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Abstract. The Environmental, Social, and Governance (ESG) rating framework
serves as a crucial tool for assessing a corporation’s commitment to sustainable
development. It encourages organizations to incorporate environmental, social,
and governance considerations into their operations, thereby advancing respon-
sible and sustainable growth strategies. ESG ratings have gained prominence as
key indicators in evaluating corporate performance within the global investment
arena, particularly amid the heightened global focus on sustainable development
and corporate social responsibility. This study employs the ESG rating data of
Huazheng Securities to systematically analyze the impact of ESG performance
on financial outcomes, utilizing a dataset comprising non-financial enterprises
listed on the Shanghai, Shenzhen, and Beijing A-share markets from 2012 to
2022. Furthermore, the research investigates the moderating effects of corporate
age and green innovation on this relationship. Findings indicate a positive corre-
lation between elevated ESG scores and improved financial performance. Addi-
tionally, the analysis reveals that the relative youth of an enterprise positively
moderates the ESG-performance nexus, whereas green innovation exhibits a neg-
ative moderating influence. This research offers insightful guidance for develop-
ing countries striving to foster sustainable economic growth and enhance the
global competitiveness of their enterprises.

Keywords: ESG Rating, Corporate Financial Performance, Green Innovation,
Moderating Effect.

1 Introduction

In recent years, the persistent advancement of the global economy has exacerbated the
issues of environmental pollution and climate change. The challenge of reconciling
economic development with environmental protection has become a central theme in
corporate objectives and public expectations [1]. This is particularly pertinent in the
Asian context, where rapid industrialization and a dense population present formidable
sustainable development challenge [2]. As Asia’s largest economy and the world’s sec-
ond-largest, China possesses the most extensive market and a multifaceted industrial
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system (Ibid). Consequently, achieving a balance between economic progression and
ecological preservation has garnered significant global attention. Analyzing the sus-
tainable development initiatives of Chinese enterprises in this milieu is, therefore, of
considerable significance. The concept of ESG (Environmental, Social, and Govern-
ance) offers a comprehensive framework to evaluate corporate performance concerning
sustainable development [3]. As ESG considerations gain prominence in China, a grow-
ing number of enterprises are increasingly prioritizing environmental stewardship, so-
cial responsibility, and improved governance alongside economic growth (Ibid). Given
the escalating importance of ESG factors among global investors, investigating how
ESG performance influences corporate financial outcomes is becoming ever more crit-
ical. Insights into this dynamic can aid policymakers and corporate leaders in advancing
sustainable development strategies.

Currently, research concerning the interplay between ESG and corporate financial
performance predominantly focuses on developed nations. However, studies address-
ing this relationship in developing contexts, particularly China, remain limited. This
lacuna underscores the necessity for in-depth exploration, especially regarding how
various corporate characteristics modulate this relationship. The study aims to address
this gap by empirically examining the influence of ESG performance on the financial
outcomes of non-financial A-share companies listed in Shanghai, Shenzhen, and Bei-
jing, utilizing Huazheng ESG ratings. Furthermore, this research reveals that variables
such as corporate youthfulness and innovation differently mediate this relationship. No-
tably, younger firms exhibit a markedly positive correlation between ESG performance
and financial outcomes, potentially attributable to their heightened flexibility and
adaptability. This finding challenges the prevalent assumption that age and maturation
inherently enhance performance. Simultaneously, an increase in green innovation ap-
pears to attenuate the positive correlation between ESG and financial performance,
challenging the traditional notion that innovation invariably enhances corporate finan-
cial outcomes [4]. This provides a nuanced perspective on the complexity of green in-
novation and the potential short-term financial pressures it might entail. These findings
not only contribute to the theoretical discourse on ESG and corporate performance but
also offer valuable insights for policymakers and businesses, facilitating sustainable
economic growth in China and bolstering the global competitiveness of its enterprises.

2 Theoretical Foundation and Research Hypotheses

2.1  The Relationship between Corporate ESG Performance and
Financial Performance

The Stakeholder Theory posits the interdependence between organizations and their
stakeholders, providing a theoretical foundation for understanding how ESG perfor-
mance influences corporate financial performance [5]. High ESG performance levels
often indicate that companies are more responsible and transparent in managing stake-
holder relationships. This responsible attitude not only enhances the company’s repu-
tation but also strengthens the trust among customers, employees, and investors,
thereby fostering improved financial performance (Ibid). Ma et al. (2023) have
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demonstrated that companies prioritizing sustainable development are more likely to
attract ESG-conscious investors, thereby enhancing shareholder value [6]. Similarly,
Hastwell (2023) suggests that positive ESG practices can boost employee morale and
productivity, as employees are more inclined to work for organizations upholding so-
cial responsibility and ethical standards [7]. Furthermore, by aligning with customer
and societal expectations, companies can mitigate operational risks, reduce the likeli-
hood of legal litigation and regulatory penalties, and consequently enhance their finan-
cial performance [8].

Thus, the paper proposes Hypothesis 1: Higher ESG rating performance scores are
positively associated with better financial performance.

2.2 The Role of Corporate Youthfulness in the ESG-Performance
Relationship

Drawing from the theory of Information Asymmetry, younger enterprises may face re-
source and informational disparities when compared to well-established brands [9].
This information gap may disadvantage young firms in competitive landscapes. To en-
sure survival and sustainable development, and to strengthen interactions with the ex-
ternal environment to garner more resources, young companies might need to invest
more effort in improving their ESG ratings to demonstrate development prospects and
attract green investment. Therefore, the ESG-performance relationship is likely to be
more pronounced in younger companies.

Hence, the paper proposes Hypothesis 2: The positive correlation between ESG rat-
ing performance and financial performance is stronger for younger companies.

2.3 The Role of Green Innovation in the ESG-Performance
Relationship

The impact of corporate green innovation investment on the ESG-financial perfor-
mance relationship can be comprehensively understood through the integration of Sus-
tainable Development Theory and Stakeholder Theory. The Sustainable Development
Theory emphasizes that enterprises should balance environmental protection and social
responsibility alongside economic growth to achieve sustainable business models in the
long term [10]. This requires a focus on developing green technologies and environ-
mentally friendly products, which can undoubtedly enhance ESG ratings. Concurrently,
Stakeholder Theory suggests that a company's long-term value is rooted in active and
responsible interactions with diverse stakeholders. Innovation, particularly green inno-
vation, is a pivotal mechanism to meet stakeholder expectations. Through innovation,
companies not only improve environmental performance but also satisfy consumer de-
mands for sustainable products, thereby increasing sales revenue and enhancing finan-
cial performance. The synthesis of these theories provides a comprehensive framework,
suggesting that green innovation not only improves ESG ratings but also augments fi-
nancial performance by creating stakeholder value and trust.
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Based on this, the research proposes Hypothesis 3: The positive correlation between
ESG rating performance and financial performance is stronger for companies with
greater investment in green innovation.

3 Empirical Analysis

3.1 Sample Selection and Data Sources

This study utilizes annual data from A-share listed companies in Shanghai, Shenzhen,
and Beijing over the period from 2012 to 2022. The data is primarily sourced from the
Oriental Wealth Choice financial database and the China Research Data Service Plat-
form (CNRDS). The industry classification adheres to the 2012 industry classification
standards set by the China Securities Regulatory Commission. To enhance the reliabil-
ity of the research findings, the initial sample is refined through the following criteria:
(1) elimination of samples with missing variable data; (2) exclusion of financial listed
companies; and (3) removal of abnormal enterprise samples designated as ST and *ST
during the sample period. Post-processing, a total of 24,249 enterprise data entries re-
main for analysis.

3.2 Variable Definition and Measurement

3.2.1 Dependent Variable - Corporate Financial Performance (ROA)

Corporate financial performance, serving as the dependent variable, indicates the
profitability of the sample companies for the respective year. The return on assets
(ROA) is widely utilized in academia to measure corporate performance [11]. Hence,
this study employs ROA as an indicator of corporate financial performance, computed
as the ratio of net profit after tax to total assets. A higher ROA value signifies greater
profitability for the company in the given year.

3.2.2 Explanatory Variable - ESG Rating Score (ESG)

The ESG rating scores of Chinese listed companies are evaluated using the
Huazheng ESG rating system. The Huazheng ESG team comprises distinguished pro-
fessionals from regulatory bodies, financial institutions, and the sustainable develop-
ment sector, possessing extensive expertise in corporate ESG rating and consulting
[12]. This team provides professional ESG rating services, with data regularly refreshed
and updated in real-time, ensuring a timely reflection of a company’s most recent ESG
performance. The Huazheng ESG Rating categorizes corporate ESG performance into
nine levels: C, CC, CCC, B, BB, BBB, A, AA, and AAA, with scores ascending from
C to AAA, where C represents the poorest performance and AAA represents the best.
This study assigns scores ranging from 1 to 9 to these levels in sequential order.

3.2.3 Moderating Variables
(1) Yong_firm: This variable assigns a value of 1 to companies that fall below the
first quartile of their age distribution, and 0 to all other companies. (2) GP: GP
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represents the number of green patents obtained by a company within the year, indicat-
ing its level of green innovation. Patent data, being both publicly accessible and readily
quantifiable, enables researchers and businesses to effectively assess the green innova-
tion performance of various companies or countries [13]. Unlike the ambiguous notions
of innovation, the count of patents offers a precise and measurable indicator.

3.2.4 Control Variables

Additionally, previous empirical studies on corporate investment behavior informed
the inclusion of control variables to account for factors potentially influencing corpo-
rate investment behavior. These include corporate size (Size), measured as the loga-
rithm of total assets; growth rate of operating profit (Gop), calculated as the ratio of the
current year’s increase in operating profit to that of the previous year; asset-liability
ratio (Lev), defined as the ratio of total liabilities to total assets; ratio of independent
directors (IBM), calculated as the number of independent directors divided by the total
number of directors on the board; ownership nature (State_code), where state-owned
enterprises are assigned a value of 1, and all other enterprises a value of 0, based on the
2012 industry classification standards of the China Securities Regulatory Commission;
and executive compensation (Sala), expressed as the logarithm of the total compensa-
tion of the top three executives.

3.3  Empirical Model

In line with the research hypotheses outlined earlier, a multiple regression model has
been developed to examine the influence of ESG rating scores on corporate financial
performance. The regression equations are formulated as follows.

Hypotheses 1-3 are associated with Equations 1-3, respectively.

ROA;; = ay + a1 ESG; 4 + a,Size; 1 + azlev; ;1 + a,Sala; 1 + asGop; 4 +
agGreen;,_1 + a;Type_code;,_, + aglBM;, 1 + agYoung_firm;, 1 + &, (1)

ROA;; = By + B1ESG; ;1 + Bo(Young_firm;,_,  ESG;;_4) +
BsYoung_firm;,_, + vy, * Controls; ;1 + &, 2)

ROA;; = po + ESGp 4 + #Z(Gpi,t—1 * ESGi,t—l) + 3Gl + v, *
Controls;,_4 + & 3)

4 Research Results and Analysis

4.1 Descriptive Statistics

The descriptive statistical analysis was conducted on the fundamental characteristics of
each variable. The results are presented in Table 1, which reveal the following findings:
(1) The mean and standard deviation of ROA, an indicator of corporate financial per-
formance, are 0.0358 and 0.0671, respectively. This suggests considerable variability
in profitability among the sample companies. (2) The mean of ESG is 4.1154, with a
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standard deviation of 1.1110, indicating that the ESG ratings of publicly listed compa-
nies in China predominantly fall between grades C and B, with an absence of excep-
tionally high-performing companies. (3) The distribution of the remaining variables
falls within an acceptable range.

Table 1. Descriptive statistics

Count Mean Std Min Median Max

ESG 24249 4.1154 1.1110 1.0000 4.0000 6.0000
ROA 24249 0.0358 0.0671 -0.2496 0.0355 0.2209
Size 24249 22.2935 1.2711 20.0206 22.1092 26.2455
Lev 24249 0.4211 0.1986 0.0602 0.4129 0.8712
Sala 24249 14.4977 0.6978 12.8266 14.4661 16.5037
Gop 24249 -0.0873 3.2748 -20.4913 0.1151 11.5694
Type_code 24249 0.2864 0.4521 0.0000 0.0000 1.0000
Green 24249 0.8705 2.9049 0.0000 0.0000 21.0000
IBM 24249 0.3756 0.0539 0.3000 0.3571 0.5714
Young firm 24249 0.2467 0.4311 0.0000 0.0000 1.0000

4.2  Correlation Analysis

To preliminarily assess the presence of a significant correlation between the variables,
a correlation analysis was performed. The correlation coefficient between ESG and
ROA is 0.1891, suggesting that ESG rating scores have a positive effect on corporate
financial performance, which aligns with the proposed Hypothesis 1. The following
Table 2 provides the Variance Inflation Factor (VIF) values for each independent vari-
able. Specifically, all variables exhibit VIFs below 10, indicating the absence of signif-
icant multicollinearity. Therefore, all variables are retained for further analysis.

Table 2. Statistics of variable Variance Inflation Factor

Feature VIF
1 ESG 1.1100
2 Size 1.8637
3 Lev 1.4730
4 Sala 1.2965
5 Gop 1.0198
6 Type_code 1.0931
7 Green 1.0483
8 IBM 1.0111
9 Young firm 1.0456

4.3  Panel Regression Results

In accordance with the research hypothesis articulated above, Tables 3 and 4 present
the principal findings from the multiple regression analysis.
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The results pertaining to the relationship between ESG rating scores and corporate
financial performance reveal that, as shown in column (a), the coefficient of ESG is
both positive and significant at the 1% significance level. This finding suggests that
ESG ratings can foster enhancements in corporate financial performance. Specifically,
superior ESG ratings correlate with increased sustainability, aligning with stakeholder
and societal expectations, enhancing corporate core competitiveness, and ultimately ad-
vancing corporate financial performance. From an economic standpoint, a regression
coefficient of 0.0121 signifies that for each additional unit in ESG rating, a company’s
ROA will increase by 0.0121 units. Furthermore, an increment in the quality of ESG
information disclosure by one standard deviation is associated with an approximate
37.55% improvement in the company’s financial performance. Column (b) demon-
strates that, even after the inclusion of control variables, ESG retains its positive coef-
ficient and remains significant at the 1% significance level, thereby substantiating the
validity of the Hypothesis 1.

Table 3. Benchmark model regression results

Full sample
(a) (b)
0.0121 %% 0.0087%***
ESG (0.0006) (0.0005)
Size 0.0020%**
= (0.0007)
I -0.0860°%**
ev (0.0039)
Sal 0.0147%%*%*
aa (0.0010)
Go 0.0032%**
P (0.0002)
Green -0.0003
(0.0002)
-0.0032%*
Type code (0.0014)
-0.0203*
IBM (0.0115)
0.0031%**
Young firm (0.0013)
year Yes Yes
Industry Yes Yes
F 57.009 133.49
R-squared 0.0598 0.1618
N 24249 24249

Note: The data in the table are the regression coefficients of the variables, ***, ** and * indicate that they
are significant at the 1 per cent, 5 per cent and 10 per cent level of significance, respectively.

In Table 4, columns of Hypothesis 2 analyze the moderating role of young compa-
nies on the relationship between ESG ratings and corporate performance. The coeffi-
cient of the interaction term (ESAGE), which denotes the interaction between the ESG
rating score (ESG) and the youthfulness of a company (Young_firm), is positive and



Evaluating the Impact of ESG Ratings on Financial Performance 239

statistically significant at the 10% level. This finding suggests that younger firms may
experience enhanced financial benefits from the adoption and implementation of ESG
practices compared to their more established counterparts, thereby supporting Hypoth-
esis 2. This could be attributed to the inherent adaptability and innovation propensity
of young companies, which allows them to more effectively realign their operations to
achieve elevated ESG standards. Such operational flexibility may facilitate quicker re-
alization of returns on ESG investments relative to traditional enterprises. Additionally,
younger companies might be more adept at capitalizing on governmental incentives or
regulatory mandates that specifically incentivize high ESG performance [14]. In the
current investment landscape, there is a discernible preference among investors for
companies committed to sustainable development. Consequently, young firms with ro-
bust ESG scores may enjoy superior access to financing opportunities, as investors per-
ceive them as low-risk and high-potential investment prospects.

Table 4, assuming columns for Hypothesis 3, further examines the moderating in-
fluence of corporate innovation on the ESG-corporate performance nexus. The coeffi-
cient of the interaction term (ESGREEN ) between the number of green patents (Green)
and the ESG rating score (ESG) is significant at the 5% level but exhibits a negative
sign, which contradicts Hypothesis 3. This implies that an increasing number of green
patents may attenuate the positive impact of ESG ratings on ROA. A plausible rationale
for this observation is that firms may pursue green innovation primarily to bolster their
ESG ratings, with such innovation being strategically focused rather than genuinely
quality-enhancing. This could potentially result in suboptimal resource allocation, ad-
versely affecting financial performance. Furthermore, the substantial initial investment
required for green innovation may have a detrimental short-term impact on financial
performance, even though long-term benefits might accrue [15]. Concurrently, enter-
prises might encounter regulatory pressures from governments, media, and external
stakeholders, potentially leading to lower than anticipated performance in the develop-
ment of higher-quality green patent technologies, thereby influencing the relationship
between ESG ratings and corporate financial performance.

Table 4. Regression results after adding moderating variables

Hypothesis 2 Hypothesis 3
Parameter (Std) Parameter (Std)
0.0084*** 0.0090%**
ESG (0.0004) (0.0006)
-0.0032
Young firm (0.0037) /
0.0015%*
ESAG (0.0009) /
0.0012*
Green / (0.0006)
-0.0003**
ESGREEN / (0.0001)
Size 0.0020%*** 0.0021 ***
“ (0.0004) (0.0007)
Lev -0.0860*** -0.0860***
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(0.0025) (0.0039)
Sala 0.0147*** 0.0147*%*
(0.0007) (0.0010)
Gop 0.0032%** 0.0032%**
(0.0001) (0.0002)
T d -0.003 1 #%** -0.0032%%*
ype_coae (0.0009) (0.0014)
-0.0204%%*%* -0.0204*
BM (0.0074) (0.0115)
year Yes Yes
Industry Yes Yes
F 129.88 130.01
R-squared 0.1619 0.1620
N 24249 24249

Note: The data in the table are the regression coefficients of the variables, ***, ** and * indicate that they
are significant at the 1 per cent, 5 per cent and 10 per cent level of significance, respectively.

4.4 Robustness Test

The variable substitution method is a recognized technique utilized to assess the robust-
ness of empirical findings. In empirical research, it is crucial to verify that conclusions
drawn are not artifacts of the specific variables or model configurations selected [16].
In this study, the variable substitution method is employed to examine the robustness
of the results by substituting return on assets (ROA) with return on equity (ROE) as the
dependent variable. While ROA evaluates a company’s efficiency in utilizing its total
assets, ROE assesses the efficiency in utilizing shareholder equity [17]. These indica-
tors provide different perspectives on a firm’s profitability and can both serve as proxies
for financial performance. Therefore, substituting ROA with ROE aids in validating the
model’s robustness from the shareholder’s viewpoint.

The regression analysis reveals that the coefficient of ESG in relation to ROE is pos-
itive (0.0256) and statistically significant at the 1% level (p=0.0000). Upon the inclu-
sion of control variables, the ESG coefficient remains positive (0.0186) and significant
at the 1% level (p=0.0000). These findings are congruent with Hypothesis 1, thereby
affirming the robustness of the model.

5 Conclusion

This study utilizes data from A-share listed companies in Shanghai, Shenzhen, and Bei-
jing from 2012 to 2022, employing the asset return rate as a metric for assessing cor-
porate financial performance. It examines the correlation between ESG rating scores
and corporate financial performance and investigates the moderating effects of corpo-
rate youthfulness and innovation on this relationship. The study yields the following
conclusions. Firstly, the widespread adoption of ESG principles and the allure of green
investment suggest that higher ESG ratings can enhance corporate financial perfor-
mance. This phenomenon may be attributed to the increasing tendency of investors to
evaluate companies not solely based on financial metrics but also through the lens of
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ESG factors. Consequently, firms must exhibit their potential and sustainability to in-
vestors through favorable ESG ratings. Enhanced investment, driven by superior ESG
scores, subsequently augments corporate financial performance.

Secondly, the youthfulness of firms acts as a positive moderator in the ESG-
performance relationship. Traditionally, the view has been that, young enterprises, con-
strained by limited financial resources, should prioritize financial performance by chan-
neling resources towards business expansion. However, this study challenges this per-
spective, demonstrating that ESG considerations significantly bolster financial perfor-
mance in young companies. Thus, young enterprises are advised to prioritize ESG rat-
ing scores and their quality to fortify their corporate image and attract investor interest.
Thirdly, corporate green innovation serves as a negative moderator in the ESG-
performance nexus, leading to a rejection of the null hypothesis. While innovation is
undeniably crucial for enhancing competitiveness, the research indicates that an exces-
sive focus on the quantity of innovation at the expense of its quality may adversely
impact the ESG-financial performance relationship. Hence, enterprises are urged to bal-
ance their innovation investments with tangible benefits to ensure that innovation ef-
fectively augments corporate value.

Based on the prevailing circumstances in China and existing research findings, the
article presents the following policy recommendations.

(1) Corporations should consistently prioritize their ESG rating scores, ensuring that
social benefits are not overlooked in the pursuit of economic gains.

(2) Emerging companies are advised to place significant emphasis on their ESG rat-
ing scores, alongside focusing on their intrinsic quality, to establish a robust foundation
for their ESG rating framework. The ESG rating system serves as an effective metric
for assessing a company's comprehensive development potential. Establishing a solid
groundwork in the early stages of development is more crucial than striving for short-
term financial performance enhancements.

(3) Corporations should evaluate the actual advantages conferred by green patents,
rather than merely emphasizing their quantity. It is crucial to ensure that green patents
substantively enhance corporate performance, with both long-term and short-term strat-
egies duly considered. ESG rating scores ought to be seamlessly integrated into the
corporate development strategy, ensuring optimal allocation of resources to guarantee
that green innovation genuinely augments corporate performance, thereby maximizing
the utility of ESG rating scores.
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