the Baltics

Given the low level of ESG score availability across the CEE corporations, alternative methods
must be applied to estimate the current status quo of ESG implementation. For the purpose of the
analysis, a specific sub-sample of the CEE corporations has been chosen. The following sub-
chapter, therefore, aims to provide an in-depth analysis of the ESG disclosure level by examining
stock-listed corporations of the Baltic states — Estonia, Latvia and Lithuania.

As discussed in the previous chapter, the ESG rating coverage on the Baltic level is extremely
low, therefore, to measure the ESG disclosure level qualitative content analysis has been performed
of the information included in the sustainability reports (and their formal equivalents) for the year
2020. Given the rapid pace of development of corporate sustainability and its regulatory
requirements, this section aims to additionally provide evidence from a time perspective, also
examining the data as 0 2022.

This analysis is based on a sample of thirty-eight companies listed on the NASDAQ Baltic
stock exchange as of August 2022, including 32 prime-listed companies and 6 secondary or
alternative market-listed companies that published dedicated ESG or CSR reports in their annual
disclosures. Compared to the initial sample procured in 2020, 3 companies were delisted, and 5
new companies were stock listed. However, three companies from the prime list were excluded
due to the absence of their 2021 annual reports. This sample has a comparability of 85% with the
2020 sample, and includes 16 Lithuanian, 17 Estonian, and 5 Latvian companies.

Given the previously reported low coverage of the corporate sustainability evaluations of the
companies operating in the Baltic countries, the ESG disclosure score computation approach
adopted initially from Roca & Searcy (2012) was applied. Similar approach has been used by Bakar
et al. (2019) and Al-Tuwaijri et al. (2003). The approach is broadly in line with Bloomberg’s
disclosure score calculation method. The method relies on content analysis screening through the
disclosures and cross-checking the inclusion of the specific measures and factors by the specific
companies. While in the 2020 study, the overall checklist consisted of 106 factors — based on the
NASDAQ ESG Reporting guidelines, GRI Reports, NASDAQ Corporate Governance Code, and
UN SDGs, in 2022 the maximum obtainable score had increased to 119 due to new indicators and
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measures expected to be reported by the companies (i.e., EU taxonomy related information,
whistleblowing policy, etc.). Qualitative content analysis was performed on the non-financial
reports of companies for the year 2021 as well as the reports and disclosures in the regulatory stock-
exchange filings and available on the web page of the stock exchange. Information and
sustainability disclosures available elsewhere were excluded from the analysis for the sake of
comparison purposes. Given the differences in the reporting form the reports analyzed included
Sustainability Reports, ESG Reports, Social Responsibility and Governance Reports, Non-
financial Reports as well as specific sections in Management Reports of the annual disclosures.
The split between the E, S, and G metrics was found to be approximately similar — 35 indicators
corresponding to the environmental factors, 45 indicators revealing information on the social facet,
and 38 indicators reporting on the corporate governance practices. One point was added to the
checklist for each case the company had reported on the specific ESG indicators.
Correspondingly, the ESG disclosure score was calculated by dividing the sum of individual
disclosure items by 119 (the max score according to the checklist) in 2022 sample and by 106 in
2020 sample. Given that the computation method does not provide information on the quality or
performance of the specific disclosures, the result must be interpreted as the relative degree of ESG
transparency rather than an overall level of ESG performance or corporate sustainability
achievement. The result is expressed in percentage terms to allow for easier comparability.
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Figure 3.10. ESG disclosure score in the Baltic public listed companies — comparison between
2020 and 2022 data. Created by the author.

By evaluating the total reported information volume against the maximum attainable
transparency level, the percentage of the disclosed ESG information was obtained. As visible in
Figure 3.10., the average ESG disclosure score had improved by 7 p.p. from 40% in the 2020
sample to 47% in the 2022 sample. While there are still companies that disclose insufficient non-
financial information (12% minimal disclosure level), there is also a significant improvement in
the best performers — one corporation achieving even 93% transparency level. The results of the
study reveal that in line with expectations, Baltic stock-listed companies have improved their
overall ESG affinity and are indeed more transparent in their corporate sustainability achievements.



69

When split between the industries, as depicted in Figure 3.11., the highest ESG disclosure level
is achieved by companies in the utility sector, identically as noted in 2020. The average level of
disclosure in this sector has increased from 61% in 2020 to 63% in 2022. The lowest disclosure
scores demonstrate companies in the real estate segment — presenting only half of the transparency
level achieved by their peers in the utilities segment.
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Figure 3.11. Average ESG disclosure level in the Baltic stock listed companies by industries
(from max 100%). Created by the author.

The results across the pillars as explained in Figure 3.12. have remained consistent with the
patterns observed in 2020 — the highest transparency level is achieved across the governance pillar
(60%), followed by social disclosures at 48% level and environmental pillar of 31%. The average
disclosure level has increased since 2020 across all the ESG factors.

2022

Figure 3.12. Disclosed ESG information level by factors in the Baltic stock listed companies
(% of 100%). Created by the author.
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While the disclosures in the corporate governance pillar are strongly driven by the requirement
for the stock-listed companies to publish a dedicated Corporate Governance Report, the
environmental pillar is still relatively underrepresented driven by more complex data measurement.
Nevertheless, with the overall trend of higher ESG transparency in the Baltic region, also
improvements in environmental data disclosure have been documented. The specific improvement
areas relate, for example, to emission level measurement (57% of the sample companies report on
their emission levels at least in Scope 1 and 2), as well as more quantified information on water
consumption, waste generation levels, etc. All in all, however, particularly the n availability
remains the largest pitfall for the Baltic corporations confirmed by the vast number of companies
disclosing insufficient environmental data (Figure 3.13.).
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Figure 3.13. Environmental disclosure level across the Baltic listed companies (from max thirty-
five points). Created by the author.

Overall, the results show a moderate level of ESG disclosure across the stock-listed companies
of the Baltic countries once again signaling the need for additional focus on this topic for the
examined companies. Nevertheless, the positive trend of increased corporate sustainability focus
is confirmed by both — mission statement and ESG disclosure analysis.

Stock exchanges are generally in a unique position to contribute to a wider implementation of
ESG practices in company reporting standards and therefore higher overall transparency of the
capital markets (Bizoumi et al., 2019). Sectoral specificity and emphasis on the material disclosures
in the stock exchange-issued guidelines shall help to promote the focus on the right sustainability
drivers and, by doing so, to increase the ESG disclosure value for the investors.

To conclude this chapter, it is vital to recognize the significant role ESG factors play in shaping
the corporate landscape in CEE. ESG considerations are of particular importance in emerging
economies like those in the CEE, due to their unique challenges, including relatively low stock
market capitalization, less developed financial market culture, political uncertainties, and
heightened risk exposure. However, these challenges are not a blockade but rather an opportunity
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for the region, which boasts some of the fastest growth rates among EU countries and contributes
significantly to Europe's manufacturing and service economy. Through analyzing company
mission statements, scrutinizing ESG rating availability and its impact on capital attraction, as well
as assessing the level of ESG disclosure within a sample of Baltic states' stock-listed companies,
the author has provided novel scientific insights on the current state of ESG implementation in the
region filling the so far unfulfilled gap in the academic literature. It is envisaged that a greater
commitment to ESG practices can act as a catalyst for improved corporate development and
investment climate in these emerging markets, ultimately driving an enhanced competitive
positioning on the European level, therefore it is important to understand through which drivers
can higher ESG adoption be achieved. Chapter 4 will next follow up with an extensive overview
ofthe potential drivers as well as empirical insights into the challenges. Chapter 5 will next analyze
the driver relevance from organization life cycle perspective.
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4. Factors impacting ESG adoption

The degree of ESG disclosure and performance are studied to be affected by multiple factors.
A wide range of scholars have contributed to the growing body of evidence from theory
perspectives up to market-tested and validated results aiming to explain the underlying mechanisms
and effects describing the factors impacting ESG performance and disclosures. The factors
impacting the adoption can broadly be summarized in two cohorts, of which the external factors
(summarized in sub-chapter 4.1) include industry-related specifics, societal expectations, and
regulatory environment, while the internal factors (comprised in sub-chapter 4.2) cover the
company’s intrinsic attributes that drive the ESG adoption from within the organization, such as
business model related factors, corporate governance attributes and firm-level specifics. The
exploration of drivers is initially conducted in broad terms, without an explicit focus on different
stages of the organizational life cycle.

In addition, certain factors and obstacles have been found to negatively impact a wider ESG
adoption in the corporate world, therefore empirical evidence on the barriers is also discussed in
this chapter. To conclude the fourth chapter, sub-chapter 4.3 offers a compilation of empirical
studies that substantiate primary drivers within the unique regional context of the Baltic countries.

4.1. External factors affecting ESG adoption

4.1.1. Society expectations

One of the theories widely associated with corporate sustainability adoption is the Legitimacy
theory. Legitimacy theory is developed from the concept of organisational legitimacy, which has
been explained by (Dowling & Pfeffer, 1975) as “a condition or status which exists when an
entity’s value system is congruent with the value system of the larger social system of which the
entity is a part”. Based on the Legitimacy theory companies are seen as continually trying to ensure
that they act within the bounds and norms of their respective societies. Therefore, companies are
expected to voluntarily implement and disclose the activities that contribute to the expectations of
the communities and society they operate in (Deegan, 2002). As the theory is based on perceptions
of the expectations of an abstract stakeholder group, the disclosure has to follow as the form of
notifying the communities about the activities achieved within the company (Cormier & Gordon,
2001). In addition, as the expectations of society can swiftly change over time with new market
developments, economic conditions, and innovations, the companies are expected to be flexible
and responsive to the changing expectations they are faced with. Therefore, the importance of
regular public disclosures becomes even more pronounced (Deegan, 2002). Legitimacy theory, as
captured by variables related to public or social visibility, can be used to explain the adoption and
disclosure of ESG-related information, via higher visibility leading a company to adopt higher
levels of ethical practices and ESG disclosure (Reverte, 2009).
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The social contract — an abstract concept showcasing the relationship between society and
organization — additionally foresees that acting according to the interests and expectations of
society is crucial for ensuring the long-term survival of the companies. In the context of ESG, it
would mean that companies should be prone to highlight the stakeholder interests in sustainability
performance rather than the pure financial outcomes (Schaltegger et al., 2019). Consequently,
stakeholders’ and market participants’ expectations can be seen as one of the primary ESG
disclosure drivers.

Practically, the global tendency in favour of greater sustainability cannot be denied. It follows
via several channels, consumer behavior being one of them. While consumer behavior as a direct
ESG driver is currently relatively underexplored in the academic literature (Arvidsson & Dumay,
2022), several studies have proxied this factor as a “global trend”. This is also in line with the
CSRD as an important goal of increased sustainability transparency is to ensure consumer trust.
The global trend of higher society’s demand for sustainability cannot be underestimated — a report
from The Economist Intelligence Unit has found that the demand for sustainable products globally
has increased by 71%. While the increase has been especially prone in the wealthier economies,
the trend is visible also in the more developing countries. The results also show that consumers see
corporations as responsible ones for driving the national sustainability agenda (The Economist,
2021). In particular, the younger generations are driving fundamental and enduring change in
consumer behavior, redefining expectations for the product quality and perceived value of the
purchase. Trust remains fundamental to building and sustaining a corporate reputation in the eyes
of the customers. A report by First Insight has found that Gen Z consumers’ preference to shop for
sustainable brands has increased by nearly 25% in line with their willingness to pay more for
sustainable products (uplift by 42%). The results show that nearly 90% of Gen Z consumers said
that they would be willing to spend an extra 10% or more on sustainable products (First Insight,
2020). A global Deloitte survey dated 2019 has found that 50% of the participants have switched
products or services because a company has violated their values (Deloitte, 2021). Customers also
show a greater willingness to choose products from companies that are CSR-oriented (Du et al.,
2013).

It can be argued that in the modern environment that is largely defined by wide information
flow via instant social media channels, corporate reputation has become more important than ever.
Global executives on average attribute 63% of their company’s market value to their overall
reputation (PwC, 2021). Such a view has been confirmed by a recent Bloomberg Law survey
finding that a significant majority of 83% of the surveyed lawyers who advise clients on ESG-
related matters selected company reputation as a primary driver of client decisions to prepare ESG
disclosures (Bloomberg Law, 2021). ESG incidents can reduce the trust and loyalty that
stakeholders place in a company causing irreparable damage to the company’s reputation (Garcia
et al., 2017). Also reputational factors can be a strong determinant of a company’s sustainability
related disclosures (Philippe & Durand, 2011).
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The reputational effects can be amplified via media - a theoretical framework that considers
the media as an influential third party that forms and reflects public opinion about ESG issues
essentially attributing certain pressure has been developed (Burke, 2022). The aggregated factor of
society’s impact via consumer groups that can be amplified via reputational factors and media have
also been noted as an ESG driver (Aguinis & Glavas, 2012).

Finally, it has been documented that associations contribute to the corporate sustainability topic
via information and best-practice sharing playing an important role in the educational efforts.
Academic evidence suggests that members of business associations are more likely to conform to
the patterns that are present in their represented associations, ultimately confirming that
associations can play an important role in shaping and influencing their members’ social
performance (Besser & Miller, 2011).

4.1.2. Regulatory and compliance effect

The second theory frequently cited as a cornerstone in understanding the differences in ESG
disclosures is the Institutional theory. It explains that corporations are affected by a broad set of
societal structures such as regulations, governmental and non-governmental organizations, and
bodies monitoring the behavior and activities of the companies (DiMaggio & Powell, 1983).
Campbell (2007) has offered a viewpoint that particularly the institutional factors and norms can
be used to explain the behavior of social responsibility of companies.

All in all, multiple academic studies have employed these theories to explain the influences of
country-level characteristics on corporate behavior in terms of ESG disclosure. Using a sample of
companies from forty-two countries over a seven-year period Ioannou and Serafeim (2012) focus
on understanding whether companies operating in differing institutional set-ups show differences
in corporate social performance. The results confirmed significant cross-country non-financial
disclosure deviations attributed to distinctive institutional, cultural, and political factors (Ioannou
& Serafeim, 2012). A similar study has tested the ESG disclosure score level using a worldwide
sample for a period of 2005 to 2012 trying to understand whether country-level differences
measured as the existing legal framework, level of corruption, labor market indicators as well as
social facets such as social cohesion and equal opportunities can explain the ESG disclosure level
and has confirmed the previously found results (Baldini et al., 2018).

Consequently, legislation is undoubtedly one of the key drivers fostering wider ESG adoption
across corporations. The effect of sustainability regulations and policies in the EU context is
especially meaningful as it has a double driving force — on the one side motivating corporations to
set measures and report on their sustainability performance, and, on the other side, moving the
financial investors and lenders to request ESG related information from their portfolio companies.
It has been approved also by recent financial market participants surveys - legislation is indeed
found to be one of the key drivers of sustainability factor implementation in investment decisions
— i.e., 91% of the surveyed investors admitted regulatory demands being the strongest reason for
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ESG implementation (Barnett Waddingham, 2022). Similarly, it holds true when judged from the
corporation perspective (Daugaard & Ding, 2022).

As discussed, the number of global regulations has been on a steep increase, especially driven
by the European Union economies — as of 2019 there were at least 176 accumulated sustainability-
related regulations in comparison to 59 regulations in Asia (UN PRI, 2022). When examining the
specific CEE exposure to those, it becomes clear that sustainability legislation intensity is currently
still higher in Western Europe.

In addition, while the legislative requirements currently cover mostly larger entities (see
chapter 1.2), various facets of the laws indirectly spillover also to smaller entities. Such an example
is the new regulation fostering sustainability in corporate supply chains proposed by the European
Commission. It foresees that entities will have to ensure compliance with certain ESG requirements
across the entire supply chain, thus companies that will want to continue doing business with
corporations compliant with the new regulation will have to ensure the respective disclosures
themselves (Deutsche Bank, 2022). This approach is largely in line also with the so-called Green
Public Procurement (GPP) Directive that encourages the EU member states to use their economic
power to procure goods and services in an ESG compliant way. Academic research in this area
suggests that such indirect regulations affecting certain procurement procedures and willingness to
engage in a contractual business relationships can be seen as an important ESG driver, particularly
to smaller companies that are not exposed to direct ESG disclosure requirements themselves
(Lazaroiu et al., 2020). Therefore, it can be concluded that ESG will remain an increasingly
important factor in business partnerships and procurement decisions.

All in all, based on the review of scientific theories, academic research, legislative documents
and relevant business sources, external factors such as market and society expectations, as well as
regulations, are found to be important drivers of ESG adoption and disclosure across corporations
and help to explain the differences in the variety of corporate sustainability performance across
organizations.

4.1.3. Industry factors

The earlier literature has found that industry-specific factors can provide additional explanatory
power when discussing ESG performance (Waddock & Graves, 1997). As industries can be subject
to varying regulatory constraints, authors have proposed that both — informal industry norms, as
well as formal requirements, can play a role in the differences in ESG adoption across companies
operating in different fields of activities (Aragén-Correa et al, 2016). Arguably, it can be
concluded that certain industries that are more prone to being exposed to certain ESG-related risk
factors and causing more negative externalities (i.e., companies having extensive production
processes resulting in higher resource depletion, global corporations having increased risk of social
norm compliance across the supply chain, etc.) should be more engaged in ESG disclosures to
mitigate the negative effect of the industry specifics. Significant differences in transparency on
both the Social and Governance dimensions among certain industry sectors of the S&P 500
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companies have been documented (Tamimi & Sebastianelli, 2017). In addition, corporations
operating in sensitive industries that are subject to systematic social and environmental issues are
more likely to achieve a superior ESG performance, even when controlling for the firm’s size and
country (Garcia et al., 2017). While unified national-level regulations and materiality assessment
can reduce the industry-level differences in ESG performance, for the corporations that are not
falling under certain regulatory thresholds the industry-level differences can still act as substantial
ESG adoption impacting factors (Avetisyan & Hockerts, 2017).

Finally, the competitive intensity of the industry sectors constitutes another driver of ESG
performance as highlighted by Campbell (2007). CSR has also been found to be used as a
competitive strategy that allows companies to differentiate themselves from foreign competitors
leading to a higher degree of CSR engagement (Flammer, 2015b). In addition, an increase in
competition is associated with superior CSR performance with firms in more competitive
conditions showing above-average environmental performance (Fernandez-Kranz & Santalo,
2010). Finally, higher intensity of rivalry and CSR of competitors can have the power to increase
firm’s CSR performance (Hawn & Kang, 2013).

On the other hand, it has to be noted that with a wider expansion of ESG-related activities, the
industry and competitive landscape will likely lose their relevance in explaining ESG adoption. has
Sustainability practices have been found to converge within an industry over time (Ioannou &
Serafeim, 2019). The most considerable impact on the convergence is associated with the adoption
of sustainability by the industry’s market leaders. By adopting common practices that are likely in
line with the industry peers companies can foster their legitimacy (DiMaggio & Powell, 1983).

4.2. Internal factors affecting ESG adoption

4.2.1. Business model related factors

CSR-related activities have been found to correspond also to a set of strategic activities that
can create additional market opportunities and contribute to the competitive advantage achieved
by companies (Porter & Linde, 1995). The authors argue that “properly designed environmental
standards can trigger innovation that may partially or more than fully offset the costs of complying
with them”. Consequently, ESG-compliant business model of a company can act as a source of
innovation and competitive advantage of the company (Porter, 2004).

It is found that particularly these companies that can integrate ESG-compliant strategies in their
business models are expected to achieve the largest impact on shareholder value (Ioannou &
Serafeim, 2019). In addition, companies putting the material ESG issues at the center of their
business model and focusing on innovations in products, processes, and business models that
prioritize those concerns can derive a substantial competitive benefit suggesting that forming the
business model around the sustainability facets can be seen as a distinct strategy for companies to
employ to achieve higher value (Eccles & Serafeim, 2013). Therefore, a considerable share of
companies is revisiting the business models and adopting them to gain the advantage of the
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sustainability-related outcomes — i.e. innovative circular-economy-based operational models
(Antikainen & Valkokari, 2016) or offering unique corporate purpose statements that consequently
aid not only in their performance vis-a-vis their peers but also ensure benefits in employee
engagement and attraction (Gartenberg et al., 2016). They define a unique set of high-purpose firms
that are characterized by high engagement among the employees and a purpose-driven management
style and find that such companies also perform better financially. Based on the propositions from
social identity theory and signaling theory, it has been documented that firms' corporate social
performance positively contributes to a company’s reputation and therefore also finds it easier to
attract new employees (Turban & Greening, 1997). The employee attraction and retention factors
have been named as one of the core focus areas of large corporates as of 2022; a study has also
confirmed that companies leading in ESG measures have an advantage in these measures compared
to the lower-scoring peers (The Conference Board, 2022). The employees as the key driver of ESG
engagement is also relevant to early stage and start-up companies — as noted by the World
Economic Forum study, 27% of the companies mentioned employees as the key stakeholder
demanding ESG implementation (World Economic Forum, 2022).

Overall, purpose-led companies are gaining importance in the current corporate landscape.
Given the multiple positive outcomes associated with sustainable and ESG-enforcing business
models, it can be concluded that more and more companies will deliberately align their values and
business models to achieve higher purpose attainment. In addition, new organizational categories
of companies i.e., impact start-up companies are emerging in the market and adopting innovative
strategies to create positive impact within a for-profit framework (Gidron et al., 2021), thus
business model related factors is likely to be recognized as relevant ESG-driver also in the future.

4.2.2. Size and resource availability

Following the Legitimacy theory as captured by the implied higher public visibility, numerous
studies have highlighted that social responsibility disclosure is linked to the company size.

The research on organizational legitimacy implies that larger and more visible organizations
experience more pressure to conform to societal expectations (Powell & Bromley, 2015) larger
companies are also the most visible to the public and are likely to be under the most scrutiny
(Suchman, 1995). It has been documented that there is a positive relationship between social
performance and both - the age and size of the company (Moore, 2001). Larger and more profitable
companies are more likely to have the financial resources necessary to optimize the sustainability
facets of their operations, therefore they are also more likely to achieve higher ESG disclosure
levels (Artiach et al., 2010). All in all, the overwhelming share of academic evidence shows that
large companies are more likely to disclose ESG results than small ones (Daugaard & Ding, 2022;
Drempetic et al., 2020; Lozano, 2015).

The size of the company in the set-up is largely bound to resource availability. Firms that are
faced with limited resources that can be invested in CSR activities are also less likely to achieve
high levels of ESG performance and transparency. Studies show that CSR investments are costly,
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therefore company’s resource base and capabilities acquired with time increase the ability of
companies to afford CSR investments (Habib & Hasan, 2019; Russo & Perrini, 2010). Moreover,
companies that face fewer financial constraints and are performing better financially have more
resources to spend on ESG-related activities and therefore also achieve higher ESG performance
(Hong et al., 2012).

4.2.3. The role of company’s management

CEO effect

The next firm-level determinant, which has been studied to affect ESG adoption, is the
company’s leadership (Baldini et al., 2018). The first strand of literature notions the importance of
the chief executive officer (CEO). It bases on the Upper echelon theory stating that organizational
decisions and ultimate outcomes largely depend on the managerial background attributes and
therefore their characteristics directly influence the performance and strategic decisions taken by
the companies (Hambrick & Mason, 1984). Based on the Upper echelon theory, academics
frequently have used stability and change in the CEO role as a proxy for the board and top
management team (Quigley & Hambrick, 2015). More focused - as CEOs are usually the ones with
the highest ability to impact sustainability agenda and therefore also ESG outcomes of an
organization, various characteristics and personal traits such as confidence, ideology, and values
have been associated with ESG performance development, particularly from the side of CEO
(Grace & Gehman, 2022). A recent study shows that CEOs promoted from outside the company,
holding an engineering degree and an MBA, bringing along long-year experience as well as being
in the company for an extended period of time are running the organizations showing the best ESG
performance (Villalba-Rios et al., 2022).

CEO incentives can positively contribute to ESG performance (Velte, 2020). It is also shown
that higher CEO power enhances the ESG disclosure effect on firm value, suggesting that
stakeholders associate higher CEO power with a greater commitment to ESG disclosure.
Additionally, research has demonstrated that CEO compensation tied to ESG metrics can
incentivize CEOs to prioritize sustainable practices and positively influence the overall ESG
performance of their organizations (Li et al., 2018). Finally, the “CEO effect” is found to be a
strong ESG determinant across a variety of other factors suggesting that particularly the focus on
the key leader of the management board might be worthwhile when considering the ESG drivers
of an organization (Grace & Gehman, 2022).

Board diversity

The second lens through which the company’s management is examined in relation to ESG
performance is via the analysis of the entire board structure. While historically the primary focus
was put on the board’s diversity impact on the firm’s financial performance (Reguera-Alvarado et
al., 2017), with the rise of CSR dedication, the academic literature has started to investigate also
the diversity’s impact on the non-financial performance.



79

The importance of board diversity historically has been attributed to the Resource dependence
theory (Pfeffer & Salancik, 1978). The theory suggests that companies operating in the same
external environments are interdependent, thus fighting for the same resources. In order to increase
the chances of survival in the dynamic market conditions, the company should establish links with
other players operating in the same environment and thus increase the chances of obtaining the
necessary resources. The board of directors or the management are the primary actors that can
establish these links, therefore, companies having management with a diverse set of skills,
connections, and network, have a better chance of obtaining the resources that can turn out to be
important for the survival of the company. The key gains ensured by the board member linkages
are (1) advice and guidance, (2) legitimacy, (3) access to information and (4) to resources and
support from the other actors in the environment. All of them are amplified given a higher diversity
among the board members. Companies with a better board diversity that gain from increased
guidance (1) and legitimacy (2) are argued to engage in more extensive disclosure of non-financial
information. Several authors such as Hillman et al. (2000), Rao & Tilt (2016), Williams & O’Reilly
(1998) have connected the board composition to the Resource dependence theory suggesting that
a firm’s board members can have a significant impact on the benefits the company is gaining from
its leadership.

Diversity refers to any attributes that individuals use in order to differentiate themselves from
other people (Williams & O’Reilly, 1998). According to diversity researchers, the general term can
be divided into two parts — the observable diversity as race, age, and gender as well as the non-
observable diversity as educational background, expertise, professional characteristics etc.
(Milliken & Martins, 1996). The typical characteristics studied in the academic literature include
both diversity dimensions - gender (Hillman et al., 2007), age, nationality as well as functional
dimensions including occupational background, tenure, and education (Knippenberg et al., 2004).
Recently, by improving corporate governance standards, also the independence of the directors has
been used as a differentiator in academic papers (Kang et al., 2007).

As the company’s board of directors is one of the main stakeholders accountable for the
company’s ESG choices, it also holds significant power in influencing the extent and quality of the
company’s non-financial disclosures and performance. Next to individual characteristics of the
board members, in particular, the diversity of the board has been proven to influence the scope of
the ESG disclosure.

The research largely supports the hypothesis that board composition has a strong impact on the
CSR performance and CSR reporting level of the companies (Rao & Tilt, 2016). While generally
suggesting that more qualitative exploration via interviews would benefit a deeper understanding
of the subject, they also conclude that particularly gender diversity is not studied enough so far to
draw meaningful conclusions about the gender impact on the CSR reporting outcomes.

Several Europe-based studies have been performed recently, mostly however, covering
Western European countries and so far, providing no evidence on the CEE countries. Female
presence on the management board of companies is found to increase ESG performance, as
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measured by Asset4 Thomson Reuters ESG scores in Germany and Austria (Velte, 2016). Similar
results about the positive gender diversity — ESG relationship are found for French companies
(Yaseen et al., 2019), stock-exchange-listed Italian companies (Cucari et al., 2018), the audit
committees of public Spanish companies (Bravo & Reguera-Alvarado, 2019) as well as
supervisory boards of German enterprises (Dienes & Velte, 2016). Corporate sustainability is also
positively related to internal corporate governance mechanisms for French companies (Crifo et al.,
2019).

Also, global studies using international data extracted from the Refinitiv database on over 23
thousand companies from 37 countries, find that firms with a better board gender diversity exhibit
higher corporate sustainability performance (Kamarudin et al., 2021). Interestingly, it is found that
in highly competitive industries, the positive relationship between board gender diversity and
corporate sustainability performance is weakened.

Other studies examining non-European countries include a sample of US listed companies
finding that gender, tenure, and expertise diversity are the main drivers for improved ESG scores
(Harjoto et al., 2015). Also, nationality and educational background diversity of the board of
directors is found to impact the corporate sustainability disclosure level (Harjoto et al., 2018), so
is the relative proportion (at least 3) of the females on the board (Fernandez-Feijoo et al., 2012). It
has to be noted that certain studies find contrary results and fail to document a correlation between
board diversity and ESG (Bakar et al., 2019).

4.2.4. Ownership

As different owners might have various objectives and decision-making horizons concerning
the priorities and focus areas of companies and therefore also the ESG-relevant agendas, academic
research has confirmed the ownership type to be a key differentiating factor (Barnea & Rubin,
2010). The ownership structure of the company can materially impact the ESG score - private
businesses focus significantly more on material ESG aspects and therefore are able to reduce
negative incidents (Li & Wu, 2018). A significant, positive connection between sustainability
ratings and ownership by institutions and foreign investors is found, while ownership by managers
is negatively associated with companies’ social performance ratings (Soliman et al., 2013).
Additionally, the influence of family ownership on ESG rankings is examined by (Rees &
Rodionova, 2015). By using a sample of almost 4000 companies from 46 countries the authors find
that family ownership as well as closely held equity are associated with worse ESG performance.
The results hold true across the liberal markets examined by the authors as well as in coordinated
market economies.

When evaluating up to 700 NYSE listed companies, it has been documented that institutional
ownership has a negative impact on the level of information asymmetry also in terms of the ESG
on the stock exchange listed companies (Siew & Balatbat, 2016). Overall, stock exchanges are in
a unique position to spread the sustainability message and put additional motivation to the
companies to disclose their ESG results. Several examples of ESG guidelines have been created
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for listed companies especially focusing on the degree of sectoral specificity and emphasis on
materiality endorsed by international sustainability standards like the SASB's industry standards
(Bizoumi et al., 2019).

Regarding state-owned enterprises, a report conducted by PwC reveals that state ownership is
correlated with better reporting on sustainability targets — showing a significant difference in the
average ESG scores between the state-owned companies (SOEs) and companies without state
ownership (PwC, 2015). As summarized by OECD, around 25% of the largest global companies
are state-owned and thus it should be expected that SOEs themselves are held accountable and run
according to exemplary standards of transparency and disclosure in areas relevant to ESG (OECD,
2020a). According to OECD approximately 25% of the world’s largest companies are state owned.
The contribution of the corporations in the state oversight in terms of the business generated and
the employment is therefore so meaningful that also their approach to sustainability should be at a
high level and serve as an example to the private sector peers (OECD, 2020a). Regarding the
public and social value creation, SOEs play a central role in taking care of whether the growth in
the value is achieved in a way that is environmentally and socially sustainable. Globally SOEs are
most dominant in strategic sectors such as energy, minerals, infrastructure and utilities, thus
corresponding to an array of usually large and meaningful market players (PwC, 2015).
Nevertheless, in many countries more social function enterprises such as cultural institutions,
hospitals and public service providers are incorporated as state companies, albeit usually heavily
subsidized by the government.

The ESG implementation in SOEs is somewhat implicitly given — in contrast to private
corporations usually aiming at profit maximization, SOEs must keep up a sound balance of their
financial and non-financial goals ensuring the fulfilment of the delegated public policy priorities.
The sustainability targets, especially in terms of the social functions, are therefore even overlapping
with the state delegated functions. Environmental initiatives, on the other hand, often require
significant financial resources and long-term thinking in terms of the short-term costs versus long-
term benefits. In many cases, such thinking is more challenging for the privately held corporations,
thus theoretically SOEs could serve as instrument for the governments to drive the environmental
agenda (Hsu et al., 2021). With respect to the corporate governance perspective, OECD efforts to
develop best-practice corporate governance in the state-owned sector have been increasingly
present over the last decade. The OECD guidelines on Corporate Governance for SOEs first
developed in 2005 and revised in 2015 provide recommendations to ensure SOE transparency and
competitiveness from the perspective of sound corporate management and oversight.

Proper incentivization is frequently the key to ensuring that sustainability standards are
supported throughout the organization, including its highest decision-making bodies. Frequently,
the effectiveness of a country’s sustainable development practices across the SOE landscape relies
on proper policy and regulatory motivation as well as incentivization. According to recent OECD
research — “two-thirds of the 28 countries surveyed have made material progress in recent years in
national practices concerning the integration of sustainability-related values into government
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policies with regard to the SOE sector” (OECD, 2020b). Interestingly, the approach for such
incentivization differs by country — from a sample of 28 countries over the time period of 2013-
2018, the most frequently used form adopted by 11 countries was the integration of sustainability
aspects into government policies and expectations, while the direct board obligation requirements
were chosen only by six (OECD, 2020b). The literature provides some evidence on the positive
correlation between the state ownership and higher ESG scores (Hsu et al., 2021). Also, OECD’s
analysis based on Thompson-Factset’s rating of around 6,600 listed companies show that on
average SOEs tend to score minimally higher on the ESG ratings than private corporations (OECD,
2020b). Other evidence reveals that large SOEs disclose more sustainability information than small
SOEs. In addition, a slight indication has been documented that having a public policy assignment
negatively impacts environmental sustainability disclosures (Argento et al., 2019).

Finally, with the rise of the sustainable investing trend, a growing body of financial investors
declares the inclusion of non-financial risks and opportunities in the financial investment
evaluation process (van Duuren et al., 2016). The degree of ESG factor inclusion in the investment
evaluation process varies greatly on a scale from negative screening or exclusion criteria to a
moderate level of non-financial risk evaluation and finally to ESG opportunity recognition and
value derivation (Schramade, 2016). The ultimate form of ESG driven investments is also known
as impact investing — a form of investment when investors are mostly focusing on the positive non-
financial impact created via ESG factors of the investment objects.

The specific long-term and active relationship between the financial investors and the
companies, ensures that the private equity (PE) and venture capital (VC) companies are particularly
well suited to integrate and improve the ESG standards in their portfolio companies (Invest Europe,
2021b). The effect of these activities can be substantial — in the time frame between 2003 and 2019
the PE industry has contributed to the region’s growth approx. EUR 29 billion of capital spread
across 4,300 CEE companies allowing the companies to increase the skill level, knowledge and
know-how. In addition, PE and VC investments are especially important to the smaller and medium
size enterprises throughout CEE (Invest Europe, 2021a).

Banks and asset managers, on the other hand, can stimulate the companies to improve their
sustainability standards by ensuring that a certain level of ESG performance and disclosure has
been achieved to allow for financing or investing. In this way, indirect pressure is exerted on the
companies to improve their sustainability endeavours and consequently also financial resilience
(OECD, 2020b). The banks and asset managers therefore not only achieve higher compliance with
the regulatory standards imposed by the European Green course initiative but also arguably lower
their exposure risk to certain risks coming from non-financial factors.

There are several drivers fostering the wider adoption of sustainability frameworks for the
financial market players. Besides the aforementioned regulatory pressure, there is a significant
influence exerted by the asset owners, who can request certain level of ESG standards and
disclosures to be ensured in their portfolio. A study performed by S&P, which surveyed 194 credit
risk professionals employed in banks and other financial institutions, reported that 86% of the
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respondents indicated that increased demand of the investors is pushing the ESG factor integration
in the credit risk analysis. 83% of the respondents noted that they believe that the role of ESG
factors in the credit risk assessment is integral (S&P Global Market Intelligence, 2020). All in all,
a higher creditworthiness is a rather strong factor pushing the companies towards sustainability
improvements.

Several global and regional studies allow to estimate the current level of ESG compliance by
the financial investors. So, for example, EY global institutional investor survey reveals that 98%
of the institutional investors surveyed are assessing company performance using ESG factors,
thereof 72% perform a methodological approach in this assessment, which indicates a significant
increase from 32% mark in the prior year. Furthermore, 43% of the respondents admitted that
company’s nonfinancial performance has frequently played a pivotal role in the investment
decision-making during the 2019 (EY, 2020). It has to be noted, however, that the global studies
often lack comparability to the developing markets. A regionally closer experience to the CEE
region is captured by the Deloitte Central Europe PE survey (Deloitte, 2020). With respect to the
ESG dimensions, 62% of respondents agreed that consideration of an ESG strategy can amplify
the investment returns. When applied practically, 57% of respondents revealed that their companies
always perform ESG evaluation as part of due diligence, while 28% of the respondents agreed to
the statement with respect to certain companies or industries most likely to be at risk. Only 6% of
the respondents suggested that they see no reason in performing ESG evaluation before doing an
investment. Data availability and quality are considered the main obstacles hindering wider ESG
adoption. It is likely that as the financiers will put a higher pressure on the data gathering from
their portfolio companies, the companies themselves will struggle with providing sufficient data
(Morrison & Foerster LLP, 2020)

4.3. Assessing the drivers and obstacles of ESG adoption in an
empirical setting

The previous chapters have provided a theoretical overview of the internal and external factors
fostering wider ESG adoption and improving corporate sustainability performance. Next, an
overview of several empirical studies relating to the specific Baltic region will be explored to
provide novel insights to the wider conclusions of academic literature.

4.3.1. Regulation — case study of Latvian SOEs

The SOEs in Latvia were chosen as a practical case to analyze with regard to the regulation as
a driver for sustainability disclosure. Given the amendments of 8 December 2021 to the Law on
Management of Public Capital Entities overseeing the management of the SOEs in Latvia, new
requirements with respect to sustainability reporting were introduced allowing to form a basis for
this case study. Starting in 2022 SOEs exceeding certain size thresholds are supposed to publish a
non-financial statement (essentially a sustainability report) within their annual reporting. Given the
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rather short notice for the requirements as well as the significant resources, commitment, and
strategic process usually necessary to implement ESG way of thinking into the corporate strategy,
it is unclear how the SOEs cope with the new requirements, therefore the following sub-chapter
provides some insight into this case study.

Overall, the portfolio of the SOEs in Latvia is sufficiently diverse. Among the 73 entities in the
total portfolio as of the end of 2020, it includes not only large and profitable energy sector players,
transportation and logistics companies, stake holdings in telecommunication enterprises and the
national airline, but also less independent public hospitals, cultural institutions like theaters and
orchestras and educational service providers. The size differences are also notable — ranging from
companies with 94 thousand EUR to 773 million EUR revenue in 2020 (Cross-Sectoral
Coordination Centre, n.d.).

On 8 December 2021, amendments to the Law on Management of Public Entity Capital Shares
and Capital Companies entered into force in Latvia suggesting that large companies (according to
the criteria of the Law on Annual Accounts and Consolidated Annual Accounts) must prepare a
nonfinancial statement for the financial year 2021 starting from 2022 (Latvian Parliament, 2022).
Of'the 73 entities, 19 SOEs fall under the law amendments of 2021, whereof 8 of them did not have
previous ESG reporting practice. In addition, 12 other SOEs exceeded the reporting threshold by
at least one dimension (revenue, balance sheet sum, and employees), thus should theoretically also
consider a more extensive sustainability disclosure forming the total sample of 31 companies. To
provide insights for this case study, a survey was created and electronically distributed to 31 SOEs
that either fall under the aforementioned law amendments or exceed the size thresholds by at least
one dimension. The evaluation was addressed directly to the executive-level decision makers or
sustainability officers to ensure that the responses reflect the opinions of the people generally aware
of the topic. The questionnaire (see Appendix 4), which was open for responses from April 19,
2022, to April 28, 2022, consisted of 10 open and closed questions focusing on (1) ESG disclosure
maturity, (2) responsibilities and involvement of the management board, as well as (3) experience
of the ESG implementation and any obstacles encountered. The survey was offered on a no-name
basis to ensure that results are maximally truthful and unbiased. In addition, to be able to better
interpret the results four in-depth interviews with SOEs were held.

As from 2015, Cross Sectional Coordination Centre operating under direct authority of the
Prime Minister, is responsible for the coordination of corporate governance of SOEs in Latvia,
operating in a partially centralized SOE governance coordination model, where sectoral ministries
in parallel ensure direct oversight (Cross-Sectoral Coordination Centre, n.d.). An additional
unstructured interview about the topic was therefore held also with the CSCC representative. In the
survey 21 responses were received, corresponding to a response rate of 68%. The average revenue
of the surveyed SOEs reached 107 million EUR employing on average 1356 employees. The
industries of the respondents included transportation, energy, infrastructure service providers,
healthcare, and culture.
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The degree of the sustainability implementation and overall corporate sustainability maturity
across Latvian SOEs is diverse — it is also visible in terms of voluntary disclosure practices
implemented so far. While all the SOEs in one way or another have certain non-financial targets
and obligations set by the public policymakers, the transition to dedicated ESG reporting in many
cases is still rather challenging. When asked to evaluate the degree of sustainability implementation
in their companies, the respondents on average estimated themselves at 6.1 out of 10. Of 21
responses, 8 indicated ESG reporting before the regulatory requirement was set signifying the
proactivity in this domain. Four companies were preparing the report for the first time in 2022,
while 9 companies had not decided yet on such practice implementation.

From the companies that were exposed to the swift changes from the law amendments in the
late 2021 and had not done ESG reporting before, all of them documented lack of proper
preparation time as the key challenge. The results in Figure 4.1. show that in addition to the time
pressure, companies had difficulties in obtaining the necessary data and suffered from a lack of a
dedicated process in place to ensure such reporting.

35%
30%
19%
. B
Data No process/focus Time pressure Lack of understanding

Figure 4.1. Challenges associated with ESG reporting based on a sample of Latvia’s SOEs.
Created by the author based on survey results.

In line with a structured process implementation, materiality assessment and stakeholder
dialogue are key elements ensuring that the sustainability approach is meaningful and value adding
not only to the corporation itself, but also to its external stakeholders. The emphasis on the material
ESG factors ensures the right focus and prioritization. With the help of stakeholder dialogue
companies can then discover which of these factors are also important for their stakeholders. Lack
of such activities, on the other hand, fosters a lack of prioritization and raises the concern of
selective disclosure practices — a common form of greenwashing. Materiality assessment and
stakeholder dialogue can also form an essential part of the preparation for the sustainability practice
introduction in the company, thus even for companies that have not engaged in ESG reporting yet,
it would be logical to perform these activities prior to compiling a disclosure. The results of the
study suggest that only half of the respondents have taken these steps (52% performed a materiality
assessment while 43% went through a stakeholder dialogue). The concern emerges from these
companies that are publishing their sustainability reports, however, have not taken these
preparatory steps - 17% of the companies with an ESG report have not performed materiality
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assessment, while even 42% have not implemented comprehensive stakeholder dialogue practice
(Figure 4.2.).

SOEs that do not disclose ESG BRI 33%

SOEs that disclose ESG . p—————— G

Stakeholder dialogue =~ ® Materiality assessment

Figure 4.2. The split of SOEs based on the performed materiality assessment and stakeholder
dialogue. Created by the author based on the survey results.

All in all, with a lack of materiality assessment and stakeholder dialogue as well as a limited
focus of the company leadership, SOEs might face a risk that the sustainability reports generated
include a random selection of activities and data, essentially also posing a risk of greenwashing.
The lack of unified reporting guidelines creates a situation when companies choose to disclose the
data available rather than creating a balanced sustainability approach. Given that data collection
was mentioned by 33% of respondents as one of the key challenges for the reporting, it adds to the
concern that companies might engage in the disclosure of the easily available data and avoid the
rather harder assessable topics. To analyze the process of how the sustainability disclosure has been
performed, a content analysis was performed using the answers to the open-ended question asking
to describe the process of the last ESG report preparation. The answers indicate that many
companies tend to choose one of the internationally approved reporting standards (such as GRI,
Nasdaq ESG Reporting guidelines, or UN SDGs). With respect to the process — a dedicated
responsible person (i.e., ESG officer) was mentioned by 4 companies, while 4 other companies had
a project team set up for this process. Two companies specifically mentioned the finance team to
be responsible for this process, while one SOE had engaged an external consultant.

With respect to the future, 52 % of the surveyed SOEs confirmed that proper ESG targets have
been set for the year ahead, while an additional 19% reported having targets for selected
sustainability dimensions. As disclosed in one of the open comments, it might be challenging to
understand the direct line of differentiation between the public policy assignment targets
(especially with respect to society inclusion and public service provision) and the social aspects of
the ESG targets. Similar concerns were raised with respect to the partly overlapping requirements
of the Corporate Governance disclosure and the Sustainability report. Given the regulatory
framework, the Corporate Governance Codex, and the additional recommendations from the
CSCC, the requirements can be overlapping. A suggestion from five companies included a wish
for additional seminars for public companies on sustainability management issues structurally
explaining the differences between the corporate social responsibility, sustainability, corporate
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governance, environmental protection policies, and ESG as an overarching concept. Given the
specific public policy assignments that the SOEs face, it is of high importance to understand and
align the priorities across the specific ESG factors. While some of the aspects, most commonly
covering the S and G dimensions, could create an overlap with the assigned public policy priorities,
the environmental factors, on the other hand, frequently require higher short-term investment in
favour of larger longer-term benefits. The integration of sustainability favouring priorities in the
government policies could therefore be a logical step to ensure this alignment (OECD, 2020a).

As admitted by the majority of the policy change affected SOEs, without the external
motivation of the legislation change, they would not have published the sustainability report in
2022. Thus, it can be confirmed that particularly the policy change is an important driving force of
the ESG disclosures across the SOEs. With respect to the SMEs and other SOEs currently still not
engaged in the ESG disclosures, the companies should take reasonable time for preparation to
ensure sufficient time to find a balanced sustainability practice implementation.

4.3.2. Board diversity impact on Baltic stock listed companies

To empirically test whether the board diversity metrics explain differences in ESG disclosure
volume in the Baltic context, a sample of stock-listed companies of the Baltic region was utilized.
The sample included forty-three companies listed on the NASDAQ Baltic stock exchange as of
October 2020 — thereof all (32) companies listed on the prime list, as well as 11 additional
companies which have chosen to include non-financial or ESG reports as part of their stock
exchange disclosures. As there are no specific requirements with regards to the form of the
reporting, the reports analyzed include ESG reports, non-financial statements, sustainability
reports, and similar non-financial disclosures published on the webpage of the stock exchange.
Most disclosure documents screened were for the latest financial year except for two ESG reports
for year 2017 / 2018 belonging to companies disclosing bi-annually. Reports and information
available on the company websites, but not submitted to the stock exchange, were not included in
the analysis. The final sample included nineteen companies from Lithuania, 16 companies from
Estonia, and 8 Latvian companies.

Employing the previously in Chapter 3.4 described ESG disclosure score computational
method based on Roca & Searcy (2012), the ESG disclosure score was computed based on a check-
list of ESG metrics included in the NASDAQ ESG guidelines as well as reported by the companies
additionally. Board diversity was measured by the board size and female representation on the
boards. While other studies use additional diversity metrics such as the average age of the board
members, ethnicity, and tenure, this information is insufficiently disclosed in the reports of the
Baltic companies, and thus was omitted from the analysis. To allow for the differences in the
corporate governance structure among the sample companies, the board size variable (BSIZE) was
measured as the sum of the members of management and supervisory boards.

To test the gender diversity hypotheses (companies having female board members have higher
ESG disclosure scores), binary variables were created for having both — female members on the
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supervisory board, management board and a combined variable of having at least one female
representative in any of the boards. Finally, to control company-specific metrics, firm size (SIZE)
was proxied as the market capitalization (measured as of 21 October 2020 and count of employees)
and profitability (PROF) was proxied by the return on equity for the financial year of 2019. The
companies in the sample analyzed were rather diverse. The size variations in the sample were very
evident as the market capitalization of the companies varied from 6.82 million EUR to 1610 million
EUR, while the profitability in terms of ROE ranged from -360% to 40%.

The average disclosure score for the listed Baltic companies calculated was 40%, while it varied
from a minimum of 8% to a maximum of 71%, suggesting the wide range of the non-financial
disclosure volume. The board size variable suggested that the average total board member count is
7.51 with a maximum of fifteen members in both management and supervisory boards. In addition,
the board diversity variables describe that on average only 17% of management board members
and 12% of the supervisory board members are women. To account for the differences in
companies, which might not have formed supervisory boards, the variable W% shows that on
average of all board members, only 16% of them are female. The variable SB presents a binary
measure of whether the company has formed a supervisory board — the mean value of 0.7 noting
that 70% of the companies in the sample indeed have one.

To put these results in a perspective, it makes sense to compare them with the average female
board participation in other countries and regions. To do so, the data of companies having ESG
disclosure scores on Bloomberg were retrieved for two samples — firstly, for companies
headquartered in CEE countries (Poland, Czech Republic, Estonia, Lithuania, Latvia, Romania,
Hungary, Slovakia, Slovenia) and a sample of Western / Northern European countries, which are
argued to have higher ESG compliance (Germany, France, Austria and Sweden). The Bloomberg
disclosure score similarly as per the methodology applied here ranges from 0 to 100 and measures
transparency instead of performance. Thus, the higher the disclosure score, the more information
companies disclose in their annual and sustainability reports as well as press releases and third-
party research. As the calculated scores for the Baltic companies are not directly comparable due
to potential differences in the metrics measured and wider data sources used for Bloomberg scores,
they shall not be directly compared.

Table 4.1

Board gender diversity comparison. Source: Bloomberg data, author’s calculation

Baltics CEE Western Europe
ESG disclosure score n.d. 34 42
Count of companies 43 46 354
AVG females on board | 16 16.59 34.08
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The comparison in Table 4.1. shows that the Baltic countries have on average slightly fewer
female board members than the CEE country sample. However, the overall level is relatively close.
Relatively to the companies headquartered in the more developed European countries, the
proportion is twice as low, indicating that the CEE region still lags in forming sufficiently gender-
diverse company boards. In addition, the fact that only forty-six companies listed on CEE stock
exchanges have a Bloomberg ESG disclosure score once more signals the gap in the data
availability.

Table 4.2. shows the Pearson correlation matrix for the chosen variables. All board diversity
variables correlate positively and significantly (5% significance level for gender and 10%
significance for board size) with the ESG transparency score, providing the first indication in
favour of the developed hypotheses of this research. Contrary to previous academic research, there
is no statistically significant relation between the profitability of the company and the ESG score.
Nevertheless, the data confirms the firm’s size has a positive and at 5% significant correlation to
the transparency volume. The company’s size also seems to correlate with the percentage of female
members on the supervisory boards (weakly significant at 10%). Logically, the board size variable
is strongly and significantly correlated to the gender balance, as larger boards have more options
for women’s inclusion.

Table 4.2.
Pearson correlation matrix. Author’s calculation.
ESG PROF | SIZE | BSIZE WSB WMB W% SB
ESG 1
PROF -0.131 1
SIZE |0.319%* | 0.131 1
BSIZE | 0.283* | 0.149 | 0.289* 1
WSB | 0.351%* | 0.151| 0.261* | 0.374** 1
WMB | 0.338%* | 0.091 | 0.093 | 0.576*** | 0.495%** 1
W% 0.361** | 0.159 | 0.213 | 0.456%** | 0.878*** | (0.798*** 1
SB 0.181 | -0.118 0.06 | 0.549%** | 0.423%*** 0.234 | 0.288* 1

ESG: ESG disclosure score, PROF: profitability measured by ROE for FY2019, SIZE: firm size measured by market
capitalization rate at 21.10.2020, BSIZE: total number of members on the management and supervisory board in the reporting
year, WSB: percentage of women on the supervisory board, WMB: percentage of women on the management board, W%:
percentage of women on both boards, SB: dummy variable equal to 1 if the company has a supervisory board. * correlation is
significant at the 0.10 (2-tailed) ** correlation is significant at the 0.05 level (2-tailed); *** correlation is significant at the 0.01
level (2-tailed)

Next, in order to determine whether there is a significant non-financial disclosure score
difference between the companies having female members on their boards, independent sample t-
tests were carried out to evaluate the potential effect and its statistical significance. As the first
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step, F-tests were carried out to determine the differences in variances of the samples. Next, Table
4.3. shows the results of all the t-tests performed.

Table 4.3.
Independent t-test analysis. Computed by the author.
ESG score Two-sample t-test

Variables Mean Variance Obs. | t-statistic | p-value
WM in MB or SB 0.45 0.03 28 1.708 0.09
No WM in MB or SB 0.36 0.03 15

WM in MB 0.47 0.02 20 1.963 0.056
No WM in MB 0.37 0.03 23

WM in SB 0.48 0.03 17 2.144 0.038**
No WM in SB 0.38 0.02 26

Board size <7 0.35 0.02 19 -2.457 0.018**
Board size >7 0.47 0.03 24

* mean difference is significant at the 0.10 (2-tailed) ** mean difference n is significant at the 0.05 level (2-tailed); *** mean
difference is significant at the 0.01 level (2-tailed)

Out of the three gender-driven specifications, the results show that only female representation
in the supervisory board has a significant impact (significant at 95%) on the differences in the ESG
scores. The results imply that companies that have a female representative on the supervisory board
have on average higher non-financial disclosure score of 48% in comparison to companies that do
not have females represented on their supervisory boards at 38%. To ensure that the significant
difference does not come from the effect of having a supervisory board in the first place, a t-test is
performed to compare the results of the companies having a supervisory board in place with those
that do not. The t-stat value of -1.34 (critical two-tail value 2.04) implies that there is no significant
difference between the two groups, thus it signals that the effect rather comes from having a female
supervisory board member.

Next, a t-test is performed to check for the mean differences between companies of different
board sizes. The sample is split based on the board size average (7.51) into a group of companies
having less than 7 board members and companies having seven or more board members. The results
show a significant difference (significant at 95%) to mean ESG transparency score of 35% for
companies with smaller boards and 47% for larger-board sized companies.

The results of examining the Baltic stock-listed company data largely are in line with the
Resource dependence and Upper echelon theory suggesting that larger, more diverse boards bring
supplementary skills-sets, agendas, and values to the company’s actions and therefore are also more
likely to devote more attention to the sustainability questions. In addition, the data support the view
that female participation in the company’s decision-making bodies indeed shows a larger
company’s dedication to non-financial activities and their disclosures.
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4.3.3. Financial investors

Financial investors have been proven to have significant power to impact the ESG adoption.
Based on the regulations they must comply with themselves; they act as multipliers by implying
similar obligations to their investment companies.

To obtain a more qualitative view on ESG factor application by the financiers in the Baltic
region, a study of the financial investors, assets managers and banks was performed based on a
sample of financial market participants operating across the Baltic region. A survey (see Appendix
3) was created and digitally distributed to 56 financial investors, asset managers and banks with
their primary operational markets in Lithuania, Latvia and Estonia. The survey was addressed
directly to the investment managers or executive level decision makers to ensure that the responses
reflect the opinions of the persons generally meeting the investment decisions as a part of their
daily work routines. The survey, which was open for responses from January 4, 2021 to January
24, 2021, consisted of 15 open and closed questions focusing on the Baltic investor’s opinion on
(1) ESG factor importance in their investment evaluation process, (2) the methods and practices
applied in the evaluation process, as well as (3) current obstacles in ESG implementation. The
survey was offered on no-name basis to ensure that honest and non-biased results are obtained. In
addition, to be able to better explain the results as well as capture any remaining thoughts and
sentiments, four in-depth interviews with different types of entities (a bank, two private equities
and one venture capital company) were organized. 37 responses were gained revealing a response
rate of around 66%, which considering the total size and number of financial institutions and
investors can be considered as a representative sample for the region. The sample split according
to the operation types is presented in Table 4.4.

Table 4.4.
Sample split of the Baltic financiers. Created by the author.
Operation type Count Percentage of sample
Asset management company 10 27%
Venture capital fund 9 24%
Bank 5 14%
Private equity fund 11 30%
Early-stage investment fund 2 5%
Total 37 100%

Due to the diverse type of operations, the sample companies showed a wide discrepancy in
terms of operation size — the average investment ticket of 4.29 million EUR was indicated ranging
from a minimum of 0.05 million EUR to 20 million EUR. While all the banks and 75% of the asset
managers surveyed had loans issues or investments made into more than 40 companies, the
majority (52%) of the PE and VC funds reported having more than 15 companies in their portfolio.
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The first section of the survey aimed to estimate the sentiment of the investors towards the
sustainability inclusion in the financial decision making. When the respondents were asked to
reveal an opinion on which financial market players should consider ESG information in the
investment evaluation process, two clusters emerged.

87% 84% 81% 76%
I I I I B -
Asset managers Banks Early-stage Mezzanine

funds lenders
Figure 4.3. Share of respondents who believe that ESG factors should be considered by the
mentioned type of investors. Created by the author based on survey results.

As depicted in Figure 4.3., the vast majority named asset managers (87%), PE funds (84%),
banks (81%) and venture capital funds (76%). The share of proponents was relatively smaller for
the second cluster - early-stage funds (54%) and mezzanine lenders (46%). In addition, it was
commented by some of the respondents that ESG factors should be considered by all those
financiers, who have obtained such a mandate from their capital owners. When asked about their
own experience in ESG due diligence, 81% of the respondents answered positively, whereof 46%
perform ESG evaluation for all their investments and 35% do that in limited scope or for companies
representing specific industries. The remaining 19% told that due to varying reasons it has not been
done so far, but it is in their plans. None of the respondents believed that there is no value in ESG
factor implementation in the investment evaluation process.

The large share of ESG-integrating financiers and generally the positive sentiment towards the
ESG inclusion goes in line with the previous conclusion that capital owners can be one of the
primary drivers ensuring that certain level of ESG compliance is achieved by the investment
portfolio (Eurosif, 2016). As highlighted by a recent study about investment funds in Latvia, even
after more than a decade after the first risk capital funds were launched in Latvia, the funding is
still largely dependent on local or international public resources (government, EU funds, EBRD
etc). As found out at the time of the study, there were no VC funds in Latvia without public capital
(Matisone & Lace, 2017). This finding partly explains the results — as a significant share of the
sample companies manage capital, which is based on public resources, they have an implied
requirement of at least a high-level sustainability risk evaluation in their investment process. In
addition, the results of the survey imply that also the private capital managers are similarly minded.

As depicted in Figure 4.4., when asked about the drivers directly, however, most of the
respondents (70%) cited global tendencies as the main reason to perform ESG evaluation.
Regulatory requirements and attempt to lower the risk (each selected by 35%) came next.
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Company's vision and goals 8.1%
Stakeholders requirements 18.9%
Higher expected returns 21.6%
Attempts to lower the risk 32.4%
Regulatory requirements 35.1%

Global tendencies 70.3%

Figure 4.4. Share of respondents, who selected the corresponding option as a driver for their ESG
inclusion. Created by the author based on survey results.

In line with the previous answers, 73% of the respondents believed that ESG performance can
be a value driver for the investment. Interestingly, that among the 27%, who considered that ESG
factor implementation does not add any value, 80% of the respondents still admitted performing
the evaluation. This implies that there are investors, who even though consider the sustainability
metrics before investment, still are not sure about the value added of this process and potentially
just follow the set-out guidelines or general market trends. This result comparatively is more
positive than reported by Deloitte for Central and Eastern Europe investment funds, where only
62% of the respondents considered ESG factors as a value driver (Deloitte, 2020b). As further
explained in one of the in-depth interviews, if previously the ESG factors were mainly viewed as
a source of potential risks or mismanagement, a slow shift is happening in the market to view the
sustainability factors as a source of opportunity and potentially higher return. The finding generally
goes in line with the global evidence as summarized by e.g. (Eccles et al., 2019)

When asked about specific factor importance, 49% respondents indicated that all three (E, S,
and G) factors are equally important to them when evaluating an investment opportunity.
Additional 35% voted for the environmental factor and 14% for the governance factor. Only one
respondent (2.8%) mentioned the specific social domain potentially suggesting that the social
dimension is yet still the least evaluated as of now.

An important section of the study concentrated on the obstacle determination allowing to
potentially explore the ways how to solve them in a meaningful manner by the policy makers. With
respect to the current ESG challenges, only 16% of the respondents believed that there are no
current obstacles in ESG data application in the investment process. The majority (65%) cited data
quality issues, lack of ESG awareness (46%) and insufficient knowledge (19%) as well as lack of
materiality focus (16%).

Also globally, data availability, which goes in line with the general ESG application by the
invested companies, is one of the most commonly cited obstacles in ESG application. With respect
to the Baltic companies, the situation is even dimmer given the fact that only a handful of
companies have an external ranking ESG score available, most of which are rather large, publicly
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listed or state-owned companies, which mostly are outside of the investment scope for the local
financial investors (except certain largest banks and a slight share of the asset managers). The lack-
of-data barrier is supported by the survey results, which suggests that around 86% of the
respondents are not satisfied with the volume and quality of non-financial data that the companies
can offer. The largest gap seems to occur specifically in environmental data. Several respondents
additionally indicated that the information is not sufficiently quantifiable or numeric as well as that
a general ESG data infrastructure should be developed to improve this aspect. Interestingly, that
from the 14%, who indicated that there is sufficient data availability, the vast majority (85%) are
asset managers, which can be explained by the fact that these funds usually face a different kind of
investment universe than locally operating banks and financial investors mainly due to the
geographical exposures - while local asset managers usually have the opportunity to invest in stock
markets globally, the banks and investors work with the local, most often privately-held and
frequently also SMEs, thus also the ESG data universe available to them is more limited. The lack
of proper benchmark data has been found as another meaningful obstacle by the literature — as the
privately held, mostly SMEs can hardly be comparable to the global listed peers, the financial
investors are frequently struggling to understand the reasonable level of the metrics measured
(Kotsantonis & Serafeim, 2019). Also, as noted by several respondents — due to the different
reporting approaches, industries and materiality, the ESG data among the portfolio companies are
rarely comparable, leading to an overall benchmarking problem in the market. Arguably, with the
new regulations coming into force, this problem shall be at least partially lifted.

Correspondingly to the poor level of general data availability, when asked about the ESG data
sources used, 87% of the respondents admitted using in-house research data. While 22% had used
Bloomberg as a sustainability data source, other data providers such as RepRisk, Sustainalytics,
Refinitiv, and MSCI were applied on very rare occasions (on average 1 to 3 respondents had used
them). Furthermore, these external databases had dominantly been used by banks and asset
managers, while PE / VC majorly rely on their own in-house research and external consulting
companies.

Another key topic frequently mentioned in global investor reports is the confusion about the
materiality of the specific indicators attributable to companies from different industries. Also, 51%
of'the survey respondents indicated that materiality is an important topic that the financiers have at
least on a high level discussed with their investment companies. Nevertheless, the lack of focus on
material issues by the companies was cited as a serious obstacle by 16% of the respondents.
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Finally, while it is difficult to precisely measure the extent of ESG factor importance, the
authors tried to estimate this figure by asking the respondents to appraise the approximate weight
that sustainability factors cover in the overall investment evaluation process. The average result of
the sample in a scale from 1 to 10 turned out to be 3.9 (median score of 3) corresponding to a
weight of 0.39 in the decision-making model suggesting that even though there are various
obstacles in the ESG implementation and differing views on the value added, a significant portion
of the investment decisions already lies outside the scope of pure financial matters.

-

Asset management company PE / VC funds Early-stage

Figure 4.5. Average weight ESG factors play in investment evaluation measured in scale from 1
to 10. Created by the author based on survey results.

When dividing the scores into the operation type subgroups (Figure 4.5.), in line with the
assumption, the results show that banks and asset management companies currently put the most
effort on the ESG factor inclusion, while PE / VC funds and early-stage funds are slightly below.
Particularly high the result is for banks, which means that already now there are companies in the
Baltic countries, which most likely cannot obtain bank financing due to the non-financial factors.
Along with the finding that 46% of the respondents believed that an important obstacle for ESG
inclusion is the lack of sustainability knowledge of the companies they invest in, a general
undertaking from the policy makers point of view should be to raise the awareness and educate
companies about the meaning of ESG factors and their implications.

All in all, the study confirms that financier’s impact on the ESG adoption in the Baltic countries
is already present and likely to grow in its strength over the forthcoming years.

4.3.4. Ownership and management

Finally, to obtain an overall perspective of the further drivers and hindering aspects of ESG
adoption, a study was performed combining corporations of various sizes and ownership
backgrounds. A country-specific approach was chosen to ease the comparability. A questionnaire
(see Appendix 5) was distributed electronically to 200 medium and large companies operating in
Latvia including the hundred revenue-wise largest companies. To obtain possibly unbiased
answers, the survey responses were collected anonymously. The questions were sent electronically
to either board members or designated sustainability officers if the company had publicly assigned
one. The answers were gathered in a time frame between 5 October 2021 to 14 December 2021.



96

First, the questionnaire asked to disclose the demographic data of the company size, ownership
type, gender diversity in the management and supervisory board as well the year of establishment.
Obtaining this data was important to draw conclusions on the potential differences the given factors
might have on the ESG adoption practices. The core part of the questionnaire consisted of twenty
multiple-choice and closed-end questions focusing on (1) the degree of ESG awareness,
implementation status and disclosures, (2) reasons and responsibilities with respect to the
sustainability of the operations, as well as (3) observed obstacles in ESG implementation journey.
In addition, the study was seeking to capture the estimated degree of importance of ESG in the
company’s agenda as of now, which might consequently allow to repeat such studies to measure
this score over time or geographies.

In addition, to better explain the results as well as capture any remaining opinions and
sentiments, three in-depth interviews with companies of differing ownership types (a SOE,
subsidiary of a wider international group and locally privately held company) were organized. In
the survey 74 responses were received revealing a response rate of around 30%. The sum of the
total revenue of the companies included in the data set reach up to 12 billion EUR while the total
employee count reach 68 thousand thus allowing to conclude that the sample represents a
considerable share of the medium-large enterprise universe of the economy and around 20% of the
revenue reached by all the corporations operating in Latvia in 2020 (Central Statistics Bureau,
2021). Diversity and inclusion are important elements of proper corporate governance guidelines
as recently summarized by the Latvian Corporate Governance Code (Advisory Board for Corporate
Governance, 2020). In addition, as elaborated before, according to the academic board member
diversity can have a material impact on the non-financial disclosure level and quality. The statistics
on the board structure show that slightly below half or 45% of the companies have no female
representatives in their management boards. From the remaining ones — the average women
proportion in the decision-making body is 43%. All in all, it can be concluded that a significant
share of Latvian companies is still missing out on a proper implementation of this factor.

While according to the local law, establishment of supervisory boards is not a mandatory
requirement for limited liability companies, the majority or 58% of the surveyed companies have
supervisory board in place. Based on the Latvian Corporate Governance Code’s Principle # 9 at
least half of the members are suggested to be independent. Based on the results, 28% of the sample
companies have ensured that it is the case, which is a relatively positive result. Only 15% of the
companies have no independent members on their advisory boards indicating that the full potential
benefits of having this type of decision body in place are not fully realized (see Figure 4.6.). From
the companies that have a supervisory board around a half have no female representatives. The
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average proportion of females in the supervisory boards across the companies that have one in
place is 22% (around one female to four men).

No supervisory board
42% = >50% independent members

26% - 50% independent
members

1 - 25% independent
members
Figure 4.6. Supervisory board composition of the sample companies. Created by the author based

on survey analysis.

Of all the companies questioned, the vast majority, or 82%, indicated that the company’s
leadership is aware of the ESG concept in general. When asked to evaluate the current degree of
ESG factor implementation in company’s operations, the average score in a scale of 1 to 10 turned
out to be 5.45 (median of 6). The indicated score above the mid-line shows that generally the cohort
of the mid to large size companies operating in Latvia are in the course of sustainability
implementation and follow the global trend in this aspect. The approach of self-evaluation is
contradictory to an independent review of ESG disclosures or publicly shared information. It allows
the author to deeper explore the drivers and barriers behind the decisions that companies are
making in relation to their sustainability policies. While it might be argued that companies might
tend to exaggerate their success and achievements, the aggregation of the data might aid in limiting
such effects.

Only 56% of the respondents report that the ESG topic is within a direct responsibility or
oversight of the management. It signals that potentially the ESG topic is still not among the top
priorities of the company executives. Contrary to the Latvian data, internationally, there is a
growing trend of including ESG measures in the annual management incentive plans. Based on
global data for overall performance assessments, 63% have already factored ESG into annual
incentives and 41% have done so for long-term incentives (Willis Tower Watson, 2020).

Interestingly, while the differences in ESG scored based on the industry classification are not
significant, the results differ substantially based on the ownership type (see Figure 4.7.). The stock-
listed companies, potentially as a result of stock exchange requirements, have the highest level of
ESG implementation (average score 8), followed by international company branches (score of 6.7),
where sustainability strategies are usually cascaded down from the global HQ and state-owned
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companies (6.3). The poorest performance is assessed by the companies owned by locals.
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Figure 4.7. ESG self-assessment of the corporations across ownership (scale out of 10). Created
by the author based on survey results.

Consequently, it would appear that ownership is one of the key drivers that can have a material
impact on the ESG adoption across companies in emerging countries like Latvia. This result is also
in line with previous studies (Barnea & Rubin, 2010; Soliman et al., 2013). When asked about the
matter, the companies themselves confirm this assumption. While global tendency towards
sustainability is mentioned as the main driver (selected by 52% of the respondents), owners’
requirements come close second (40%). Other often mentioned motivators include management
board initiatives and attempts at risk reduction practices (each mentioned by 30% of the
respondents). Also, the qualitative interviews confirm that the pressure from the owners often
accelerates the speed of ESG adaptation, while the disbelief in the value of ESG by the owners
hinders proper sustainability policy development.

Also, the diversity of the management board and the existence of supervisory board seem to
create a difference in the self-assessed ESG level. As depicted in Figure 4.8., companies having no
females in the management board seem to rank themselves lower (on average 4.59), while
companies having at least one female in the management board score 6.29. A similar positive effect
on the ESG assessment of 4.56 versus 6.23 is implied from the existence of a supervisory board.

6.29 6.23
4.59 4.56

No females At least 1 female in No Yes

management board

Figure 4.8. Average self-assessed ESG implementation score (out of 10). Created by the author
based on survey results.
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With respect to the ESG disclosure, the practices are still developing and are behind Western
European and US large corporates as more than a half or 52% of companies make no disclosures
on their sustainability progress. Only around one in ten companies (11%) choose to use
internationally recognized reporting formats or principles (i.e., GRI, SDG, etc.), while a wider
share of the respondents (37%) reports their sustainability results in an informal manner — as a
section in the annual report or disclosures on the webpage. The main motivators behind the
disclosures are the global tendencies and peer pressure from competitors (22%), requests of the
owners (16%) and decision to perform sustainability reporting due to management preferences
(9%). As suggested in one of the follow-up interviews, companies might choose to present selected
data, which are easier traceable or show more favourable results, to formally have the reporting in
place. If there are no mandatory requirements, this approach, however, might lead to a lack of focus
on the material areas, selective reporting leading to greenwashing concerns as well as difficulties
in data comparison.

According to the results (see Figure 4.9.), most of the companies have more established policies
for the social and governance factors — especially focusing on the safety and satisfaction of the
employees, donations, and corporate governance principles. In addition, for several of the most
popular S and G metrics there is a gap between the number of companies that have a formal policy
in place and the number of companies that actually measure and disclose the respective data.
Interestingly, the environmental factor is approached differently — while only less than one third of
the sample pay attention to the environmental impact, almost all companies having a formal policy
in place, also measure the actual data.
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Figure 4.9. Approach to specific ESG factors - policy, measurement, disclosure. Created by the
author based on survey results.
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Given the pronounced focus on the specific S and G metrics as well as the relatively low
application of internationally accepted reporting standards, consequently, it can be concluded that
for the vast majority several important steps (i.e. setting the material sustainability focus areas,
involving stakeholders in the prioritization, etc.) have been left out and companies more or less
choose to disclose the information that is easily reportable or measurable and avoiding areas, which
are more complex or where favourable results are not achieved yet. The results of the study confirm
this concern. At times when corporations and investors are spending more resources on
sustainability issues, the question of which sustainability issues are financially material has become
crucial in understanding whether companies are managing their resources efficiently (Rogers &
Serafeim, 2019). Several academic papers have reported that only an industry-specific approach to
materiality yields economically significant results, meaning that businesses improving their
performance on material sustainability issues outperform competitors with declining performance
on material sustainability issues (Khan et al., 2016). The results of the survey show that 72% of the
respondent companies have not performed the materiality assessment leading to an overall situation
when the sustainability priorities can be unclear.

In addition, 60% of the respondents in the Latvian survey admit that they have not performed
a stakeholder dialogue to understand the ESG matters that are important for their stakeholders. It
can be argued that only then, when a corporation is focusing its attention to the factors that are
significant for its stakeholders as well as are of material impact for the specific industry where the
corporation is operating in, the optimal level of sustainability can be achieved. While stock-listed
companies show better results on the completion of these steps (75%), the privately held companies
perform significantly worse (see Figure 4.10.).
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W Materiality assessment ~ Stakeholder dialogue

Figure 4.10. Share of companies having performed materiality assessment and stakeholder
dialogue. Created by the authors based on survey results.

Overall, given that most of the questionnaire respondents so far have not focused their attention
on these two important steps in the sustainability path, appropriate educational measures should be
suggested. Based on the additional explanation gained in the in-depth interviews, companies
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struggle to understand the value of these assessments or do not have a clear view on what would
be the best way to practically organize the stakeholder dialogue. With respect to further challenges
or reasons that hinder proper sustainability practice implementation (see Figure 4.11.), 46.3%
mention lack of motivation. In combination with difficulties in measuring the ESG factors
(mentioned by 31.3%) as well as the costs associated with more sustainable actions and operations
(29.9%)), these obstacles do not seem to be unresolvable.

No clear ESG focus areas 5%

Difficulties with disclosures 12%

Lack of knowledge / understanding 23.90%

Financial burden of ESG implementation 29.90%

31.30%

Difficulties in measuring ESG KPIs

Lack of motivation .30%

Figure 4.11. Challenges in ESG implementation. Created by the author based on survey results.

While the previously suggested educational measures could tackle the shortcomings in
knowledge and understanding (23.9%) and difficulties with disclosures (12%), the lack of
motivation calls for broader measures along the lines of certain regulations, positive enforcements
or incentives (i.e., certain tax benefits, lower interest rates from banks, discounts for participation
in associations etc.) for the companies that act on the sustainability initiatives. Also, the
sustainability practice polishing for the SOEs could serve as a positive benchmark and role model
as also suggested by (OECD, 2020a).

Finally, when comparing the ESG self-assessment with the estimated sustainability importance for
the way forward, the results once more confirm the perceived lack of motivation (see Figure 4.12).
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m ESG self-assessment now Importance for the future

Figure 4.12. ESG self-assessment today vs estimated importance in the future. Created by the
author based on survey results.
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The average estimated future ESG importance score of 5.3 (out of 10) is even lower than the
average estimated ESG implementation score as of today of 5.45, signaling that the majority of
companies estimate that their focus on the sustainability matters will even slightly decrease. This
result is direct opposite to the most global data (i.e. (Deutsche Bank, 2021)), which suggest that
companies tend to expect higher focus on the ESG elements in the future.

Overall, the results of the summarized empirical studies in Chapter 4.3. provide additional
insights to the academic literature allowing the author to determine and confirm the set of factors
affecting ESG adoption in corporations. In addition, the empirical results additionally have offered
the insight that particularly the regulatory and ownership factors as well as management team
characteristics (such as diversity and existence of supervisory board) could be important in
explaining the differences among various levels of ESG adoption.

An overview of the compiled list of the internal and external ESG drivers as recognized from
the literature and the empirical studies is depicted in Figure 4.13. It differentiates between the 7
main drivers and 24 indicators explaining each of the main drivers. Four of the drivers (ownership,
organization, management, and resource base) can be associated with firm-internal factors, while
the remaining three (society, regulation, and industry) correspond to external market factors.
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Figure 4.13. Overview of ESG drivers. Developed by author based on literature.

In terms of barriers — it has been recognized that several hurdles impede ESG implementation,
ranging from a lack of standardization in ESG data collection and reporting to insufficient
comprehension of ESG concepts among top executives and workforce, which in turn can lead to
limited dedication to sustainability implementation and reluctance to embrace change. Another
significant roadblock that further constrains ESG adoption is resource scarcity, encompassing
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financial, human, and technical resources that corporations so far do not prioritize likely due to the
trade-off between the long-term perspective of such an investment and short-term costs. This
limitation often results in a slower adoption of sustainability disclosures by both companies and
investors. The insights and results encompassed in Chapter 4 therefore allows to answer the RQ3 -
What are the drivers and barriers impacting effective ESG implementation?

As the next step, a conceptual framework linking the ESG drivers to the shareholder value is
proposed. It builds on the conceptual model of the link between higher ESG performance and its
impact on shareholder value by adding additional facet of ESG drivers. Figure 4.14. provides a
visualization of the proposed relationship. For the sake of clarity, only seven key drivers (without
the 24 indicators) are included in the visualization.

ESG drivers Indirect value drivers Direct value drivers
Society Stakeholder
) management
[
2
=
°
® Regulation Risk and Risk reduction
£ regulation
[
=
X
w
Industry Management
quality
L
Management Higher ESG Employees Higher SHV
[ performance
[
> L
‘=
L]
] Resource base Reputation
c - .
5 Financial
c § performance
Ownership Capital
management
Organization Operational
capabilities

Customers

Figure 4.14. Framework elaborating connection between ESG drivers, value drivers and

shareholder value. Developed by author.
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While Chapter 2 delved into the relationship between enhanced ESG performance and
shareholder value, Chapter 4 followed up with an in-depth examination of the key factors that drive
ESG implementation. The latter was achieved by drawing upon the existing academic literature
and supplementing it with empirical studies focused specifically on corporations in the Baltic
region.

The scientific novelty of this research lies in the combination of both academic research and
practical, market-based studies. This has allowed the author to construct a comprehensive
framework that captures the relationship between the drivers of ESG performance and shareholder
value. The conceptual framework not only builds on the existing academic literature, but it also
incorporates real-world insights from companies operating in the Baltic region. This approach
provides a more nuanced understanding of the ESG landscape and how it affects shareholder value.

Based on the proposed conceptual model, it can be derived that a combination of internal factors
such as size, resources, and business model characteristics, as well as company’s management and
ownership type as well as external drivers such as global market trends, society requests,
competitors’ behavior as well as regulatory requirements are necessary to drive higher ESG
performance.

While the drivers of ESG performance and shareholder value can vary greatly from company
to company, it is important to consider the possibility of generalizing these factors. Previous
academic research suggests that a company's resource base may play a crucial role in determining
the size of resources available for ESG activities. On the other hand, empirical studies point to
ownership and management characteristics as having a significant impact on the differences among
corporations. These factors appear to be closely linked to the various stages of an organization's
development.

Therefore, with these insights in mind, the next chapter explores the drivers of ESG
performance based on the company life cycle model. This approach aims to shed light on how these
factors change and evolve as a company matures and provides a more nuanced understanding of
the ESG drivers.
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5. Drivers of effective ESG implementation across company life
cycle stages

Based on the assumption for hypothesis that different ESG drivers are relevant for companies
at different corporate life cycle stages, the final chapter of this Thesis is dedicated to the corporate
life cycle theory and linking it to the ESG drivers. Sub-chapter 5.1 provides a baseline of the
corporate life cycle theory — discussing multiple definitions and variations offered in the academic
literature, exploring the differences characterizing individual development phases as well as
summarizing offered measures for assessing the stage the company belongs to. The second sub-
chapter provides an overview of the existing academic literature and empirical evidence linking
corporate sustainability decisions with specific development phases of the corporations. Based on
academic literature, a conceptual model relating ESG drivers to corporate life cycle stages is
developed. Next, expert opinion is summarized by the AHP method to quantify the impact of
different ESG drivers across diverse corporate life cycle stages. Finally, sub-chapter 5.3 offers an
empirically derived and tested model of ESG drivers at different corporate life cycle stages and
discusses its application areas.

5.1. Corporate life cycle theory

Corporate life cycle theory initially stems from organizational science literature. The theory of
the corporate life cycle predicts that all organizations go through a similar pattern of development.
Each stage ofthe described cycle predicts certain financial implications, focus areas, environmental
and market factors as well as managerial decision-making facets that underline the respective
development stage. The corporate life cycle stages can also be seen as an elaborated version of the
product life cycle model that is commonly used in other economic and managerial areas such as
marketing and microeconomics predicting a path how a newly introduced product or phenomenon
is reaching a maximum impact and then gradually declining (Mueller, 1972). While there is a wide
variety of definitions describing the corporate life cycle model, a commonly used version by
Dickinson splits it in two parts by telling that “(1) Business firms are evolving entities and (2) the
path of evolution is determined by internal factors (e.g., strategy choice, financial resources, and
managerial ability) and external factors (e.g., competitive environment, macroeconomic factors)”
(Dickinson, 2011).

5.1.1. Definition of company life cycle

While several similar definitions have been used in academic literature, there is no consensus
with respect to a clear characterization of the life cycle by a specific number of stages. Given that
the approach of classifications and proxies used for estimation differ significantly, the life cycle
concept has been extensively discussed in academia. Academic research tends to divide the firm's
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life cycle into periods that are illustrious by firm-related characteristics such as the degree of risk
or uncertainty, asset size, and investment opportunities (Gulec & Karacaer, 2017). While all are
based on a similar theoretical background, there is a wide variety of assumptions with respect to
the specific life stage phases. The certain specification of the number of phases ranges from three
(Anthony & Ramesh, 1992) up to ten (Adizes, 2004). Table 5.1. provides a high-level overview of
the specifications of the life cycle model by selected academic authors.

Table 5.1.

Overview of the life cycle model specifications. Developed by the author, based on academic

literature.
Authors Number Life cycle stages
of stages

Downs (1967) 3 Struggle for autonomy, rapid growth, deceleration

Lippit and Schmidt (1967) 3 Birth, youth, maturity

Anthony and Ramesh (1992) 3 Growth, maturity, decline

Kath and Kahn (1978) 3 Primitive systems, stable organization, elaborative
supportive structure

Smith, Mitchell, and Summer 3

(1985) Inception, high growth, maturity

Black (1998) 4 Introductory, growth, maturity, decline

Richard L. Daft (1999) 4 Entrepreneurial stage, collectivization,
standardization, refinement

Mintzberg (1984) 4 Formation, development, maturity, decline

Jawahar and McLaughlin 4 Start-up, emerging growth, mature, decline -

(2001) transition

Miller & Friesen (1984) 5 Birth, growth, maturity, revival, decline

Kazanjian & Drazin (1990) 5 Conception, development, commercialization,
growth, stability

Gort and Klepper (1982), 5

Dickinson (2011) Introduction, growth, maturity, shake out, decline

Greiner (1972) 5 Founding phase, guiding phase, decentralization
phase, coordination phase, and cooperation phase

Greiner (1994) 5 Creativity, direction, delegation, coordination,
collaboration

Hanks (1990) 5 Start-up, expansion, maturity/consolidation,
revival/diversification, decline
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Galbraith (1982) 5 Proof of principle, model shop, start-up volume
production, natural growth, strategic maneuvering

Churchill and Lewis (1983) 5 Existence, survival, success, take-off, resource
maturity

Lester, Parnell & Carraher 5

(2003) Existence, survival, success, renewal, decline

Scott and Bruce (1987) > Inception, survival, growth, expansion, maturity

Chen Jiaze (1995) 6 Gestation, survival, high-speed development,
maturity, recession, and the metamorphosis

Flamholtz (1990 and 1995) 7 New venture, expansion, professionnalisation,
consolidation, diversification, integration, decline -
revitalisation

Torbert (1974) 8 Fantasies, investments, determination, experiments,

predefined productivity, openly chosen structure,
foundational community, liberating disciplines

Adizes (1989) 10 Courtship, infancy, go-go, adolescence, prime,
stability, aristocracy, recrimination, bureaucracy,
death

Arguably, the most frequently represented versions of the life cycle consist of five stages. The
empirically tested version of Lester et al. (2003) comprises multiple versions of the five-stage
models and consolidates them into a single five-stage model based on observations by Hanks
(Hanks, 1990). The most extended version offered by Adizes (1979) comprises up to ten separate
phases forming a company’s development path divided into five initial sub-stages of growing
followed by the consequent five sub-stages of gradual aging. The life cycle begins at the pre-
establishment (courtship) phase of an idea or business model generation, develops towards the
prime phase — the peak of organisation’s wellbeing in terms of profitability and performance — and
declines towards the ultimate phase of closure or bankruptcy (Adizes, 1979).

In terms of choosing one form of the model for further application, the academic evidence is
divergent, suggesting that each application area might benefit from a various degree of specificity.
The findings of various scholars speak in favor of both — less detailed versions of the life cycle
model, such as Anthony and Ramesh’s (1992) life cycle classification procedure as well as more
extensive versions such as Adizes (1979). Given the foreseen application area of clear life cycle
stage distinguishment, a four-stage model of the organizational life cycle proposed by Black (1998)
was used for further elaboration with an aim to understand the key differentiators in each of the
stages.
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5.1.2. Stages of life cycle

Introductory phase

In the initial phase, the advancement of the company is contingent on the recognition of the
market of the product or service offered. Based on the product introduction’s success the growth
rate of the company can be either moderate or rather fast. Management or, in many cases, the
founders of the company are focusing on the transformation of the initial ideas into real viable
products (Gulec & Karacaer, 2017). As firms in the introduction stage of the life cycle lack an
established customer base, founders usually focus on acquiring it by either offering a unique
product, filling an existing gap in the market, or gaining a competitive advantage via an innovative
business model (Jovanovic, 1982).

Additionally, the organizational form and structures of the enterprise are yet to be established
— in most cases still being very informal with a centralized decision-making process. The power in
most cases is centralized in the hands of the founders. The business still undergoes exploration of
the market and its characteristics. On the other hand, the operating risk due to the significant
uncertainty is very high (Hanks, 1990).

Firms in the introduction stages have limited resources and resource combinations (Dickinson,
2011). Companies tend to allocate their resources to developing new services and products to gain
a comparative advantage in the following stages (Gulec & Karacaer, 2017). Younger firms are in
greater need of stakeholder support given their need for external resources and recognition (Jones,
1995). The key components of firm value at this stage are assets in place and growth opportunities,
thus firms should focus their efforts to invest in projects that have positive net present value (Myers
1977). In terms of size, companies in the introductory phase are relatively small — both in terms of
balance sheet figures and revenues as well as operational cash flow figures (Black, 1998).
Dickinson (2011) has provided empirical evidence that frequently both - the introduction (start-up)
and decline stage companies - are associated with negative earnings per share, return on net
operating assets, and profit margin drawing certain similarities between companies in the early and
late stages of their development. From a theoretical perspective, firms are more dependent on
external financing in the earlier stages of the life cycle as they have not had time to accumulate
internal funds and reduce their borrowing constraints. Therefore, in the initial stages of a
company’s life cycle, investments are typically financed by outside equity (such as business angels
or early-stage venture capital) or founders’ own resources, while borrowing from banks is hardly
available (Grabowski & Mueller, 1975). Due to the firms at the earlier stage of the life cycle being
relatively small and unknown, they are less closely followed by banks and their analysts. Hence,
these firms might suffer from substantial information asymmetry leading to a potential equity
mispricing (Myers & Majluf, 1984). According to Nickel and Rodriguez (2002), introduction and
decline firms cannot raise capital unless investors are properly compensated, therefore also
implying that the borrowing and equity costs are high (Aharony et al., 2006). Empirically, Helwege
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& Liang (1996) have shown that the argument holds true and young firms are financed mainly by
insiders, business angels, and venture capital.

Academic literature and business practitioners tend to differentiate between companies in the
introductory phase in separating start-up companies from the general domain of the young
enterprises. A strict generally acceptable definition does not exist; however, academics tend to refer
to start-ups as a specific form of enterprises being new, small ventures in early life cycle stage
operating mainly in sectors associated with high level of innovation and impacted by advanced
technologies (Kariv, 2013). Recently a growing consensus on innovation as a key differentiating
factor has been noted, while simultaneously highlighting the need for more precise and universally
measurable definitions of innovation (Ehsan, 2021). For the sake of the further research, the thesis
focuses on the wider scope of the companies in the introductory phase without the dedicated focus
on the start-up companies corresponding to specific additional characteristics in terms of high-tech
industries or innovations.

Growth

The companies that have been able to overcome the initial challenges of the early life cycle
stage continue their development into the growth stage. At the growth stage, the still relatively
young firms have usually grown to have a portfolio of new products and in parts also further
technological advancements. Firms need to maximize growth in the early stages to create
permanent cost or demand advantages over competitors and to survive, similarly as noted in the
product life cycle (Wernerfelt, 1985). The organizational theory proposes that growth firms are still
faced with greater information asymmetry due to the ongoing product development and market
movements. Moreover, this information imbalance often necessitates a more sophisticated
approach to the internal communication and external stakeholder engagement activities, thereby
adding another layer of complexity to the operational facets of the companies undergoing the
growth stage (Barth et al., 2001).

Firms at the growth stage usually notice visible sales growth generating positive operating cash
flows and profit (Habib & Hasan, 2019). Richardson (2006) proposed that a firm is more likely to
undertake relatively large, growth-oriented investments in the growth stage to ensure that the
company’s resource base is sufficient for building up its capabilities and increasing capacity.
Additionally, these firms often experience significant investment needs, which can present unique
challenges in terms of capital management and allocation, necessitating more developed and
thorough strategic financial planning. Although growth firms usually experience significant
increases in sales and in the number of products, they are increasingly faced with intense market
competition, therefore, companies tend to invest more in product modification and improvement
rather than in product differentiation (Hay and Ginter, 1979).

Speedy growth is associated with new challenges in the internal organization. To meet the
increasing product demand, the capacity and capabilities of the company have to be increased
leading to expansion in the employee base. Adelino et al. (2014) have found that particularly the
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young firms create the majority of new jobs in the economies signaling the importance of growth
firms in the overall economies. Formal systems usually tend to emerge in the organization leading
to wider departmentalization of the company and specific function emergence (Hanks, 1990). On
the other hand, the delegation at the growth stage is usually still emerging and significant power
and functions are still kept within the initial team of either the management or the founders (Adizes,
1979). Based on the company type and industry, the organizational structure at this stage can still
vary between informal and already formally defined, thus underlining the diversity and adaptability
inherent in growth-stage firms. Such variation reflects the importance of context-specific strategies,
aligning organizational structure with industry norms, competitive pressures, and the unique
characteristics of the firm itself (Benbasat et al., 1980).

In terms of financing, the growth stage is usually where the founders’ team, if it has not already
happened before in the introductory stage, is supplemented with external finance inflow. Prior
studies suggest that venture capitalists and private equity funds provide not only access to finance,
but also mentorship, strategic guidance, network access, and other non-financial support leading to
considerable benefits for the companies that choose to onboard external equity partners (Hellmann
& Puri, 2002). While at the growth stage companies have usually already managed to decrease the
level of uncertainty, the cost of borrowing is still high (Aharony et al., 2006). In determining the
value of the company, growth opportunities still remain one of the key factors, while dividends are
usually still foregone at this stage due to priority investments in the growth-ensuring areas (Black,
1998). Furthermore, growth firms are more likely to receive coverage in the business press (Bentley
et al., 2013), leading to an increased need for good reputation management. Given the heightened
public scrutiny, these companies must also be vigilant about their corporate social responsibility
practices, as their actions and policies in this regard can significantly influence public perception
and brand image (Carroll & Shabana, 2010). Consequently, growth firms have increased incentives
to reduce information asymmetry via voluntary disclosure to aid the attraction of strategic partners,
customers, and investors (Hellmann & Puri, 2002).

While it cannot be characterized as a general case, there are certain growth companies that
choose to pursue a public listing at the high growth stage. Honjo (2021) find that fast-growing
firms in highly valued industries are more likely to go public earlier than in other industries affected
also by the right market conditions. Authors also find that firms that rely on external equity
financing at the start-up stage are more likely to go public earlier than others.

Maturity

Firms at the maturity stage are associated with slower or moderate growth rates in revenues
and capital expenditures (Berger & Udell, 1998). Investments are more likely to be directed toward
the maintenance of assets in place (Richardson, 2006). To ensure relevance to the market and serve
the well-established customer base, companies might focus more on product differentiation
strategies meaning that companies frequently choose to emphasize the advantages of their product
in comparison to the competitors (Hay & Ginter, 1979). As a strategic reaction to the threat from
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rivals, mature firms can exploit tactics to work on unique reputation and brand image that cannot
be imitated easily by focusing on the uniqueness of business models or products (McWilliams et
al., 2002).

In terms of internal organizational set-up, companies having reached the maturity stage are
usually formalized and sufficiently bureaucratic (Hanks, 1990). The reached complexity and size
of the organization usually require the introduction of additional control mechanisms — both
internal and external if required to be done by the shareholders. The problems encompassed by the
Agency theory characterized by diverging expectations of the shareholders and management might
become prominent at this stage leading to a greater need for additional control mechanisms and
management systems. Moreover, it is essential at this stage to ensure that these new control
mechanisms and systems are designed and implemented effectively, as this can play a key role in
managing potential conflicts of interest, promoting transparency, and maintaining the trust of
shareholders thus reducing the Agency problems the corporation can face (Grabowski & Mueller,
1975).

Over time, as firms continue to innovate and become more mature, they begin to accumulate
profits and have higher retained earnings in their capital mix (DeAngelo et al., 2006), leading to
more frequent dividend payouts (Fama & French, 2001). The maturity stage is also most commonly
characterized by the highest level of profitability. As mature firms usually have the necessary assets
in place and encounter less uncertain operating environments compared to the other stages of the
life cycle, the cash flows and profitability can be maximized (Dickinson, 2011). However, mature
firms also need to be cautious about complacency and should remain committed to strategic
reinvestment and sustained innovation, as these are essential to maintaining long-term
competitiveness and profitability, especially in the markets that are constantly changing and
developing (Tushman & O'Reilly, 1996).

From the financing perspective, mature firms have had a longer existence in the market, thus
they are more closely followed by analysts and investors experiencing less information asymmetry
and being perceived as generally less risky, therefore opening a new array of financing
opportunities (Myers and Majluf 1984). At the maturity stage, firms tend to re-balance their capital
structure, gradually substituting debt for internal capital following the pecking order theory (La
Rocca et al., 2011). Hence, financing needs at this stage are supplied either through internal
sources, if the company’s resources allow it, or acquired externally by either private equity funds,
individual investors or banks (Berger & Udell, 1998). The maturity stage is also the one most
associated with companies going public via a stock listing (Pagano et al., 1998). While on one hand
the public listing is associated with additional bureaucracy in terms of disclosure requirements and
structures, on the other hand, it can also be perceived as an optimal way of control transfer and
increasing the bargaining power with banks (Rajan, 1992). Public firms tend to take advantage of
further growth opportunities following the stock exchange listing and their assets in place increase
(Loderer et al., 2017). In terms of organizational structures, companies become more formal and
less flexible. This transition often requires more sophisticated governance structures and processes
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to effectively manage the growing complexity and scale of operations, as well as to meet the
heightened compliance requirements associated with being a publicly traded entity (Fama &
French, 2001)

Rydqvist and Hogholm (1995) have indicated a connection between the life cycle stage and the
likelihood of companies engaging in merger and acquisition activity. By using the earned and
contributed capital mix as the proxy for the firm life cycle stage, Owen & Yawson (2010) find a
highly significant and positive relationship between the firm life cycle and the likelihood of
becoming a bidder. This suggests that firms in more advanced stages of their life cycle, equipped
with greater financial resources and advanced managerial capabilities, are more likely to pursue
growth and diversification strategies through mergers and acquisitions (Jensen, 1986).

Decline

The decline stage can be characterized as a period when revenues and profitability decrease
leading to underutilized production and servicing capacity (Black, 1998). The causes of the decline
can be either external such as a decline in the entire industry and impact of market forces (Miller
& Friesen, 1984), or internal, such as limitation in the innovation, inability to adapt the offered
product to the market needs or loss of relevant vision and business strategy (Adizes, 1979). The
decline stage can occur at any age of the corporation, though mostly it is associated with more
established and older companies having developed structures and internal bureaucracies that are
frequently excessively bureaucratic (Hanks, 1990). Davis & Stout (1992) argue that in general old
firms are prone to suffer from “organizational inertia” - a state where a company heavily relies on
safe and established structures and revenue channels, while suffering from a lack of engagement
and drive towards new business strands. This, in turn, leads to sales declining at an accelerating
rate reflecting the companies’ inability to adapt to changing business environments.

As firms approach their decline, they become more rigid in exploiting benefits from the assets
in place and increasingly inert in terms of recognizing new growth opportunities and, hence, suffer
a decline in firm value (Loderer et al., 2017). Firms in the decline stage have more downgraded
resources and resource combinations. The organization can be caught in a repeating cycle of
insufficient resources to achieve substantial change which results in the lower appeal of its products
and a further decrease in the resources, financial stability, and customer perception (Miller &
Friesen, 1984). In this stage the preference is to cut the cost to avoid excessive inventory levels
impacted by the decrease in the product demand, therefore also reducing the supply chain, i.e., the
number of distribution centers (Hay & Ginter, 1979).

Usually, companies approaching their decline tend to be bigger and more liquid than the other
stages (Gulec & Karacaer, 2017). They have a high proportion of retained earnings in their capital
structure (Owen & Yawson, 2010) allowing the companies to pay out dividends (Fama & French,
2001). However, it is important to note that these firms must try to maintain a careful balance,
ensuring that the distribution of dividends does not impede their ability to reinvest and innovate as
necessary to prevent stagnation and to revitalize their business model. In terms of additional
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financing, firms with a long operating history are better known by investors and financiers in the
markets, thus ensuring a higher degree of information availability about the firm and lowering the
cost of capital (Easley & O’hara, 2004). However, these firms also bear the responsibility of
maintaining this trust through transparency, strong financial management, and consistent
performance, as any perceived discrepancies or contradictions can adversely impact their market
credibility and increase their cost of capital (Myers & Majluf, 1984).

While generally, companies in the decline phase are less likely to make many acquisitions
owing to organizational inertia (Shimizu & Hitt, 2005), it can be seen as one way for companies to
achieve a life cycle extension. In some of the organization life cycle model specifications this stage
is separated as an additional stage of revival (Miller & Friesen, 1984) and is characterized by a
renewed focus of the organization on the exploration of new possibilities either internally via
innovations and new product / market development or externally via engagement in the merger and
acquisition activities. To ensure the preservation of the accumulated social and financial capital,
often the new business lines or directions are kept separately. If the organization can successfully
undergo the revival stage, it can experience further growth or become stabilized in maturity stage
again (Jirasek & Bilek, 2018). This transformation, however, necessitates strong strategic
leadership, an adaptive culture, and the ability to realign resources and processes in line with new
market realities and business goals (Kotter, 1995).

5.1.3. Measuring the life cycle stage

Despite the various stage specifications offered by the academic literature, the life cycle theory
proposes that firms inevitably evolve and transition from one phase of development to another
(Hanks, 1990). While initially it was theorized that companies follow the stages in a more or less
linear pattern similar to the product life cycle paths, Miller & Friesen (1984) noted that corporations
due to their complexity, contrary, may exhibit faster changes from one phase to another, in certain
cases also jumping over to later stages very fast or even returning to previous ones. The competitive
advantages and disadvantages may change over time, impacting the respective development
patterns (Helfat & Peteraf, 2003). A key reason explaining this difference between the product and
the corporate life cycle is the significant impact that internal company factors such as managerial
decisions and chosen strategy as well as external factors such as market environment,
macroeconomic factors, and competition, can have on the corporate evolution pattern (Dickinson,
2011).

The triggers and factors impacting the moves along the life cycle stages are diverse. Certain
empirical indicators such as value, rareness, imitability, and substitutability of firm-specific
resources as the sources for sustained competitive advantage are necessary to ensure a firm’s
growth (Barney, 1991). The heterogeneity in these capabilities and resources that companies have
forms the internal factors impacting the specifics of the corporate development path.

Dynamic resource base theory introduced by Helfat & Peteraf (2003) expands this view by
stating that the capabilities necessary for corporate growth follow similar development over time



114

and therefore by themselves form the “capability life cycle” necessary to ensure a corporation’s
transition into another life cycle stage. Companies may face internal or external threats as well as
encounter opportunities in different life cycle stages.

Appropriate determination of the life cycle stage helps the company’s leadership and decision-
makers to select the appropriate strategy angles distinctive to the life cycle stage (Adizes, 1979).
Measuring the company’s life cycle stage is not trivial — neither academically, nor empirically.
Understanding the stage of the life cycle for a corporation is more complex than doing a similar
task for an industry or product since a corporation forms a combination of countless overlapping,
but distinctive product life cycle stages (Dickinson, 2011).

Given the evidence on the non-linear development pattern of the corporations, even basic
measures such as time since the corporation’s inception are misleading as some of the companies
grow considerably faster than others reaching certain financial sizes with considerable variance
(Miller & Friesen, 1984). While other studies suggest using stock exchange listing year as the proxy
for the time period when companies have reached a certain maturity, Faff et al. (2016) claim that
such an approach would disregard the private companies and strongly rely on the shareholders’
decision to take the company public.

Also, absolute financial measures offer limited explanatory power given that external factors
such as the country of incorporation and the respective market size can significantly impact the
potential that the corporation can achieve in terms of the absolute financial size (Faff et al., 2016).
Similarly, other univariate absolute measures such as financial strength are poor determinants of
the overall life cycle stage given the considerable differences in the relative profitability potential
across industries and specific companies. Overall, such univariate metrics contribute little to the
overall determination of the respective life cycle stage and therefore have to be used with caution
(Habib & Hasan, 2019).

Several studies, nevertheless, use specific financial metrics to estimate the life cycle stage.
Mueller (1972) proposed a formal theory that corporations have a relatively formal life cycle
underlined by their dividend payout decisions. The proposed causation stems from considerations
of'a value-maximizing company looking for an optimal dividend policy which based on the growth
opportunities would suggest retaining all earnings in the quick growth phase and paying out all the
earnings once a firm has reached its maturity stage and has limited alternative innovation driving
investing opportunities. This theory is in line with a more recent suggestion from DeAngelo et al.
(2006) offering to measure the life cycle stages as the proportion of the retained earnings of total
assets or equity. Companies with higher retained earnings share corresponding to higher ratio value
reflect the firm’s maturity, while a lack of retained earnings relative to the total balance sheet value
signals the growth stage.

Multiple other contributions to academic literature similarly imply that corporate life cycle
stages are strongly related to strategic and financial decisions. Investments and equity issuance
decrease with the firm life cycle’s stage (Faff et al., 2016). Debt issuance and cash holdings, on the
other hand, rise in the introduction and growth stages and decline in the mature and decline stages
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of the firm’s life cycle. Similarly, also takeover activity using the earned and contributed capital
mix relation has been found to signal the association between a firm’s life cycle assessment and
the likelihood of becoming a bidder (Owen & Yawson, 2010). Moreover, these patterns underscore
the complexity and interconnectedness of strategic and financial decision-making in firms,
highlighting the crucial role of the firm's life cycle stage in shaping these decisions and the potential
outcomes (Miller & Friesen, 1984).

While it has become increasingly clear that no single measure can offer a universal
categorization proxy, authors tend to deploy certain combinations of the variables for life cycle
classification purposes. Arguably, the first authors offering a systematic approach for the
classification have been Anthony & Ramesh (1992) — splitting the life cycle into growth, maturity,
and decline and classifying the firms into the life cycle stages by measuring and combining four
variables: (1) sales growth (2) capital expenditure (3) annual dividend payment and (4) years since
firm’s establishment. The life cycle phases are accordingly characterized by:

1) Growth — a young company with low dividends, high sales growth, and high capital
expenditure.

2) Maturity — a mature company with medium dividends, sales growth, and capital
investments.

3) Decline — an old company with high dividends, but low sales growth and investments.

Several categorizations have been based on this initial approach by Anthony & Ramesh (1992),
such as Yonpae & Chen (2006) offering a similar composite scoring based on quintiles, and
Aharony et al. (2006) using extended dividend payout ratio (including the sale of common and
preferred stock) and proxy variables measured as proportion of the total asset value of the company
correcting for the potential differences in the size of the firms.

A differing approach is offered by Dickinson (2011) suggesting a life cycle proxy based on
cash flow linking this relevant accounting information to the constructs of the academic theory.
The method relies on the cash flow pattern examination across the net cash flow from operations,
cash flow from investing activities, and cash flow from financing activities arguing that “the
combination of cash flow patterns represents the firm’s resource allocation and operational
capabilities interacted with the firm’s choice in strategy.” In total, the life cycle phases are
characterized by either positive or negative cash flow at the respective stage forming eight
combinations compressed into five life cycle stages as depicted in Table 5.2.
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Table 5.2.

Cash flow - corporate life cycle linking model proposition by Dickinson (2011)

Introduction Growth Mature Shake-out Decline
Operating - + + -+ -/-
Investing - - - -+ -/+
Financing + + - -/+/- +/-

With respect to the value relevance, earnings and accounting performance are predicted to be
more value-relevant in the mature stages, while cash flows are more value generating in the early
stages of inception and growth (Black, 1998). This indicates that the life cycle stage of a firm can
significantly influence the factors that are most pertinent to the firm's value creation.

Besides the quantitative methods, there are also qualitative and combined assessments for
understanding the life cycle. Adizes suggests using an assessment questionnaire for the company’s
management to judge the company’s respective life cycle stage. The assessment questionnaire, next
to a standard quantitative assessment of employee count, location, and industry, includes a set of
more subjective questions relating to risk-taking attitudes, general financial performance and
market position, decision-making processes, and leadership (Adizes, n.d.). Also, other authors like
Cao Yu et al. (2009) have used questionnaires to determine the life cycle of companies.

All in all, limitations are present and documented with respect to all of the previously
summarized approaches — i.e. the univariate measures such as DeAngelo (2006) suffering from too
extensive generalization, multi-variable approach such as Anthony & Ramesh (1992) requiring
multiple-year observations and arguably not fully reflecting the necessary life cycle separations,
and, finally, Dickinson’s methodology of only accounting for the signs of the cash flow, not the
absolute impact as well as potentially suffering from cash flow management patterns impacting the
timing of the cash flow classification. Hence, no consensus measure is found to be superior to
others. In addition, there are gaps in the literature with respect to privately held companies,
confirming that existing studies have mostly focused on the examination of publicly listed
companies (Habib & Hasan, 2019).

5.2. ESG drivers at different company life cycle stages

This chapter aims to explore the drivers and factors that contribute to ESG adoption for
companies in different life cycle stages. There are various drivers that can impact how a company
approaches sustainability, and, furthermore, at different stages of the corporate life cycle, different
drivers may be more critical. Therefore, this chapter will summarize the existing academic
literature on the ESG decision correlation to corporate life cycle stages. A conceptual model based
on the academic literature is expected to be derived as a result of this review, which will serve as
the basis for developing and testing a set of drivers for the specific sample of the Baltic companies
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and arriving at a model specification tailored to the Baltic region corporations. In this endeavor, it
will be vital to acknowledge the interplay of factors such as regulatory environment, societal
context, stakeholder expectations, and firm-specific characteristics, as these can influence both the
motivation and the capacity of firms at different life cycle stages to adopt and implement ESG
practices (Aguilera et al., 2007).

5.2.1. Combining corporate life cycle stages with corporate sustainability decisions

Each new corporate development stage is associated with certain challenges and changes that
corporations have to consider and undergo to ensure a successful transition to the next life cycle
stage (Adizes, 1979). In case organizations fail to adapt to the changes, they are faced with a higher
risk of deferred development and failure. Structures and patterns that are suitable at one stage of
development may be unproductive and even detrimental in succeeding life cycle stages (Hanks,
1990). In line with the changes in organizational structures and financial decisions in terms of
investments, reporting, financial planning, and dividends, a strand of academic literature has
concluded that the respective life cycle stages and transitions between them have an impact also
on the corporate governance mechanisms and social responsibility actions (Habib & Hasan, 2019).
The adoption of financial policies based on the life cycle stages also includes effects on ESG
disclosure practices (Atif et al., 2022).

The existing evidence includes a study by Habib and Hasan (2019) analyzing the impact of the
corporate life cycle on social responsibility actions for US companies over an extended period
covering 1991 to 2013. Their results state that companies in the maturity stage exert higher
investment in CSR activities (Habib & Hasan, 2019). Regional evidence from Egypt similarly
shows a significant relationship between corporate sustainability and firm life cycle stages (Gamal
et al., 2022). Authors find a significant explanatory power stemming from the respective life cycle
stage and corporate sustainability practices suggesting that companies should aim to base their ESG
decisions centered on their life cycle stage to ensure long-term value and growth. Similar results
suggest that CSR engagement is correlated to the life cycle stages as measured by certain financial
constraints in each of the development phases (Zhao & Xiao, 2019). Finally, CSR activities are
found to differ significantly across the life cycle stages and are measured as lower before and after
the maturity stage (Diebecker et al., 2017). Their results show that the free funds available increase
CSP during the growth, maturity, and decline stages, while ownership concentration lowers the
CSR investment level overall. To sum up, it can be concluded that corporate sustainability
correlates to the corporate life cycle stage. This underlines the importance of a dynamic approach
to corporate sustainability, recognizing that different stages of the life cycle present distinct
opportunities and challenges for integrating and advancing sustainability objectives within the firm
(Orlitzky, 2014).

Life cycle theory, when applied practically, provides the organization with relevant action
recommendations and assessment of focus areas. Hence, understanding the essence of the life cycle
can aid corporations in employing valuable resources optimally to gain a competitive advantage
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(Adizes, 1979). In terms of ESG, stakeholders have different corporate sustainability expectations
for firms in various life cycle stages. The demands are driven not only by the regulatory
implications considerably targeting larger and more mature companies, but also by customers,
partners, employees, and other crucial stakeholders that, in contrast to the mainstream current
regulations, might exert certain pressure also in the earlier stages of the life cycle.

The literature so far has rather focused on single ESG drivers that could be applicable to
corporations at specific stages of the life cycle. In addition, while a considerable share of the
existing literature on the domain dates back several decades, when the ESG definition had not been
formalized, the CSR, CSP, and ESG in this review can be perceived as substitutes. Therefore, there
is a clear need for further research that specifically explores the interrelationships between ESG
drivers and the corporate life cycle stages in the contemporary business context, recognizing the
evolved understanding and application of ESG principles. The remainder of this sub-chapter
provides an overview of the fragmented academic evidence summarizing ESG factor relevance at
certain life cycle stages.

Resource base

One of the key determinants of the potential investment in the ESG measured CSR activities
stem from resource availability. Resource base theory suggests that differences across corporations
can be explained by the set of resources including human capital, financial resources, reputation,
physical and intangible assets, etc. that companies have acquired and possess at various stages of
their life cycle. Based on the bundle of resources a company has, it can establish capabilities, build
skills and engage these resources in various activities (Barney, 1991).

The corporate behavior is often impacted by the financial and economic environment the
company is facing. Such aspects as the overall financial health of the company, the economic cycle
in the market as well as the competitive intensity may impact the resource split the corporation is
choosing. Also, certain conditions have to be ensures that the company is ready and willing to act
in a way that is socially responsible (Campbell, 2007). Furthermore, Campbell finds that the direct
factors are mediated by institutional influences such as regulations, peer organizations enforcing
corporate behavior norms, associatory behavior among companies themselves as well as
stakeholder dialogue. In terms of life cycle theory, this study suggests that even though companies
having larger resource availability generally are more likely to engage in CSR activities,
institutional and market factors can act as drivers to enhance such behavior also for less resourceful
companies.

Firms in the earlier stages of development are faced with limited resources that can be invested
in CSR activities. Studies show that CSR investments are costly, therefore company’s resource
base and capabilities acquired with time increase the ability of companies to afford CSR
investments (Habib & Hasan, 2019; Russo & Perrini, 2010). When moving along the life cycle
stages, CSR activities become affordable, thus mature firms tend to participate in this type of
activities more eagerly (Miller & Friesen, 1984). In addition, companies that face fewer financial
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constraints and are performing better financially have more resources to spend on ESG-related
activities, thus size and resource availability are likely to be stronger drivers in the later stages a of
the company’s development (Hong et al., 2012).

Organizational factors

Despite the potential challenges in resource availability, the data shows that the sustainability
agenda is relevant also for start-up stage companies. According to World Economic Forum data, a
vast majority of surveyed start-ups (68%) integrate ESG in their business strategy from day one of
their operations (see Figure 5.1.).

68%
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Figure 5.1. Timing of ESG strategy. Created by the author based on World Economic Forum data
for 2022.

Thus, the current tendencies in the market as supported by World Economic Forum data, show
that there are sufficient early-stage companies, whose deliberate choice for a more sustainable
business model or organizational attributes, can be an ESG driver starting from the early stages of
a company’s development. In line with purpose driven behavior and corresponding business model,
an additional organizational factor impacting sustainability adoption is employee attraction and
retention. It has been named as one of the core focus areas of large corporates as of 2022 (The
Conference Board, 2022), as well as found to be an important driver of ESG engagement for start-
up companies (World Economic Forum, 2022).

In addition, a strand of literature examining the marginal benefit of engaging in CSR activities
finds that substantial early investments are increasingly crucial for establishing barriers to entry to
potential competitors. CSR engagement can help companies to build a good corporate image and
improve corporate reputation (Fombrun & Shanley, 1990), which can then be beneficial for
companies in earlier life cycle stages to achieve new customer groups, gain competitive advantage,
and aid in external resource attraction, thus concluding that the marginal benefit of CSR
investments is higher for younger firms. Consequently, certain market positioning benefits, such
as a wish for competitive advantage, can be more pronounced for earlier-stage companies. As
sustainability practices converge within an industry over time (Ioannou & Serafeim, 2019), the
impact is potentially diminishing after a longer time of active operations in the market. Therefore,
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it suggests the strategic importance for early-stage firms to prioritize and embed CSR activities
into their business models as a competitive tool that can drive differentiation, market positioning,
and long-term value creation (Hart, 1995).

Society

Larger firms usually associated with a more pronounced exposure to media and public visibility
reach higher levels of CSR involvement (Reverte, 2009). Given their size and public visibility,
these larger firms also bear a greater responsibility for demonstrating ethical and sustainable
business practices, as their actions can have broader societal impacts and set industry benchmarks.
On the other hand, other evidence shows that also younger companies can benefit from a positive
reputation boost in terms of ESG-compliant activities in attracting customers and boosting
visibility (World Economic Forum, 2022). This suggests that early incorporation of ESG practices
can play a vital role in shaping the corporate identity of younger firms, positioning them as ESG-
conscious companies and helping them gain traction in an increasingly sustainability-focused
marketplace.

Similarly, it can be argued for companies in the maturity stage of the life cycle. At this stage,
the company’s resource base is reaching its peaks and slowly diminishing. Market challenges and
a low level of innovation can endanger opportunities and reduce profitability. Firms at the maturity
stage can be more inclined to engage in CSR initiatives to create reputational capital and unlock
new opportunities in order to avoid entering the decline phase (Zhao & Xiao, 2019). Therefore, it
is probable that reputational factors can act as an ESG driver at multiple stages of a company’s
development.

With respect to customer demand, while several studies (i.e. (Du et al., 2013)) have shown that
customers show a greater willingness to choose products from companies that are CSR-oriented,
the majority do not indicate clear distinguishment between the difference in expectations
depending on whether the company is a start-up or a large corporation. Thus, it can be assumed
that customer expectations apply equally to companies in all life cycle stages.

Finally, according to academic literature, membership in associations and business clubs can
have an impact on firm’s willingness to engage in corporate sustainability activities. Consequently,
these associations and activities they are undertaking can play an important role in shaping the way
how their members perceive and act on the social and environmental practices (Besser & Miller,
2011). Given that such memberships are potentially more impactful for younger, recently
established companies, associations are likely to be an important ESG driver particularly in the
first stages of the corporate development and rather lose its relevance when approaching the
maturity.

Ownership type
In respect of ownership structures and external financing, younger and smaller companies can
gain from CSR activities in terms of higher visibility in the market allowing them to employ their
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ESG factors for higher legitimacy and easier access to external financing, which is especially
challenging in the early life cycle stages (Udayasankar, 2008).

During the growth stage, companies usually tend to enjoy an increased level of profitability,
thus theoretically companies would have more resources to invest in the ESG activities.
Nevertheless, companies are equally encouraged to continue their investments to capitalize on
business expansion possibilities and maintain their relative position vis-a-vis their competitors
(Black, 1998). Additionally, businesses in the growth phase see a wider impact from their
stakeholders, thus ensuring healthy ESG performance can help companies in their stakeholder
relationships including their owners and investors (Habib & Hasan, 2019). Prior studies suggest
that particularly the growth-stage companies are most frequently faced with new investors
supporting the expansion. In addition, venture capitalists and private equity funds provide, not only
access to financing, but also mentorship, strategic guidance, network access, and other non-
financial support (Hellmann & Puri, 2002) leading to a consideration that they could well be seen
as corporate sustainability drivers. This implies that these types of investors, who often have a
broader perspective on sustainability and market trends, can play a pivotal role in embedding ESG
principles in growth-stage companies, thus shaping the firms' long-term sustainability trajectories.

For maturity-stage companies a significant, positive connection between sustainability ratings
and ownership by institutions and foreign investors is found, while ownership by managers is
negatively associated with companies’ social performance ratings (Soliman et al., 2013). In
addition, financing needs at this stage are supplied either through internal sources, if the company’s
resources allow it, or acquired externally by either private equity funds or banks (Berger & Udell,
1998). The maturity stage is also the one most associated with companies going public via a stock
listing (Pagano et al., 1998). Thus overall, it could be expected that more formal, institutional
ownership patterns in the later stages of the corporate life cycle will be more relevant than any
ownership impacts in the earlier life cycle stages.

Management

The corporate governance facet of the ESG decisions is found to be more pronounced in the
later phases of the corporate life cycle. Proper CG set-up and professional management team are
found to be helpful in terms of solving agency problem (McColgan, 2001), thus companies having
more complex organization structure and more refined management body can benefit from higher
transparency and clearer governance rules by reducing opportunistic behavior and conflicts of
interest. The same holds true for a higher degree of the board diversity given that later life cycle
stages are also usually associated with more sophisticated management set-ups.

With respect to the CEO role — it is to be expected that the largest single impact could
potentially be achieved in the earlier life cycle stages due to the absence of more formal corporate
governance practices and elaborated management teams. As the organizational form and structures
of the enterprise in the start-up phase are usually underdeveloped — there is a centralized decision-
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making process and the power in most cases is centralized in the hands of the CEO or founders
(Hanks, 1990).

Regulation

As discussed in the previous chapters, a particularly important ESG driver is legislation
stimulating with reporting requirements not only the investors (Barnett Waddingham, 2022), but
also effectively motivating the corporations (Daugaard & Ding, 2022). As summarized in Chapter
1.2, the current EU regulatory landscape in terms of disclosure obligations and mechanisms is
dominantly relevant for larger (and thus usually more mature) companies, nevertheless, certain
aspects are also indirectly relevant for smaller and younger entities.

A particular role can be attributed to certain procurement procedures requiring companies to
reveal their ESG data in the competing procedures, thus procurement corresponding to the “green
practices” can be seen as a potentially relevant ESG driver for particularly earlier-stage companies
that are not directly exposed to the ESG disclosure requirements (Lazaroiu et al., 2020).
Nevertheless, in the introductory stage, companies may not have the resources or capacity to
participate in larger green procurement initiatives, therefore it is likely to be a more important
driver in the later development stages.

With respect to sustainability-related certifications, the market is constantly growing and has
not yet reached its saturation level meaning that currently, the wish for obtaining industry-relevant
sustainability certification can be seen as equally relevant to corporations across all corporate life
cycle stages.

Industry

An increase in competition is associated with superior CSR performance (Fernandez-Kranz &
Santalo, 2010). A similar impact is also documented by a study exploring that higher intensity of
rivalry and CSR of competitors increase firm’s CSR performance (Hawn & Kang, 2013). While
no direct relationship with life cycle stages has been documented, it could potentially be assumed
that industry specifics would overrule the certain life cycle stage, thus belonging to a certain sector
would not differ based on the company’s development stage but rather from the specific industry.

With respect to the pressure by competitors, it is more likely to be an ESG driver in the growth
and maturity stage of the corporate life cycle. Mature, well-established companies are usually
associated with stronger market positions. Nevertheless, they are likely to face stronger
competition coming as well from the established market players as well as new entrants. To
preserve the market share, companies may feel competitive pressure to excel in the field of
corporate sustainability to appeal to the customer demands, thus using ESG as a source of
competitive advantage. Equally, if the competitors are showing strong ESG performance, certain
peer pressure can occur to other market players. This competitor pressure can drive companies to
improve their ESG performance and prioritize sustainability initiatives, as they strive to maintain
their market position and meet the evolving expectations of their stakeholders.
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Overall, as can be seen from the academic, regulatory, and business literature when combining
ESG decisions with the life cycle stage, so far literature has less differentiated between the multiple
stages of the corporate life cycle. Often, the tendencies are overlapping or unclear. Especially, the
two stages of a business’s life cycle — maturity and decline — are frequently not separated as
mutually exclusive. A company can move between the two stages and return based on certain
market conditions and specific company events (such as engagement in merger and acquisition
activities or internal product or market expansion activities). Therefore, after the initial round of
discussions with experts, it was decided to develop the set of drivers for three key corporate life
stages — introductory, growth, and maturity, where the differences can be extinguished the clearest.
This approach would also be in line with the proposal by Smith, Mitchell, and Summer (1985)
suggesting the distinction between the three following life-cycle phases — inception, high growth
and maturity. It is expected that by focusing on these distinct stages, it will become possible to
identify and analyze the specific drivers and challenges associated with ESG decision-making,
enabling a more targeted and nuanced understanding of the relationship between corporate life
cycle stages and ESG practices.

Based on the compilation of the literature a conceptual model (see Figure 5.2.) was developed
suggesting the expected relevant ESG drivers and indicators in each of the three life cycle stages
of companies.
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Figure 5.2. Conceptual model of ESG drivers based on corporate life cycle stages. Created by the author based on review of academic
literature.
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On the left side of the model, the seven key drivers are compiled consisting of the four firm-
internal drivers (ownership, organization, management, and resource base) and the three market
drivers (society, regulation, and industry). Based on the summary of the literature the relevant
indicators are selected for each of the corporate life cycle stages (inception, growth, and maturity).

The conceptual model developed suggests the relevant ESG drivers for each stage of the
corporate life cycle, however, it does not currently indicate the importance or weight of each factor.
Furthermore, in its current form it is based on the expertise of the author and academic literature.
The purpose of the model is to serve as a guide for companies, policymakers and financiers seeking
to find the relevant ESG drivers for companies at different life cycle stages. To achieve this, a
tested model that takes into account the importance and weight of each ESG driver is necessary.
This model will provide a more comprehensive and effective tool for companies to use in their
sustainability efforts, allowing them to prioritize and allocate resources to the most impactful ESG
drivers.

The approbation of the model follows in the next chapter. In addition, the method chosen will
allow estimating the magnitude of each of the drivers examined, allowing the author to understand
the key ESG drivers relevant at each of the three corporate life cycle stages.

5.2.2. Methodology

To examine the key drivers of the ESG implementation at various life cycle stages of a
company, the analytical hierarchy process (AHP) approach was applied.

AHP is an effective method applied in complex problem-solving settings and was developed
by (Saaty, 1980). It assumes that any complex problem can disintegrate into numerous sub-
problems in terms of hierarchical levels. By understanding the more complex problem and splitting
it up into the relevant drivers or attributes, the choice and prioritization follow from a set of experts
(Dyer & Forman, 1992).

The AHP method practically relies on pairwise comparisons following the judgments of experts
to derive priority scales. Comparisons are made using a scale that embodies the strength of the
difference expressing how much more, one comparable option dominates another with respect to
a given attribute. Based on these scales, intangible prioritization and weights are derived via
mathematical computations (Saaty, 2008). AHP, therefore, is a useful technique for measuring
intangible factors that per se cannot be expressed numerically (Whitaker, 2007)

(Saaty, 1980) introduced AHP as a decision-making tool helping to solve unstructured
problems in economics, social, and management sciences. The approach has been applied by
scholars studying topics like critical success factors, measuring prioritization sequences, and
seeking ways of assigning numerical values and weights to otherwise hardly measurable properties
(Darko et al., 2019). It has been widely adopted in research papers in areas such as education, social
and political studies, engineering, industry, government studies and, manufacturing (Vaidya &
Kumar, 2006). In the sustainability area, AHP method has been used by scholars researching ESG



126

drivers for investors (Sood et al., 2022), prioritizing sustainable city indicators (Chan & Lee, 2019),
and sustainable development drivers (Szabo et al., 2021).

A scale of intensity suggested by Saaty (see Table 5.3.) is used to capture the relative
importance or the weight of all factors included in the analysis. If a factor has a subfactor (sub-
criteria) it is denoted as the parent factor, otherwise, it is called a leaf factor. The total addition of
all the attributed weights to the parent factors sums up to 100%, similar to all the leaf criteria below
one parent factor. The differences in the weights show relative importance.

Table 5.3.
AHP scale based on Saaty (1980)
I'ntensr[y of Definition Explanation
importance
1 Equal importance Two elements contribute equally to the objective
3 Moderate Experience and judgment slightly favor one element
importance over another
Experience and judgment strongly favor one element
5 Strong Importance
over another
. Very strong One element is favored very strongly over another, it
importance dominance is demonstrated in practice
9 Extreme The evidence favoring one element over another is of
importance the highest possible order of affirmation
2,4,6,8 can be used to express intermediate values

Pairwise comparisons of factors within the same hierarchical level with respect to the parent
elements in the higher level of the hierarchy are established. These pairwise comparisons are
conducted to transform verbal assessments into numerical values on a scale from 1 to 9, signifying
the intensity of the relative importance.

The pairwise comparisons are usually provided by subject matter experts. Unlike statistical
samples, there are no strict requirements with respect to the minimum sample size of the experts
for the AHP analysis. On the other hand, sometimes smaller expert panel size is even preferred. If
an expert evaluating the pairwise dominance is experienced and highly professional in the area, it
can be preferred to limit the sample size rather than dilute the individual accuracy with the
participation of others having less professional judgment (Sagir Ozdemir & Saaty, 2015).

Once the experts’ opinions have been gathered, the mathematical computations are used to
arrive at the assessed weights of the factors. By using an example of two factors, F; and Fy, the
expert is asked to express a comparative judgment about the relative importance of Fj and Fx with
respect to the goal or contribution towards it. The comparative judgment is captured on a semantic
scale indicating the differences in the intensity of the importance from 1 to 9. The intensity is
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consequently converted into a numerical integer value aj. The relative importance of Fi over Fj is
reciprocal, meaning a=1/ajk. A pairwise comparison matrix A is created based on ajk and its
reciprocal figures, for all the factors, containing only positive entries and being homogenous.

The method suggests that the weights of factors can be estimated by finding the principal
eigenvector w of the matrix A via the equation (5.1.):

(5.1)

A - W = hnax - W,

where A is the matrix; Amax the largest or principal eigenvalue of A; and w the principal
eigenvector (vector of priority factors).

The required condition proposed by Saaty (1980) is that the matrix exhibits a minimum level
of consistency meaning that a certain level of coherence should exist between judgments. Saaty
introduced the following inconsistency index (5.2.):

(5.2)
CR = (Amax— 1) / (A — n),

where A denotes the average of randomly generated pairwise comparison matrices’ maximal
eigenvalues suggesting a threshold CR<0.10 of acceptable inconsistency. CR of 0.10 or less is
considered acceptable; otherwise, matrix A is considered to contain a certain degree of randomness.

Practically, there are various approaches to how the calculation process can be ensured —
ranging from manual calculations using software such as Microsoft Excel to dedicated online tools,
for example, AHP-OS allowing to execute the mathematical computations in an automated way
via an online software (Goepel, 2018).

Despite the vast area of application, certain shortcomings are also associated with the AHP.
The AHP method is strongly impacted by the biases of human judgment, therefore the output of
the technique can be impacted by the choice of the experts in the sample (Sagir Ozdemir & Saaty,
2015). Another area of discussion is the employed judgment scale. While the classical approach s
uses a scale from 1 to 9 (Saaty, 1980), several derivations of alternative measures have been used
in the literature. While such alternatives indeed yield different weighting outcomes, the differences
in the judgment scale do not alter the ranking of the criteria (Franek & Kresta, 2014). Another
limitation is that the AHP does not account for uncertainty, which can be a significant factor in
many decision-making processes.

5.2.3. Sample and data

Figure 5.3. illustrates the hierarchy tree derived based on the previously compiled list of ESG
implementation drivers — split into the seven categories of internal and external driving factors and
the respective indicators.
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Figure 5.3. AHP hierarchy of the ESG drivers. Created by author.

There are two parts to the AHP questionnaire for the survey of this research. The first part is
the AHP questionnaire for prioritizing the seven key factors (ownership, organizational attributes,
management, resource base, society, regulation, industry) that summarize the two broader groups
of internal and external ESG drivers. The second part is the AHP questionnaire for prioritizing the
key indicators within each of the seven key factors. The range of indicators within one factor varies
from two to five.

Following pre-discussions with the potential expert panel members, it was decided that a three-
stage model (inception, growth, maturity) of the organizational life cycle proposed by Smith,
Mitchell, and Summer (1985) will be used for the elaboration of the relevant drivers due to the fact
that it might be challenging to recognize and point out companies in the decline stage that can be
used as reference examples. By adopting the three-stage model, it allows for a more practical and
manageable framework to examine the ESG drivers across different life cycle stages.

Three different expert panels and corresponding questionnaires were, therefore, created
matching the three evaluated corporate life cycle stages — inception, growth, and maturity. These
panels were comprised of experts in financing and investment, as well as industry associations with
considerable exposure and expertise in ESG in the Baltic region. Since venture capital funds often
invest in businesses across the three Baltic countries, there was no need for a precise geographical
split of the experts.

The expert panel was split in line with the respondent’s expertise and professional experience
in one of the particular life cycle stages:
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(1) Inception stage experts comprised a sample of venture fund partners, start-up associations,
and business angels as well as ESG experts focusing on sustainability consulting for young
companies.

(2) Growth stage experts included experts from the largest and most impactful private equity
funds operating in the Baltic region, risk and venture capital association leaders as well as
business consulting representatives engaged and working with consulting growth stage
companies.

(3) Maturity stage respondents encompassed highly ranked commercial bank representatives
and ESG officers, asset managers, and ESG experts from business consulting companies.

In total, 25 experts completed the pairwise comparison, with 24% representing the affinity to

the inception stage companies, 36% to the growth companies, and 40% submitting their answers
with respect to the maturity stage companies. The expert sample for the inception stage was the
smallest as the ESG relevance for young start-up companies currently in the examined Baltic region
is believed to be the lowest. This has also been confirmed by the previous study of regional
investors (Zumente & Bistrova, 2021). On the other hand, given the EU-wide regulations as well
as requirements by the financiers and pressure from associations, the companies in the maturity
stage are certainly faced with the widest exposure to corporate sustainability, thus also the relevant
expert circle was the largest. The complete list of the experts who contributed to the questionnaire
can be found in Table 5.4.

Table 5.4.
List of experts included in the AHP questionnaire.
Life
cycle
No. stage Position Represented institution
Start-up sustainability consulting
1 | Inception | Founder "Ziemelmeita"
2 | Inception | Head of start-up division Latvian Investment and Development Agency
3 | Inception | Partner New Nordic Ventures
4 | Inception | Investment director Terra Ventures
Inception | Manager in start-up
5 consulting KPMG
6 | Inception | Partner First Pick venture capital fund
7 | Growth | Investment director ZGI Capital
8 | Growth | Investment director Baltcap
9 | Growth | Head of ESG PwC Baltics
10 | Growth | Managing director Estonian Chamber of Commerce
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11 | Growth | Executive director Latvian Venture Capital association
12 | Growth | Member of Board INVEGA Lithuania
13 | Growth | Managing director Estonian Venture Capital association
14 | Growth | ESG Officer ESG Officer at Citadele Bank
Advisor to Management Finance development institution of Latvia,
15 | Growth | Board Altum
16 | Maturity | Supervisory Board member | Financial Capital Market Commission Latvia
17 | Maturity | Head of investments Luminor bank
Management board member
18 | Maturity | and ESG expert Stock-listed company Eesti Energia
19 | Maturity | Head of ESG State-owned company Tet
20 | Maturity | Board member advisor Central Bank of Lithuania
21 | Maturity | Board member Institute of Corporate Sustainability Latvia
22 | Maturity | Head of client coverage SEB Bank
Head of group ESG target
23 | Maturity | setting Swedbank Baltics
24 | Maturity | Vice President Baltic Corporate Governance Institute
ESG and sustainability
25 | Maturity | director KPMG Baltics

The data collection was done over a period of 3 weeks, ending on 5 December 2022. An online
survey was set up for experts to be able to evaluate each pair of factors in a systematic way. The
online survey (see Appendix 6) started with a short introduction of the background of the study and
the goal of weighing different drivers and factors impacting ESG implementation decisions across
Baltic corporations. It also provided an explanation of the respective corporate life cycle stage. The
survey required participants to indicate their name, institution, years of experience, and ESG
affinity to ensure that the sample of the AHP is clear and corresponds to the previously expected
expertise to provide an educated opinion on the subject matter at hand.

To ensure a common understanding of the drivers and factors, a list of definitions (see Table
5.5.) suggested by the author was included before the pairwise comparison, along with two
examples of how to use the respective weighting.

The question for every pair of drivers and factors applied was always the same: Which of these
drivers is more important for ESG implementation in Baltic [inception (start-up) / growth / maturity
stage] companies and by how much? The applied AHP questionnaire used a scale from 1 to 9
ranging from 1 “equal importance”, 3 “moderate importance”, 5 “strong importance”, 7 “very
strong importance” to 9 “extreme importance”.
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Table 5.5.

List of definitions of the ESG drivers. Created by author.

Driver Factor Definition
Ownership Private Owner's request to adhere to certain ESG standards for
privately-held companies
Public Owner's request to adhere to certain ESG standards (i.e., state-
owned companies, listed companies, international groups, etc.)
Bank Pressure from external financing providers (commercial banks)
financing to implement ESG
Risk capital | Pressure from PE/VC funds as partial shareholders to implement
ESG
Organization | Business Intrinsic wish to adopt ESG due to the business model's
model sustainability aspects (i.e., circular, impact, etc.)
Values Intrinsic wish to adopt ESG due to the purpose and values of the
company
Employees Request by employees to engage in ESG activities
Competitive | Intrinsic wish to adopt ESG to achieve competitive advantage
advantage vis-a-vis its competitors
Management | CEO Strong CEO request to implement ESG
Diversity A high degree of diversity among the company's executives as a
driving force for sustainable behavior
Supervisory | Request from supervisory board to implement ESG
board
Governance | Existent corporate governance mechanisms that favor ESG
adoption
Resource Size Higher company's visibility in public due to size
base
Financial Sufficient financial capabilities to implement ESG-compliant
resources practices
Society Local media | Pressure from local media
Global media | Pressure from global media
Associations | Encouragement from local and international associations
Customers Requests from customers to see ESG-compliant behavior /
transparency
Reputation Company's wish to improve reputation by engaging in ESG

activities
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Regulation Certifications | Company's wish to obtain any external certifications that require
ESG compliance

Disclosure Regulatory pressure for mandatory ESG disclosures (currently
requirements | applicable only to large companies, from 2026 also to SMEs)
Green Pressure from procurement processes that require ESG-related
procurement | disclosures

Industry Industry Sector representation that is prone to ESG controversies
sector

Competitor | Pressure from competitors to match their ESG activities

behavior

The responses were gathered in an online survey tool (QuestionPro) and transferred to the AHP
software (see Appendix 7 for a screenshot for illustration purposes of the online AHP software).
While the majority of the questionnaires were within the ranges of the consistency index to be
treated as reliable, in 3 cases the respondents were asked to slightly revise the numerical scaling of
the judgment until a value of CR smaller than 0.1 was obtained. One obtained answer was excluded
from the final sample due to inconsistencies.

5.2.4. Results

Based on the methodology for the AHP process (Goepel, 2018), the overall consensus level
was calculated in each of the sample groups (see Table 5.6.). While the highest level of consensus
and homogeneity was reached in the inception stage sample, overall, the level of homogeneity was
found to be moderate indicating that the group of experts had a relatively similar opinion on the
preferences.

Table 5.6.

AHP results homogeneity and consensus. Created by the author.

Inception Growth Maturity

sample sample sample
Average AHP group consensus: 73.1% 60.0% 63.1%
Rel. Homogeneity: 79.3% 70.4% 73.6%

The AHP software produced results for each of the life cycle stage categories. The key drivers
and corresponding factors were summarized and compared based on the life cycle stages allowing
to compare the impact of certain drivers across different life cycle stages. The following sub-
chapters describe in more detail the key findings split into the respective life cycle stages.
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5.2.4.1. Inception phase companies
The overall weights of the ESG factors and indicators in the introductory stage are summarized
in Table 5.7.
Table 5.7.
AHP weights for the inception stage companies. Created by the author.
. . . Total
Driver Weight Factor Weight . Rank
weight
Public 0.129 0.011 22
Private 0.202 0.018 18
Ownership 0.092 .
Bank financing 0.132 0.012 21
Risk capital 0.537 0.048 6
Business model 0.272 0.037 10
L. Values 0.253 0.034 12
Organization 0.103
Employee demand 0.169 0.023 16
Competitive advantage 0.307 0.041 9
CEO 0.628 0.173 1
Diversity 0.084 0.023 15
Management 0.262 .
Supervisory board 0.157 0.043 8
Governance 0.131 0.036 11
Size 0.325 0.075 3
Resource base 0.249 X .
Financial resources 0.675 0.157 2
Local media 0.057 0.004 24
Global media 0.102 0.007 23
Society 0.062 Associations 0.206 0.014 20
Customers 0.284 0.019 17
Reputation 0.352 0.024 14
Certifications 0.413 0.047 7
Regulation 0.14 Green procurements 0.446 0.050 5
Disclosure requirements 0.141 0.016 19
Industry sector 0.277 0.024 13
Industry . .
0.092 Competitor behavior 0.723 0.064 4
Total 1 - 7.00 1.00 -

In the inception stage, the key ESG driving factors as depicted in Figure 5.6. are management

(0.262) and resource base (0.249). Primarily, the success of a company in its early stages is heavily

dependent on the management team. The management should have a clear vision for the company’s

development as well as have the ability to execute that vision. The management team should also

have a good understanding of the company's resource base and be able to put them to use in the

most efficient way — meaning that with the increase in size and visibility of the company (be it by
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attracting financing rounds or public exposure via trade fairs or increased revenue) companies are
incentivized to think more of the ways how to engage in corporate sustainability activities.

Ownership
0.3

0.25

Industry 0.2 Organizational

0.15
0.1

0

Regulation Management
Society Resource

Figure 5.6. Overview of the key drivers at inception stage, created by the author.

When evaluating the respective indicators of each of the factors in Table 5.7., interestingly, the
strongest single indicator for driving sustainability in the introductory stage is the CEO (0.173 of
the total weight), emphasizing the importance of management at this stage. In the initial phase, the
CEO often holds the most crucial role within the company. The task of crafting the company's
vision and strategy predominantly falls upon the CEO. Additionally, they are responsible for
assembling a competent team, and delivering clear, motivational leadership and direction.
Essentially, the CEO's influence and decision-making capabilities are vital in steering the company
towards success. The CEO is usually also responsible for attracting capital, managing operations,
and transforming the company in a way it can successfully present itself in the market. While
usually being the face of the company, the CEO is also responsible for obtaining a favourable
reputation. They must be able to inspire and motivate employees and manage resources effectively,
thus if the CEO is set on the right sustainability agenda, they will also be the key drivers for ESG
practice implementation from the early days. Furthermore, the presence of a supervisory board in
early stage of the company is also acknowledged as a relatively strong ESG driving factor (0.043
of the total weight). A supervisory board can be an asset to the company by providing guidance
and advice to the founders and management team, helping improve the company’s performance,
and providing an outside perspective on the company’s strategic decisions and business plans. As
the board usually also has the authority to impact decisions on key issues, they can form an
impactful driving force towards ESG adoption.

Size and financial resources are important ESG drivers (0.075 and 0.157 total weights,
respectively) at the introductory stage companies. Especially given the general case of limited
resources at the early stages of the company’s formation, the companies must prioritize their ESG
efforts and focus on those areas where they can have the most impact. Given that companies must
have the right resources to implement their strategies and objectives, including sufficient personnel,
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the rights technology, and sufficient financial resources, it is likely that CSR priorities will not be
the key focus.

Regulatory drivers are less noticeable during the early stage of a company's life cycle compared
to other stages, as there are fewer regulatory compliance requirements for smaller companies.
However, experts acknowledge that through certifications (0.047 total weight) and green
procurement (0.05 total weight) procedures, regulatory pressure can be a significant ESG driver
for early-stage companies, even if they are not subject to any disclosure regulations themselves. It
means that increasing the relevance of certain industry standards (i.e., Oekotex or GOTS certificate
for textile producers, BIO or fair-trade certificate for organic food producers, etc.) also can be an
important driver for implementing sustainable business practices from early days of corporate
activities.

Organizational indicators such as business model, values, and purpose as well as a competitive
advantage are essential for a business to succeed. These factors are found to be the most ESG-
relevant, particularly in the early stage, and become less relevant in the subsequent stages. The
business model is the most influential factor among the organizational drivers (0.037). In the
inception stage when the company’s business model is established, companies can be seen as
having more opportunities to integrate ESG considerations into their business model as they are
still in the early stages of development, while a more mature company might find it more difficult
to make changes to its established operations, thus internal organizational attributes are more
pronounced at earlier corporate development stages.

From the industry metrics perspective, competitor behavior is one of the highest-ranked factors
(0.064 total weight). Competitor behavior is relevant for young companies because it can provide
valuable insights into the market, reveal facets of customer preferences, and provide an overview
of the intensity of the competitive landscape. By understanding the behavior of competitors,
introductory stage companies can better position their products and services to gain a competitive
advantage.

The ownership factors at this stage play a relatively minor role (0.092 weight for the entire
driver). The most important factor is the risk capital partner requirements (0.048), as the relevance
of public ownership or bank financing at this stage is quite limited. Furthermore, venture capital
and angel investors are increasingly becoming more involved in the early stages of a company's
life, thus they can form additional impact on driving enterprise agenda towards sustainability.

Finally, society’s pressure on ESG implementation for early-stage companies is relatively low
compared to larger, more established companies. This is due to the fact that introductory stage
companies often lack the resources and expertise to properly implement ESG initiatives, therefore
also the expectations of society fall lower.

5.2.4.2. Growth companies

The overall weights of the ESG factors and indicators in the growth stage are summarized in
Table 5.8.
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Table 5.8.
AHP weight results for the growth sample, created by author.
Driver Weight Factor Weight Tofal Rank
weight
Public 0.211 0.030 14
. Private 0.066 0.009 22

Ownership 0.13 .

Bank financing 0.400 0.056 5

Risk capital 0.324 0.046 9

Business model 0.258 0.024 16

Values 0.211 0.020 17
Organization 0.087

Employees 0.141 0.013 19

Competitive advantage 0.391 0.037 12

CEO 0.314 0.046 8

Diversity 0.078 0.012 21
Management 0.125 .

Supervisory board 0.326 0.048 7

Governance 0.282 0.042 11

Size 0.394 0.033 13
Resource base 0.088 . .

Financial resources 0.606 0.051 6

Local media 0.115 0.009 23

Global media 0.096 0.007 24
Society 0.072 Associations 0.169 0.013 20

Customers 0.235 0.017 18

Reputation 0.385 0.028 15

Certifications 0.272 0.092 3
Regulation 0.373 Green procurements 0.363 0.122 2

Disclosure requirements 0.365 0.123 1

Industry sector 0.360 0.044 10
Industry 0.126 . .

Competitor behavior 0.640 0.079 4

Total 1.001 - 7.00 1.00 -

In the growth stage, the dominant key driving factor is regulation (0.373) as depicted in Figure

5.7. Given that a share of the growth stage companies certainly falls under the EU disclosure
regulations, it is assessed as the key driver fostering wider ESG adoption. In its weight the
regulatory driver three times exceeds the following most significant driver — management attributes

(0.125).



137

Ownership
0.4

0.35

0.3
Industry 025 Organizational

0.2
0.15
Q

0

Regulation Management

Society Resource

Figure 5.7. Overview of the key drivers at growth stage, created by the author.

The underlying indicators forming the key driving factors are weighed by the experts as
follows. The top 3 indicators are regulation-driven (in total forming 0.373 of the total weight).
Following the disclosure requirements, interestingly, green procurement is ranked as a close second
meaning that supply chain-driven factors and procurement procedures where the ESG components
are included in the decision-making process, foster wider ESG adoption among the growth
companies. The effect of such sustainability-aware procurements is, therefore, twofold — on one
hand ensuring that the supply chain of the procuring companies adheres to ESG standards, and, on
the other hand, motivating the potential suppliers to ensure compliance with their operational
standards. The lesser role of the regulatory factors plays certifications that were found to be the
main regulatory driver for inception stage companies. While still relevant also at the growth stage,
the effect is lower (0.092) compared to disclosure requirements and procurements (0.123)

Two other indicators ranked highly by the experts stem from the industry specifics.
Competitors’ behavior is marked as one of the highest impact factors (0.079) — ranking directly
after regulatory components. Growth companies are trying to find the best approach to establish a
significant and stable presence in the market, thus they also are heavily influenced by what
competitors in the same industry do. Similarly, it impacts the ESG components — if competitors are
strongly communicating their sustainability efforts, lagging behind can cause a negative effect on
the performance and customer perception, therefore peer pressure serves as a valid ESG driving
factor. Differently than in other corporate life cycle stages, also the industry sector plays a relatively
meaningful role (0.044) in encouraging companies in the more “sensitive” industries to engage in
ESG practices.

From the ownership driver, key indicators relevant at this stage are bank financing (0.056) and
risk capital funds (0.046), with bank financing being the more important driver due to its ability to
enforce stronger ESG requirements. Additionally, companies are gaining access to growth capital,
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which can further support their sustainability efforts by boosting their financial resource
availability.

From the management perspective, supervisory board (0.048) and corporate governance
practices (0.042) are gaining relevance as ESG drivers. In particular, the board's role in overseeing
management and providing strategic guidance is increasingly being recognized as a critical
component of ESG performance. Furthermore, the board's ability to set the tone at the top and
ensure that ESG considerations are integrated into the company's operations and strategies is also
becoming increasingly important. Moreover, the board's oversight of executive compensation and
its role in ensuring that executive pay is aligned with ESG performance can be seen as an additional
lever by supervisory bodies of corporations to foster ESG adoption.

Finally, from organizational factors - important is competitive advantage vis-a-vis competitors
(0.037). The remaining factors show relatively low importance.

5.2.4.3. Maturity stage companies

The overall weights of the ESG factors and indicators in the maturity stage are summarized in
Table 5.9.

Table 5.9
AHP weights for maturity stage companies, created by the author.
. . . Total
Driver Weight Factor Weight . Rank
weight
Public 0.144 0.012 19
. Private 0.064 0.005 23
Ownership 0.081 .
Bank financing 0.442 0.036 10
Risk capital 0.350 0.028 11
Business model 0.195 0.011 20
L. Values 0.240 0.014 17
Organization 0.058
Employees 0.116 0.007 22
Competitive advantage 0.449 0.026 12
CEO 0.221 0.039 8
Diversity 0.086 0.015 16
Management 0.176 .
Supervisory board 0.416 0.073 4
CG 0.287 0.051 7
Size 0.311 0.025 14
Resource base 0.08 i .
Financial resources 0.689 0.055 6
Local media 0.105 0.008 21
Global media 0.047 0.003 24
Society 0.073 Associations 0.168 0.012 18
Customers 0.339 0.025 15

Reputation 0.341 0.025 13
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Certifications 0.195 0.084 3
Regulation 0.433 Green procurements 0.199 0.086 2
Disclosure requirements 0.605 0.262 1
Industry sector 0.380 0.037 9

Industry 0.098 . .
Competitor behavior 0.620 0.061 5
Total 0.999 - 7.01 1.00 -

In the maturity stage, the key driving factor for the ESG implementation as depicted in Figure
5.8 was determined to be regulation — ranked as meaningfully more important (0.433) than the
closest followers — management impact (0.176) and industry characteristics (0.098). The extent of
this driver’s dominance is found to be the highest in the maturity phase in line with the prediction.

The weakest effect on the mature companies’ decision to implement ESG practices were found
to be associated with society-related factors and media (0.076), resource availability (0.08), and
organizational characteristics (0.058).
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Figure 5.8. Overview of the key drivers at maturity stage, created by author.

In terms of the indicators encompassed in each of the drivers, the largest overall impact on
maturity-stage companies is driven by disclosure requirements imposed by the CSRD regulation
(0.262). Sustainability disclosure requirements have a high overall dominance among all 24 factors.
The effect is undoubtedly the largest of all of the life cycle stages as particularly these companies
already now fall under certain thresholds of ESG disclosure and will face even increased scrutiny
after the changes in the legislation are made. The regulatory aspects in terms of their driving force
are closely followed by green procurement initiatives relevant for companies engaged in B2B
business and sustainability-related certifications.

The management driver is the second highest-ranked driver (0.176) after regulation.
Particularly the supervisory board’s role (0.073) and established corporate governance practices
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(0.051) are ranked high. Remarkably, CEO’s power to drive corporate sustainability is ranked
relatively lower than in other stages, meaning that particularly the more formal management
structures and corporate governance mechanisms are more relevant for established, mature
companies. In the maturity stage, also the company’s board’s diversity is becoming slightly more
noted in comparison to other stages where it was found not to be a meaningful ESG driver
contrasting the evidence previously described in chapter 4.2.

All the remaining drivers are ranked as having a rather lower level of impact on ESG adoption.
From the ownership factors, the most important factors at this stage are bank financing (0.036) and
their requirements for ESG compliance, whereas risk capital is ranked slightly below (0.028) bank
financing. Nevertheless, the impact of these ownership factors is deemed lower than for growth
companies. Society driver factors, organizational attributes as well resource matters are ranked
relatively low.

5.3. Model of ESG drivers at different corporate life cycle stages

When comparing the key drivers across all three explored life cycle stages, there are certain
differences that can be noted ultimately confirming the hypothesis that there are different sets of
drivers that are relevant for ESG adoption motivation by the companies in various stages of their
corporate development. There are also several notable differences when assessing the empirical
results relative to the conceptual model. Figure 5.9. provides an overview of the key drivers across
the three life cycle stages.
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Figure 5.9. Overview of the key ESG drivers at each stage, created by the author.

Figure 5.10. additionally breaks down the single indicators forming the main drivers allowing
exploring the relative weight of each of the sub-components on the overall impact level.
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Figure 5.10. Overview of the key ESG driving factors at each stage. Created by the author.

From the internal driving factors, the most relevant one at all the stages is the company’s
management. The highest impact of the management is observed in the inception stage (0.276),
where the CEO plays a crucial role (0.173) in driving the sustainability agenda. In the subsequent
stages of development, management remains the most impactful internal driver of ESG
implementation exceeding the power of owners or external financiers such as banks and venture
capital funds. This result is in line with the conceptual model. The relevance of ownership factors
is especially prominent in the growth stage, as this is the typical stage of corporate development
where external financing is required to ensure growth. Contrary to the conceptual model, it is found
that ownership factors are approximately equally relevant for early and maturity stages, indicating
that the estimated impact of the public ownership and institutional investor demands is relatively
less significant in the maturity stage. In the maturity stage, also the company’s board’s diversity is
becoming slightly more noted (0.015), albeit still low, in comparison to other stages where it was
found not to be a meaningful ESG driver contrasting the evidence in the academic literature (Rao
& Tilt, 2016).

Similarly, contrary to the prediction, resource availability is recognized as the second strongest
factor driving ESG already in the introductory stage (0.232), however, it gradually loses its
relevance in the subsequent stages of corporate development (approx. 0.08) signaling that ESG
adoption is expected from more mature corporations despite the extent of resource availability.
Thus, as companies mature and have the capacity to invest more in corporate sustainability
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activities as also elaborated by the academic literature (Hong et al., 2012) resource availability as
a driver of ESG becomes less important.

Likewise, it is the case with organizational attributes. As expected in the conceptual model —

while values and business model specifics are seen as one of the strongest drivers in the
introductory stage (0.135), they gradually lose the relevance in the growth (0.094) and maturity
stage (0.058), where the company’s business model is established, and the everyday operational
complexity exceeds the internal value relevance. In addition, early stage companies can be seen as
having more opportunities to integrate ESG considerations into their business model as it is still in
the early stages of development, while a more mature company might find it more difficult to make
changes to its established operations. Contrary to the conceptual model, while the wish for
competitive advantage remains relevant at all stages, employee demand is not ranked among
significant drivers in the maturity stage.
With respect to external drivers, regulatory aspects are extremely relevant in the growth (0.337)
and maturity stages (0.433) as companies reach a certain size for which disclosure obligations
become mandatory. Its weight, compared to other external drivers, is significantly larger. For the
growth companies, a greatly important component is also the pressure exerted by business partners
and procurement processes (0.122) that require ESG-related disclosures. Regulatory drivers are
less pronounced during the inception stage (0.113) cycle compared to other stages (around 0.4), as
there are fewer regulatory compliance requirements for smaller and typically younger companies.
On the other hand, experts acknowledge that through certifications and green procurement
procedures, regulatory pressure can be a significant ESG driver also for young companies, even if
they are not subject to any disclosure regulations themselves. It means that increasing the relevance
of certain industry standards (i.e., Oekotex or GOTS certificate for textile producers, BIO, or fair-
trade certificate for organic food producers, etc.) also can be an important driver for implementing
sustainable business practices from the early days of corporate activities.

With respect to society, expected to be a relevant driver at all stages, as expressed by the
experts, it is currently a relatively non-relevant driver for ESG adoption — even though it can be
argued that particularly customers and reputational factors might play a role in corporate
sustainability tendencies, the experts do not rank it as too powerful.

Finally, industry-related factors are gaining relevance when advancing the stages of the
corporate life cycle. Competitors’ behavior is marked as one of the highest impact factors —ranking
directly after regulatory components for growth companies (0.079) and is important also at the
maturity stage (0.061). As growth companies are trying to find the best approach to establish a
significant and stable presence in the market, they also are heavily influenced by what competitors
in the same industry do. Similarly, it impacts the ESG components — if competitors are strongly
communicating their sustainability efforts, lagging behind can cause a negative effect on the
performance and customer perception, therefore peer pressure serves as a valid ESG driving factor.
As expected by the conceptual model, the impact at all three stages is relatively similar.
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Figure 5.11. provides an updated ESG driver model — based on the conceptual model
compiled as a result of the review of academic literature and adjusted based on the empirical
analysis centering on the specific Baltic market experts. It highlights the three elaborate corporate
life cycle stages and the corresponding ESG drivers and indicators deemed to be relevant for
companies in the specific stage of development. In order to include only the drivers and indicators
that are relevant, the average indicator weight was calculated for each of the life cycle stages and
only the indicators scoring above the average were included as relevant.
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Figure 5.11. Model of ESG drivers at different corporate life cycle stages. Developed by the author.

The key differences between the conceptual model in Figure 5.2. and the updated model based on the AHP process in Figure 5.11.
are visibly explained in Appendix 8.
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Finally, Figure 5.12. sorts the relevant ESG indicators based on their weights in order to provide
arelative grading of the importance of each of the indicators in each of the stages. From the results
it becomes visible that in each of the stages there is either one or two indicators that have achieved
a significant dominance and impact on the ESG — in inception stage being CEO’s impact and
financial resource availability, in growth stage compiling two regulatory aspects of disclosure
requirements and green procurement requirements, while for the maturity stage companies
significantly relying on the regulatory disclosure requirements. Particularly, the weight comparison
of each of the drivers allow for more precise policy recommendations and actions to be derived
from the proposed model to achieve a higher ESG adoption.
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The model can be used as a basis for understanding the key factors that can aid in implementing
ESG practices in corporations based on the specific stages of the corporate life cycle. The study
results indicate that factors motivating companies at different stages of the corporate life cycle to
implement sustainability measures are not identical.

Within the model, the seven proposed ESG drivers comprising 24 factors are evaluated for their
relevance at each of the life cycle stages. In each of the driver groups, there are factors with a
stronger impact on ESG adoption. The results confirm that understanding the relevant ESG
drivers for each of the life cycle stages can provide more optimal outcomes in terms of higher
overall corporate sustainability adoption in the economy. The conceptual model of ESG drivers at
different life cycle stages proposed by the author and the factors with substantial impact across
each of the stages can be a useful tool for the government representatives and public agencies
responsible for outlining ESG policies and regulations, financiers looking to increase the overall
ESG level in their portfolio companies as well as corporations seeking to understand the key
factors that can aid in implementing ESG practices in the company based on the specific stage of
development of the company.

Specifically, inception stage companies may be motivated by their management team,
particularly the CEO, and a wider availability of financial resources. In addition, competitors’
behavior, procurement-related regulatory requirements, and risk capital as investors at this stage
are also found to be important factors for the early enterprise stage. The most important ESG
drivers for the growth stage companies are regulatory factors, such as disclosure requirements, a
desire to obtain sustainability certifications, and pressure from procurement processes that require
ESG disclosures. Additionally, pressure from banks and the behavior of competitors may also serve
as significant peer pressure toward ESG adoption at the growth stage. Finally, the key driving
factors for the maturity stage companies are disclosure requirements, green procurement processes,
and certifications — all corresponding to the regulation. In addition, the supervisory board can have
a material impact at this stage supplemented by certain competitive pressure from the industry
peers.

These findings largely align with observations from academic literature and build on the
existing body of literature by providing a comprehensive view of ESG drivers at differing corporate
life cycle stages.

This chapter delivers insights that help address the final research question: "What are the
relevant drivers for ESG implementation in companies across different corporate life cycle stages?"
The analysis of the seven proposed ESG drivers, encompassing 24 factors, and their relevance at
each life cycle stage elucidates the factors that significantly impact ESG adoption. The findings
underscore the importance of recognizing the relevant ESG drivers for each life cycle stage, leading
to optimized outcomes for overall corporate sustainability adoption within the economy. This
comprehensive model, outlining ESG drivers across life cycle stages, serves as a useful tool for
stakeholders ranging from government bodies drafting ESG policies and regulations, financiers
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striving to enhance ESG levels in their portfolio companies, and corporations looking to understand
how to best implement ESG practices based on their specific stage of development. The results and
model provided complement existing academic literature and provide novel insights into the topical
area of corporate sustainability in the context of the Baltic region.
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Conclusions and Recommendations

Ethical and climate concerns as well as the evolution of ESG concept, its measurement and
related legislation progressively move the goal of corporations from short-term profitability
to more long-term value creation as explored in the analysis of the first research question.
The importance of ESG considerations is progressively being recognized also by investors,
who are increasingly seeking to incorporate ESG factors into their investment analysis and
decision-making.

Answering the second research question, it has been found that higher corporate
sustainability as measured by ESG factors contributes positively towards shareholder value.
Qualitative content analysis reveals that improved financial performance is the most
decisive single factor linking higher sustainability to higher shareholder value. Other
benefits of higher ESG companies, leading to higher long-term shareholder value, include
more qualitative and committed management, reduced uncertainty, and risk, as well as
improved capital attraction and allocation. Additionally, various nonfinancial intermediary
factors such as maintaining a good reputation and nurturing more positive relationships
with primary stakeholders such as employees, customers, and communities, increase
shareholders’ value via developing intangible asset value.

Factors linking higher corporate sustainability with higher shareholder value can be divided
into direct outcomes (financial performance and risk reduction) that impact the firm’s value
directly and indirect outcomes (transparency, stakeholder engagement, management, long-
term orientation, employees, reputation, capital management, operating capabilities, and
customers) that impact the value via the direct outcomes.

A wider adoption of ESG-compliant corporate strategies and operations by corporations in
the Baltic countries and the overall CEE region is crucially important as ESG can help to
improve economic performance by promoting good corporate governance, encouraging
sustainable investment, and mitigating environmental and social risks thus advancing the
overall development of the economy.

The study has made multiple conclusions about the ESG implementation level in the Baltic
region:

a. Exploration of the average ESG disclosure level across NASDAQ Baltic stock
exchange listed companies assessed via qualitative content analysis of the
sustainability reports show that the average ESG disclosure score was 47% in 2022
improving by 7 p.p. from 40% in the 2020 sample to sample. The highest
transparency level is achieved in the governance pillar (60%), followed by social
disclosures at the 48% level and the environmental pillar at 31%.

b. Survey data of 74 medium to large enterprises in Latvia indicate an average degree
of ESG factor implementation of 5.45 out of 10. Higher scores were documented
for stock-listed, foreign corporation-owned, and state-owned companies, as well as
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companies with gender-diverse management boards and supervisory boards in
place.

c. Content analysis performed on a sample of 122 mission statements of companies
operating in the CEE region indicates that sustainability and consumer-related
keywords dominate companies’ agendas. When examining the changes in the
mission statements over the last decade, the results reveal a stronger focus on society
and sustainable operations, while direct reference to shareholders and profit has
experienced the most dramatic decrease.

d. Survey analysis of Latvian SOEs shows that the self-assessed degree of
sustainability implementation is estimated at 6.1 out of 10. Swift changes in
regulation pressure companies to adopt ESG without sufficient understanding and
processes in place, as well as lead to missing out on important steps such as
stakeholder dialogue and materiality assessment.

e. Results of a Baltic-wide financier’s survey show that 81% of the respondents
already perform ESG evaluation to at least a limited extent before investing in or
lending to the companies. In addition, 73% of the surveyed companies believed that
ESG can be a value driver for their investments. The average weight of the
sustainability factor impact on the overall investing decision is found to be 0.39
being somewhat higher for banks (0.46) and asset management companies (0.41).

6. There are a number of obstacles to ESG implementation including a lack of standardization
in how ESG data is collected and reported, lack of awareness and understanding of the
concept among senior management and employees, and therefore also lack of commitment
towards sustainability implementation and resistance to change. An additional obstacle
negatively impacting ESG adoption is the lack of resources, including financial, human,
and technical resources leading also to slow adoption of sustainability disclosures by the
companies and investors.

7. An additional challenge highlighted by the performed study shows that CEE region
companies have extremely low external ESG rating coverage — companies of the 11 CEE
countries contributed to a total of only 4% of the total score count of the European sample.
The inclusion of Baltic corporations is insignificant. The lack of ESG rating availability is
an important obstacle that indicates a rather strong disadvantage to the sustainable
investments that could be flowing into these geographies. Independent t-test analysis
between the sample of companies having the ranking and a sample of unranked companies
was performed and confirmed that even when removing the potential market capitalization
effect, the unranked companies had lower trading volume than their ESG-ranked peers
highlighting significant liquidity risks.

8. The analysis of the academic literature as well as studies performed within the thesis
suggests as an answer to the third research question that the level of ESG implementation
is determined by the interaction between internal and external factors and that there are
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potential changes over time as companies progress through their life cycle. Overall, seven
drivers (ownership, organizational, resource, management, society, regulation, and
industry) consisting of 24 factors influence the development of ESG adoption. It is
hypothesized that different drivers are the most impactful ones in different stages of the
corporate life cycle.

9. The analytical hierarchy process was used to prioritize and rank ESG drivers by the experts
representing the largest Baltic banks, risk capital funds, associations, consultants, and
corporate sustainability subject matter experts.

10. The results of the AHP, explored within the review of the fourth research question, confirm
observations from the academic literature and the hypothesis that there are different ESG
drivers that motivate companies to implement corporate sustainability measures at various
corporate life cycle stages:

a. Inception stage companies can be highly motivated by their management team,
especially their CEO. An important pre-requisite is having sufficient financial
resources to adopt ESG-related activities.

b. Growth stage companies are driven by regulatory aspects — disclosure requirements,
wish for obtaining sustainability-related certifications, and pressure from
procurement processes that require ESG-related disclosures. The strongest
ownership-related indicator is pressure from banks, while competitor’s behavior can
also act as significant peer pressure towards ESG adoption.

c. The key drivers for the maturity stage similarly are regulatory driven — largely
dominated by the disclosure requirement. An important sustainability driver for
mature companies can also be their supervisory boards.

Taking into account the results of the multiple parts of the research, the author suggests the
following recommendations.

For the government representatives and public agencies responsible for outlining ESG policies
and regulations:

1. Use the model of the ESG drivers across the corporate life cycle as a guideline for ESG
promotion initiatives to find the relevant motivators and aspects addressing companies in
various development stages.

2. Consider the identified obstacles and barriers to ESG adoption when crafting policies and
regulations to support companies in overcoming these challenges.

3. Increase public awareness of the importance of ESG adoption through education and
outreach efforts aimed at companies and market participants.

For financiers (investors, banks, and asset managers active in the Baltic region):
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1. Utilize the findings of this study to gain a better comprehension of the current position of
ESG integration within Baltic businesses.

2. Consider incorporating the findings of this study into your investment strategies and
decision-making processes to better align your investments with ESG principles and
achieve better financial outcomes.

3. Apply the ESG drivers model across the corporate life cycle to identify the most appropriate
motivators and aspects that will resonate with businesses at different stages of development,
when promoting ESG initiatives.

4. Utilize the significant impact of the relevant players (i.e., risk capital funds in the early
start-up stage and banks in the growth stage) to foster ESG adoption in the portfolio
companies. Engage in constructive dialogue with Baltic businesses to provide guidance and
support on ESG integration and to encourage ESG-focused initiatives.

For corporations:

1. Conduct a thorough review of the study results to gain a comprehensive understanding of
the financial benefits of ESG adoption, including improved financial performance, risk
management, and enhanced reputation.

2. Recognize the importance of ESG disclosure and the potential consequences of limited
disclosure, such as lower ESG ratings, increased investor scrutiny, and difficulty in
attracting capital.

3. Implement the model of ESG drivers to develop a tailored ESG strategy that considers the
specific motivators and aspects that are most relevant to the company's current stage of
development.

4. Enhance ESG disclosure and transparency by reporting on ESG performance and initiatives
in a consistent and reliable manner, to increase stakeholder confidence and attract
investment.

5. Engage in ongoing communication with stakeholders, including investors, customers, and
employees, to keep them informed of ESG progress and initiatives, and to seek feedback
on ESG practices.
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Appendix 3 Investor survey - ESG in the Baltics

ESG stands for Environmental, Social, and Governance. Globally, investors are increasingly
applying these non-financial factors as part of their analysis process to better identify risks and
growth potentials.

This study aims to analyze ESG preferences and requirements of the financial investors and
banks operating in Lithuania, Latvia and Estonia. The survey is conducted within the frame of an
academic research, performed by PhD student Ilze Zumente and Dr. Jilija Bistrova from Riga
Technical university.

The results will only be analyzed on an aggregated and no-name basis.

1. Country of HQ:
e Estonia
e Latvia
e Lithuania

e Other:
2. Operation type:
e Bank

e Private equity fund
e Venture capital fund
e Early stage /seed fund/ accelerator
e Asset management company
e Other:
3. How many employees does your organization have?
4. Average investment ticket (mEUR):
5. Count of companies currently in the portfolio (or invested):

e Below 5
e 6tol5

e 16t024
e 25t040
e Over 40

6. Which financial investors / lenders in your opinion should consider ESG (E-
environmental, S-social, G-governance) factors before investing (may select more than
one):

e Banks

e Private equity funds

e Venture capital funds

e Early stage funds / accelerators
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e Mezzanine lenders

e Asset managers

e Other:

Do you perform ESG evaluation within the due diligence / company assessment process

prior to executing an investment?

® Yes, for all investments

e Yes, but in a limited scope and mostly for the companies or industries especially at
risk

e Not yet, but plan to do so in the future

e No, do not see any value

e No, do not have means / opportunities to do so

Do you see that high ESG performance can be a value driver for your investments?

e Yes, higher ESG performance can increase the value

e No, there is no significant difference

e No, higher sustainability means more costs and therefore decreased financial value

Which ESG factor is the most important for your portfolio companies?

e All equally important

e Environmental

e Social

e Governance

Do the companies usually have sufficient ESG data to provide in case required?

e Yes

¢ No, mostly E data missing

e No, mostly S data missing

e Other:

Do you foresee differing ESG approach for different types of your investment (e.g.

loan vs equity or short-term / long-term loan):

e Yes

e No

The Financial Accounting Standards Board defines materiality as: “information which

would be considered decision- relevant to an investor”. Have you discussed the

materiality domains of the ESG factors with your portfolio companies?

e Yes

e No

e Yes, partly (with some companies)

Does your institution publish a dedicated sustainability / ESG report?

e Yes

e No
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e No dedicated report, but publish information on web-page or other means
14. Do you see value added in portfolio companies publishing dedicated non-financial
reports / disclosing information on the web?

e Yes

e No

e It depends on the industry
e Other:

15. Do you see any obstacles in applying ESG data in your investment and management
decisions:
e Yes, not sufficient knowledge for us about the topic
e Yes, the majority of the companies we invest in are not aware of the importance of
non-financial aspects
e Yes, the data quality / sufficiency is lacking
e Yes, there is lack of focus on the material issues that really matter
e No, there are no obstacles
e Other:
16. Has the Covid-19 pandemic somehow changed your perception of the ESG importance:
e Yes, ESG factors and risks now seem more important
e Yes, ESG factors and risks seem less important as there are more crucial aspects to
concentrate on now
e Partially — more focus on S factor
e No, no changes
17. In case you perform ESG evaluation, what was the main driver and motivation of this
choice?
e Client's requirement
e Attempt to lower the risk
e Higher expected returns
e Regulatory requirements
e Global tendencies
e Other:
18. Approximately, what weight does the ESG factors carry in the overall evaluation
assessment process?
19. Do you foresee varying ESG approaches to companies from different industries?
20. What kind of ESG data have you used for your analysis?
e In-house research
e Bloomberg
e RepRisk
e Refinitiv
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e Sustainalytics
e Other:
21. Do you have any remarks / comments to add?
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Appendix 4 SOE survey — Non-financial Reporting

2021. gada 8. decembrl stajas speka grozijumi Publiskas personas kapitala dalu un
kapitalsabiedribu parvaldibas likuma, kas noteica, ka lielam valsts kapitalsabiedribam jagatavo
Nefinan$u pazinojums. Nefinans$u pazinojums jeb ilgtsp&jas parskats ietver informaciju par
kapitalsabiedribas attistibu un darbibas rezultatiem, ka art par tas komercdarbibas ietekmi uz vidi,
socialajiem un ar darbiniekiem saistitajiem aspektiem, cilvektiesibu ieveéroSanu un pretkorupcijas
un kukulo$anas novérsanas pasakumiem.

Starptautiskos avotos §1s jomas kopa atzimé ka Environmental, Social, and Governance (ESG)
jeb vide, sociali aspekti un korporativa parvaldiba.

S1aptauja tiek veikta akadémiska p&tfjuma ietvaros. To veic PhD studente Ilze Zumente un Dr.
Julija Bistrova no Rigas Tehniskas universitates.

Rezultati tiks apkopoti un analizgti anonimizgeti.

Liels paldies jau ieprieks!

Apgrozijums (pedgja finansu gada):
Industrija, kura uznémums strada:
Darbinieku skaits:

A

Vai Jiisu uznémums ir sagatavojis un publicgjis Nefinansu pazinojumu?
e Ja
o Ne
e Ir sagatavots, bet nav publiski pieejams
e Cits:
5. Kas ir bijis galvenais motivators Nefinansu (ilgtsp&jas) zinojuma ievieSanai?
e Likuma prasibas
¢ Globalas tendences
e Valdes iniciativa
e Klientu prasibas
e Other:
6. Kura gada uznémums pirmo reizi publicgjis / publicés Nefinansu pazinojumu?
7. Vaiuznémums ir veicis Batisko ilgtsp&jas jomu novertejumu (Materiality assessment)?
8. Vaiuzpeémums ir veicis lesaistito pusu dialogu, lai noteiktu kuras ilgtsp&jas jomas buitu
biitiskas Jiisu iesaistitajam pusém (Stakeholder dialogue)?
9. Vai uznémuma ir noteikta atbildiba par ilgtspgjas jautajumiem (piem. konkrétiem
darbiniekiem vai valdes locekliem)?
10. Vai uzpe@muma valde aktivi iesaistas ilgtsp€jas aspektu vadiba?
11. Ar kadiem izaicinajumiem Jiisu uznémums ir saskaries, gatavojot Ilgtsp&jas / Nefinansu
pazinojumu?

e Neskaidriba par pazinojuma jéga
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¢ Griitibas ar datu iegliSanu / mérjjumu

e Nepietickams uznémuma vadibas fokuss
e Nesistematiska pieeja

e Other:

12. Ludzu 1si aprakstiet 2021.gada NefinanSu pazinojuma sagatavosSanas pieeju - cik
strukturéta ta bijusi, kas uznémies ta gatavoSanu, kadi izaicinajumi bijusi, kadas
macibas giitas, merki izvirziti?

13.Ka Jas verteto uznémuma vid€jo sapratni un zinaSanas par ilgtsp&jas (ESG)
jautajumiem?

14. Vai uzpémums ir izvirzijis konkrétus ilgtsp&jas (ESG) mérkus 2022.gadam?

15. Vai Jums ir vl kads komentars, ko biitu vélams nemt véra petijjuma?
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Appendix 5 Questionnaire of Latvian Corporations

Ilgtspéja (ESG) Latvijas uznémumos

ESG (apzimgjot vides, socialos un ar korporativo parvaldibu saistitos faktorus) ir viena no $1 briza

tendencém uznémumu darbiba. Visa pasaulé uznémumi meédz nemt vera Sos nefinansu faktorus, lai tiektos

uznémuma darbibu virzit ilgtsp&jas virziena.

S1 pétljuma mérkis ir novertét ESG faktoru ievieSanas pakapi un ar to saistitos izaicinajumus

uznémumiem, kas darbojas Latvija. Aptauja tiek veikta akadémiska pétijuma ietvaros, ko veic doktorante

I1ze Zumente un doktore Jilija Bistrova no Rigas Tehniskas universitates. Rezultati tiks analizeti tikai

apkopota un anonimiz&ta forma.

Gadijuma, ja velaties sanemt p&tfjuma rezultatus, ligums atstat e-pasta adresi pie peéd&ja jautajuma.

Paldies par atsaucibu!

M.

=

Uzpémuma dibinasanas gads:
Industrija, kura uzng@mums darbojas:
Darbinieku skaits:
Uzp&muma apgrozijums (mEUR) p&dgja finansu gada:
Kada ir uznémuma Tpasnieku struktiira?
e Vietgjas privatpersonas
e Arzemju privatpersonas
e Gimenes uznémums
e Starptautiska uznémuma atzars / filiale Latvija
e Birza kotéts uznémums
e Valsts kapitalsabiedriba
e Uznp@mums ar riska kapitala fonda ieguldijumu
e Other:
SievieSu proporcija uznémuma valde (%)
Sieviesu proporcija uznémuma padome (%)
Ja uznemumam ir padome, vai ta ir neatkariga (% no padomes locekliem, kam nepieder
uznémuma kapitaldalas)?

e 0%

o 1-25%

o 26%-50%
o >50%

e Nav padomes

Vai uzpémuma vadiba ir lietas kursa par ESG konceptu ka tadu?
e Ja
e Né

o Neesmu dross/-a

10. Cik labi ieviesti ESG faktori ir uznémuma darbiba? (1 — 10)
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11. Kurus no Siem ESG faktoriem Jiisu uzp€mums méra, tiem seko un/vai atklaj par tiem
informaciju? (Ir ieviesta formala politika / Sekojam $im faktoram (to méram)
/Atklajam informaciju par $o faktoru):

e CO2 emisijas

e Udens un energoresursu patérins
e Iepakojums un izejmateriali

e Piegades k&des ietekme uz vidi

e Darbinieku dazadiba

e Samaksas vienlidziba abiem dzimumiem
e Atkritumu parstrade

e Darbinieku veseliba un droSiba

e Darbinieku apmierinatiba

e Ziedojumi

e Datu drosSiba

e Vadibas atalgojuma atklasana

e Korporativas parvaldibas principi

12. Vai uznémums ir veicis ESG faktoru materialitates / ietekmes izvert&jumu, lai noteiktu uz
kuriem ESG faktoriem koncentréties?

13. Vai uzpémums ir veicis iesaistito pusu (stakeholders) dialogu, lai saprastu, kuri no ESG
faktoriem ir svarigi iesaistTtajam pusém (Ipasniekiem, darbiniekiem, finansétajiem,
vietéjam kopienam)?

14. Kada ir bijusi galvena motivacija ESG ievieSanai uznémuma?

e TIpasnieku prasiba

e Valdes iniciativa

e Globalas tendences

e Risku mazinasana un parvaldiba

e Klientu prasibas

e Augstaka kapitala atdeve ilgtermina
e Regulatoru prasiba

e Finansétaju prasiba

15. Vai ESG téma ir uznémuma vadibas tie$a parraudziba?

16. Vai Jisu uznémums atklaj ne-finansu (ESG) informaciju?

e Ja, tiek sagatavots parskats péc starptautiskiem standartiem (GRI, SDG, u.tmldz.)
e Ja, informacija tiek atklati neformali (majas lapa, sadala gada parskata, u.tmldz.)
e Né

17. Kade] Jasu uzneémums veic ESG informacijas atklasanu?
o Ipasnieki to pieprasa
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Globalas tendences (citi uznémumi to dara)
Uznémuma klienti to pieprasa

Finansétaji (bankas, investori) to pieprasa
Uznémuma vadiba ta velas

M@s nezinojam par saviem ESG rezultatiem
Cits

18. Vai Jasu uznémums ir saskaries ar kadam gratibam ESG principu ievieSanai?

Nepietickamas zinaSanas / izpratne

Griitibas aplest / mertt raditajus (piem. CO2 emisijas)

ESG faktoru ievieSana prasa ievérojamus finanSu resursus
Nav pietickamas vElmes / motivacijas sekot ESG principiem
Griitibas ar informacijas atklasanu

Cits

19. Kadas ir aptuvenas investicijas (% no apgrozijuma), ko Jiisu uzneémums pagajusa finansu
gada ieguldijis ilgtsp€jas uzlabosana?
20. Cik nozimigu lomu ilgtsp&ja (ESG) ienem Jusu uznémuma dienas kartiba paslaik? (1-10)
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Appendix 6 AHP survey

ESG drivers in Baltic early-stage companies [separate surveys were created for experts of all
three different life cycle stages].

Dear participant,

Corporate sustainability as measured via ESG (Environmental, Social, and Governance) is
gaining increased relevance across corporations globally, and also in the Baltic states. Therefore,
the author of this study is conducting research of experts to understand the key drivers behind ESG
implementation across field experts.

Purpose: This study, performed within the scope of PhD thesis of [lze Zumente (PhD candidate
at Riga Technical university) is aimed at evaluating and weighting different ESG drivers across
specific company life cycle stage. The purpose of this study is to evaluate the impact of different
drivers fostering wider ESG adoption across start-up companies in the Baltic region.

Use of Information: The information and findings obtained will be used for completing the
requirements for the degree of PhD thesis. In addition, they may be used in seminars, conference
presentations and research publications.

Confidentiality: The data will be only used on an aggregated basis, nevertheless, it is kindly
asked to identify the name and represented institution, to ensure that the results are obtained from
subject matter relevant experts. It will take approximately 10 minutes to complete the
questionnaire.

Definitions: start-up / inception life cycle stage for corporations is defined to occur shortly after
their inception, having primitive internal organization structures and limited length of experience
in the market.

Thank you very much for your time and support. Please start with the survey now by clicking
on the Continue button below.

Full name
Represented institution
Years of professional experience

bl o e

Years of experience with corporate sustainability (ESG) topics.
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Based on research, academic literature and business studies I have compiled a list of key drivers
and influencing factors likely to positively impact ESG adoption, implementation and disclosure
among corporations. The key drivers and factors are summarized in this table.

‘What drives ESG implementation in the Baltic companies?

Driver Factor Definition
Ownership type Private owners Owner's request to adhere to certain ESG standards for privately-held companies
Public owners Owner's request to adhere to certain ESG standards (ie. state-owned companies, listed companies, international groups etc.)
Barnk financing Pressure from external financing providers (commercial banks) to implement ESG
Risk capital Pressure from PE/VC funds as partial sharcholders to implement ESG
Organizational factors Business model Intrinsic wish to adopt ESG due to business model's sustainability aspects (Le. circular, impact. etc.)
Values and purpose Intrinsic wish to adopt ESG due to purpose and vales of the company
Employee demand Request by emplovees to engage in ESG activities
Competitive advantage _ Intrinsic wish to adopt ESG to achieve competitive advantage vis-a-vis its competitors
Management CEO Strong CEO request to implement ESG
Diversity A high degree of diversity across company's executives as a driving force for sustainability behavior
Supervisory board Request from supervisory board to implement ESG
CG Existant corporate governarn hanisms that favour ESG adoption
Resource base Size Higher company's visibility in public due to size
Financial resources Sufficient financial ibilities to implement ESG compliant practices
Society Local media Pressure from local media
Global media Pressure from global media
Associations Encouragement from local and mternational associations
Customers Requests from customers to see ESG compliant behavior / transparency
Reputation Company's wish to improve reputation by engaging in ESG activities
Regulation Certifications Company's wish to obtain any external certifications that require ESG compliance
Disclosure requirements  Regulatory pressure for mandatory ESG disclosures (currently applicable only to large companies, from 2026 also to SMEs)
Green procurement Pressure from procurement processes that require ESG related disclosures
Industry Industry sector Sector representation that is prone to ESG contraversies

Competitor behavior Pressure from competitors to match their ESG activities

I would now kindly ask you to exercise your professional judgement and expertise by comparing
the factors in pairs and estimating their relative importance for ESG implementation across
companies in the start-up phase of life-cycle.

Example:

Given Options A & B, you can judge their relative importance as shown below example: if you
think the driver ‘Ownership type’ in column A is moderately more important than the driver
‘Organizational factors’ in column B, then you slide the lever to 5 on the left-hand side.

pe o Organiz

If you believe that the driver ‘Ownership type’ in column A is equally important as the driver ‘Organizational factors’ in column B,
then you slide the lever to 1in the middle.

Ownership type
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Which of these drivers is more important for ESG implementation in Baltic start-up companies and by how much? (7)

9 ferrams Tiatrong 5 [moderste 3 stignt Tequat 3 g $ [mocerate Tlarong Sfexrema
impomznce]  mporancel imporance]  mpenisnce]  imporiancel  imporancel  mporiance]l  impenance]l  imponance]
o] ip type o Organizatienal factors
Ownership type - Management
Ownership type Resource base
Ownership type & Society
o] type Regulation
Ownership type & Industry
(o] i factors
Organizational factors & Resource base
8] izati factors o Society
Organizational factors _ Regulation
9 forrams Tlairong § [mocerate 3 stiht Tfequat 3 ftigm § [mocerate Tlstrong 9fexrema
imponancel  imporiancel  imprancel  mpenance]  mporiancel  mporunce]  mperuance]l  impemance]l  porancel
0 1onal factors Industry
i Resource base
& Society
_ Regulation
Industry
Resource base & Society
Resource base Regulation
Resource base & Industry
Society Regulation
Society & Industry
9 fextrems 7 lstrong. 5 [moderate 3 [slight Tlequal 3 slight 5 [moderate 7 lstrong 9 [extreme
imponance]  imporance]  imponance]  importance]  mportancs]  mporancsl  impomance]  impertance] imporiance]
Industry

* Organizational factors: Which of these factors is more important for ESG implementation in Baltic start-up companies and by how much?

9letreme  Tlstrong Simoderate 3 Lslight Tlequal 3slight 5 [moderste Thtong  9lextreme
importancel  importance] importance] importance] impartance] impontance] impartance] importance]  importance]
Business model Values and purpose
Business model 9 Employee demand
Business model Competitive advantage
Values and purpose W Employee demand

Values and purpose

Employee demand

Competitive advantage

Competitive advantage
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* Ownership factors: Which of these factors is more important for ESG implementation in Baltic start-up companies and by how much?

lenreme  7lstrong 5 [moderate 3bslight Tlequal 3stigh 5 [moderaie Tlong  9lextreme

imporiance]  importance] importance] importance] impariance] imporiance]  importance] inporance]  importance]
Private owners w, Public owners
Private owners Bank financing
Private owners ) Risk capital
Public owners 9 Bank financing
Public owners & Risk capital
Bank financing Risk capital

* Management factors: Which of these factors is more important for ESG implementation in Baltic start-up companies and by how much?

9 lextreme Tlstreng 5 [modsrate 3fstignt Tequat 3stight SImagerate lstrong 9 [exerame
importance]  importance] importance] importance] imporiance] importance] importancel imporience]  impertance]
CEQ L Diversity
CEO Supervisory board
CEQ L Corporate governance practices
Diversity Supervisory board
Diversity o Corporate governance practices
Supervisory board Corporate governance practices

* Society: Which of these factors is more important for ESG implementation in Baltic start-up companies and by how much?

Ofemrame T fsvorg 5fmoderate Ipetgnt Tlequal Ignt 5 modarate Tiaong  Ofserame
importance]  importance] importanse] imponance] impartance imponance] importance mpoance]  impartance]
Local media Global media
&

Local media Associations
Local media ; Customers
</

Local media Reputation
Global media o Associations

Global media Customers
Global media W, Reputation
Associations Customers
Associations Reputation
&
Customers Reputation

* Regulation: Which of these factors is more important for ESG implementation in Baltic start-up companies and by how much?

Ofowreme 7 [avong 5 [mederate Isighe lequal Ipige 5 [macarate Tlawong  Ofewreme
importance]  importance] imporancel  impertance] importanss] imporance] imporance] imporiance]  imporiance]
Certifications @ Disclosure
Certifications 9 ‘Green procurement
Disclosure » Green procurement

* Resource base: Which of these factors is more important for ESG implementation in Baltic start-up companies and by how much?

Ylereme  Tlsrong 5 [moderate Istight Tlequal 3slight 5 [mogerate Tlong  Olextreme
importance]  importance] imporiance] importance] imporiance] imponance] importance] importance]  importance]
Company size Financial resources
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* Industry: Which of these factors is more important for ESG implementation in Baltic start-up companies and by how much?

9 [extreme. 7 lswrong. 5 [moderate 3 [stight Tlequal 3stight Slmaderate Tlstrong 9 [extreme.

importancel  importancel importancel importance] importance importance] impartancel importancel  importance]

Industry sector . Competitors behavior

Do you think that any drivers or factors were not represented in the overview above?

b @

No, seemed like Something was
all were in missing
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Appendix 7 AHP Project structure

Project Structure

Show project structure
ey

2 (6) hierarchy level(s), 24 (100) hierarchy leafs, 8 (50) hierarchy node(s), 391 (6000) hierarchy characters.

Decision Hierarchy

Leved 1 Level 2

Ownership

Organizationa

Management

Resource
financials

loca

globa

Saciety || associations

customers

reputation

certification

Regulation (| procurement

ndustry
COMmpetitors
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Appendix 8 ESG driver life cycle model — conceptual versus tested

Note: Green color and bold — additions to the conceptual model. Red and strikethrough — exclusions from the conceptual model.
Black — confirmed drivers in the conceptual model.

Revenue

. Business risk

Inception ’ 1 ‘ Growth ] I Maturity Time

()=
Private-ane-risk capital Bank financing and risk capital ufie; banicfi & cingrand-fisk
P Business-medel-valdes; competitive
Management CEO, supervisory board Governance, supervisory board, Governa_nce, diversity,
CEO supervisory board
’ Size, financial resources H Size; financial resources ’ ‘ Size-financial resources ‘

Society Repiration—eustomers ‘ SIS Z
reputation;-eustormers

Green procurement, disclosure ’ ‘ Disclosure requirements, green

i,

Key ESG drivers and indicators

Regulation k . o
recuirements, certifications procurement, certifications

Industry Sector, competitors ’ ’ Secter—competitors ]
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