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Abstract

Purpose - The ainm of this research is to excamine how Environmental, Social, and Governance (ESG) components
influence capital excpenditure in financially constrained firms. The study utilizes a sample of 142 firms listed on the
London Stock Exchange spanning the period from 2012 to 2021. Design/ methodology/ approach - This study
explores the association between Environmental, Social, and Governance (ESG) metries and capital expenditures,
Jfocusing on financially constrained firms. The research employs the Generalized Method of Moments (GMM) as the
methodical approach. The initial step involves explaining the variables and subsequently specifying the model. The
dependent variable in the analysis is the capital expenditure of the firm, while the independent variables encompass
ESG disclosure, and the financial constraint of the firm measured throngh the Whited-Wu index. Findings - The
study revealed a positive influence of Environmental, Social, and Governance (ESG) scores on the association benveen
financial constraints and capital expenditnres within the examined sample. These findings highlight the substantial
adyantages of integrating ESG considerations into firms' strategic decision-matking processes. Such integration enhances
resilience. "This is particularly evident in increased capital expenditures during periods of financial constraints. 'This
underscores the strategic importance of ESG factors in protecting firms against financial challenges while positively
impacting their operational decisions. Research limiitations/ implications - The study's findings are specific to a certain
group of companies (142 firms listed on the London Stock Exchange from 2012 to 2021). Therefore, these results
cannot be generalized to other markets. In addition, the stndy uses ESG data from Datastream, but different providers
use varying specifications for ESG information. This lack of standardization in ESG data conld affect the study's
resulls since scores may differ between companies when assessed by different data providers. Originality/ value — This
study makes a meaningful contribution to the growing body of literature exploring the connection between sustainability
and financial performance. It adds value by examining the impact of Environmental, Social, and Governance (ESG)
Jactors and financial constraints on the capital expenditure of 142 UK firms from 2012 to 2021. This research
enbances our understanding of how ESG considerations and financial constraints jointly impact firms' strategic
financial decisions. To the best of the researchers' knowledge, no existing literatnre directly addyesses the specific impact
arising from the interaction between financially constrained firms and their capital expenditure. This gap underscores
the unique focus and contribution of onr study in exploring this uncharted area within the scholarly domain.

Keywords ESG, Financial contraints, capital expenditure, London Stock Exchange, GMM
1. Introduction

Corporate Social Responsibility (CSR/ESG) initiatives have gained prominence as ethical
business proposals in the 215t century as a result of the increased demands, by stakeholders in
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particular and the public in general, for transparency in the wake of persistent business scandals
and accounting schemes. Improving ESG activities is believed to reduce information
asymmetry, increase firms' transparency, competitive advantage, overall performance, and
sustainability, as it aligns with stakeholders’ demands. In accordance with Freeman's (1984)
stakeholder theory, many companies implement CSR as part of their management strategy to
enhance their image and performance (Wu and Shen, 2013). Thus, ESG initiatives serve as a
catalyst to encourage and facilitate ESG investments among firms. It assists them in developing
ESG strategic priorities as part of their corporate decision-making process, determining proper
governance structures at numerous organizational levels, and allocating resources efficiently
through ESG-focused governance. These endeavors ultimately result in economic gains for the
involved firms and satisfy the demands of their stakeholders.

The growing significance and perception of ESG practices have prompted research into the
relationship between ESG and the financial performance of a company. Several studies demonstrate
that ESG has a substantial positive impact on performance. Fernandez et al. (2019) and Hang et al.
(2019), among others, have argued that ESG activities may generate value for firms by enhancing their
social responsibility and reputation. This is consistent with the maximization of shareholder wealth.
In contrast, other studies (Masulis & Reza, 2015; Buchanan et al., 2018) demonstrated a negative effect
of ESG on shareholder value. Whelan et al. (2021) analyzed one thousand studies published between
2015 and 2020 and found that eight percent of corporate studies and fourteen percent of investment
studies teported a negative relationship between ESG and firms' financial performance. In addition,
few researchers were unable to document any impact of ESG on financial performance (e.g., Qiu et
al., 2016, Cho et al.,, 2016, Walls et al., 2012, AlKhouri and Suwaidan, 2022). Furthermore, many
studies have investigated the impact of ESG on the performance measured through the reduction in
the cost of equity for corporations (AlKhouri &Suwaidan, 2022; El Ghoul et al., 2011; Sharfman and
Fernando, 2008). The inconclusive research results encouraged further investigation into a possible
explanation for these contradictory findings. According to Whelan et al., (2020) previous research on
ESG has encountered difficulties in identifying and elucidating the underlying mechanisms, processes,
and interactions linking ESG scotes and disclosures to firm performance.

The growing recognition of the significance of sustainable business practices and their potential
effects on firms' financial decisions is what drove our research that examines the impact of
ESG on capital expenditure in firms suffering from financial constraints. Concurrently,
financial constraints have been a prevalent obstacle for many firms. When firms have limited
access to external capital, high borrowing costs, or cash flow restrictions, they confront
financial constraints. These constraints can impede investment decisions, including capital
expenditures, and limit a firm's capacity to pursue sustainable initiatives.

Given this context, the purpose of this research study is to examine how the interaction
between financial constraints and ESG considerations influences the investment decisions of
firms. In this regard, this paper investigates whether financially constrained firms prioritize
ESG investments, how ESG considerations can mitigate financial constraints, and the potential
impact of ESG on financial performance and value creation through firms’ capital investment
decisions. Our intention is to answer the question of whether companies with superior ESG
performance are more likely to overcome financial constraints and allocate resources to
sustainable investment initiatives. In this regard, ESG plays a crucial role in increasing the
financial flexibility of constrained firms and provides valuable insight into the potential
advantages of integrating sustainability practices into capital expenditure decisions. Firms with
limited financial resources frequently encounter difficulties in allocating resources to capital
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expenditure projects while addressing ESG concerns. Therefore, this line of research aids in
the identification of the potential trade-offs and limitations firms confront when making
investment decisions. It illuminates how firms can allocate resources strategically in order to
reconcile financial constraints and sustainable investment priorities. By examining the impact
of ESG on capital expenditure in the context of financial constraints, this study contributes to
the expanding corpus of literature examining the relationship between sustainability and
tinancial outcomes. It comes to complement the literature by examining the impact of ESG
and financial constraints on firms’ capital expenditure using a sample of 142 UK firms over
the 2012-2021 period. The results of this study have implications for firms, investors, and
policymakers seeking to align financial and sustainability investment objectives.

To reach the research objective, this paper implements the system Generalized Method of
Moments (GMM), which is suitable for short periods (T) and large numbers of companies (N)
and has the benefit of addressing potential endogeneity concerns (Wooldridge 2001). As
anticipated, the study discovered a positive impact of ESG scores on the relationship between
financial constraints and capital expenditures among the investigated sample.

The outline of this paper is as follows: Section 2 provides the literature review and develops
the main hypotheses. Section 3 outlines the data and methodology implemented in the study,
while the study design followed in section 4. In section 5 the authors provide the results, while
the last section (6) summarizes and concludes the paper.

2. Literature Review and Hypotheses Development

Information asymmetry acknowledges that in market economies, individuals have different levels of
awareness regarding pertinent information. Therefore, those who have access to sufficient
information are typically in a more advantageous position than those who have limited information.
The ESG reporting guidelines enhance the quality and credibility of sustainability information shared
with the public in order to resolve this imbalance. Thus, the disclosure of ESG-related information
contributes to the reduction of information asymmetry (Darnall et al., 2021). Analysts play a crucial
role as information intermediaries on the capital market, and enhancing the accuracy of their forecasts
contributes considerably to reducing information asymmetry. Thus, ESG ratings incentivize
businesses to prioritize sustainable development, resulting in enhanced corporate governance,
decreased information and operational risk, and enhanced accuracy of analyst forecasts (Luo and W,
2022; Schiemann et al., 2022). According to El Ghoul et al. (2011), ESG performance can increase
investment efficacy by reducing financing restrictions. ESG disclosure provides investors with
important non-financial information that facilitates external financing (El Ghoul et al,, 2011). In
addition, ESG disclosure increases external supervision and attention, helps uninformed investors
acquire more information, reduces the synchronization of stock prices (Kim et al., 2012), and is directly
related to the approval of corporate refinancing in significantly polluting industries (Goss and Robetts,
2011). According to Banerjee et al. (2020), this information asymmetry between firms and their
stakeholders, especially investors, is the underlying cause of firm financial constraints. Prior research
suggests that the influence of ESG disclosure activities acts as a moderating factor in mitigating
financial constraints within firms (Wong et al. 2020). Firms with supetrior ESG performance exhibit
an ethical commitment without compromising their financial returns.

Firms with adequate financial resources are able to invest their surplus funds in ESG initiatives,
thereby enhancing their performance. This, in turn, allows the company to adapt to its external
environment and attain higher long-term profitability (Kraft & Hage, 1990), which leads to
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higher capital expenditure. The natural resource perspective asserts that ESG performance
positively influences the financial performance of a company. Responsible behavior enables
the accumulation of capabilities and new resources, such as knowledge and enhanced corporate
culture (Branco & Rodrigues, 2000). According to Davis (1973), corporate environmental
responsibility results in long-term financial performance, which, in turn, benefits society and
the community as a whole. Campbell (2007) suggests that companies with a surplus of
resources are more likely to allocate a portion of those resources to ESG (Environmental,
Social, and Governance) activities. This suggests that the relationship between corporate
performance and ESG initiatives operates in the opposite direction, with higher corporate
performance resulting in greater ESG engagement.

Financially constrained firms typically have limited access to external sources of funding, such
as bank loans or equity investments, which can limit their ability to engage in a variety of
projects, including ESG-related ones. These firms may encounter higher borrowing costs,
stricter lending requirements, or limited capital availability, making it more challenging for them
to allocate resources to capital expenditures. Therefore, financially constrained firms may
prioritize their available funds toward essential operations, debt repayment, or short-term
requirements, potentially reducing the capital available for long term related projects including
the ESG. This can result in a negative relationship between ESG and capital expenditure for
these companies, as they may be forced to prioritize immediate financial concerns over long-
term sustainability initiatives with their limited resources.

H1: There is a negative relationship between financially constrained firms and their capital expenditures.

Moreover, due to their financial constraints, these firms may have to choose between investing
in ESG initiatives and other investment opportunities. Financially constrained firms may be
required to make strategic capital allocation decisions due to limited resources. The need to
address financial constraints may take precedence over ESG investments, resulting in a
decrease in capital expenditures for sustainability initiatives.

An expanding body of literature supports this viewpoint. For instance, El Ghoul and Karoui
(2017) mentioned that companies with high ESG scores are less likely to be financially
constrained. ESG factors can signal to investors that a company is more likely to be profitable
and sustainable over the long term. Consequently, these firms are more likely to have access to
capital and be able to fund their capital expenditure plans.

Wang and Chen (2017) found in a separate study that firms with high ESG scores are more
likely to invest in capital expenditures. This is due to the fact that ESG factors can assist
businesses in reducing financial constraints and enhancing their financial performance.
Consequently, these businesses are more likely to be able to engage in capital expenditures.

Itis essential to note that the Financial Constraints Theory's predicted negative relationship between
ESG and capital expenditure is not absolute and can vary depending on the circumstances. Some
firms with limited financial resources, for example, may still prioritize ESG initiatives if they
perceive prospective benefits, such as an enhanced reputation, improve in stock prices,
strengthened stakeholder relationships, or long-term cost savings. As more pressure is exerted on
firms by outside stakeholders, such as customers, fund investors, and regulators, to invest in ESG
projects, these firms tend to allocate resources to ESG initiatives at the expense of capital
expenditure. Thus, this suggests that firms that prioritize ESG-related projects tend to allocate less
resources to capital expenditure projects compared to firms that do not do so. However, firms
might resort to different financing mechanisms, such as partnerships, grants, or innovative
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financing solutions, which may enable financially constrained firmss to surmount some of the
obstacles and allocate resources to ESG-related projects.

Therefore, according to stakeholder theory this research hypothesizes the following:
H2: There is a significant negative relationship between ESG and capital expenditure.

For financially constrained firms, high ESG initiatives can yield multiple benefits. First, it can
enhance the company's reputation and brand image, thereby attracting environmentally and
socially conscious clients and investors. Second, it can help mitigate potential risks related to
noncompliance or negative stakeholder perceptions. It can also provide opportunities for
innovation, product differentiation, and market expansion. These advantages can enhance the
firm's long-term competitiveness and financial performance.

In addition, financially constrained companies that actively engage in ESG initiatives can
leverage their commitment to entice alternative sources of financing. Socially responsible
investors, impact funds, or sustainability-focused lenders may be more inclined to provide
financial assistance to companies that accord with their ESG principles. This can alleviate some
of the financial constraints encountered by these companies, allowing them to allocate
additional resources to capital expenditure.

H3: When ESG is high, the impact of financial constraint on capital expenditure is mitigated.

The hypothesis assumes that financially constrained firms recognize the significance of
addressing environmental, social, and governance (ESG) issues to maintain positive
stakeholder relationships, enhance reputation, and create long-term value. Thus, ESG
disclosure is used to signal the firm’s commitment to its stake holders, as signaling theory is
considered as the framework that seeks to solve potential challenges which may occur due to
the presence of information asymmetry between the firm’s management and external
stakeholders. The concept of asymmetric information pertains to the issue of information
quality, wherein managers attempt to communicate their hidden traits in order to receive
rewards (Spence, 1973 and Jamali et al., 2020). Despite their limited financial resources, these
tirms prioritize ESG initiatives as a strategic response to meet stakeholder expectations and
contribute to sustainable practices.

3. Data and Methodology

The study concentrates on industrial firms listed on the London Stock Exchange (LSE) from
2012 to 2021. A method of purposive sampling is used to assure the relevance and validity of
the research. This method enabled the selection of companies that met specific criteria. The
final sample consisted of 142 companies that met the following criteria: availability of all
required information from 2012 to 2021; and continuous trading of shares on the LSE during
the specified period. This study's primary data soutce was DataStream. Table 1 shows the
variables used in the study and their measurements.

The dependent variable of this study is firm capital expenditure divided by lagged assets. The
independent variables are:

1. ESG Environmental, social and governance (ESG) disclosure score by firms.
Financial constraint (FC). The Whited-Wu index (Whited & Wu, 2006) is chosen as the
measure of financial constraints, as it effectively identifies firms facing higher external fund
costs.
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The Whited-Wu index is calculated using the following formula:

Whited-Wu (2006) index = -0.091*(Cash flow/ total assets) + 0.062 (Dividend dummy) +
0.021(Lev) - 0.044* Size + 0.102* Industry sales growth - 0.035* SG

A greater Whited-Wu index value indicates greater difficulty or higher costs for a company to
obtain external financing, indicating a greater degree of financial constraint. During the
research period, the Whited-Wu index is calculated for each company in the sample.

Using the Whited-Wu index and categorizing the firms accordingly, the study intends to
investigate the relationship between ESG, financial constraints, and capital expenditure in a
nuanced fashion that takes into account the varying levels of constraints faced by various firms.

Control variables: In order to account for potential confounding variables that may influence
the observed empirical results, we opted to include three control variables that have been
previously identified in relevant literature. These variables are as follows: firm size (size), debt

level (debt), tirm performance measured by Tobin Q (TQ).

Table 1: Variables’ Measurements.
Measurement of variables used in research models.

Variables Measurement

CE capital expenditure/ lagged total asset

ESG Environmental, Social and Governance scote
ENV Environmental score

SOC Social scotre
GOV Governance scotre

Size Natural logarithm of total assets

FC Financial Constraint measured by Whited-Wu index

Debt ratio (Lev) Total debt/ total asset

Source: Author’s Own.
4. Study Design

To examine the impact of ESG on firms’ capital expenditure, we construct the following
equation:

CE;y = ap+ a,;FC;; + Control Variables;; + &+ (1)
Where CE is capital expenditure serves as the dependent variable, FC refers to financial

constraint, & ; is the error term, i, t refer to company and time consecutively.

In order to examine the moderating impact of ESG on firm’s capital expenditure, we formulate
the following equations:

CE;+ = ap+ a;FC;t + a, ESG; . + Control Variables;; + €;; (2)
CE;y = ag+ a;FCiy + a,ESG; ¢ + a3FCiy x ay ESG; ¢ + Control Variables;, + &+ (3)

Arellano and Bover (1998) and Blundell and Bond (2000) devised the two-step Generalized
Method of Moment (GMM). This method has the benefit of addressing potential endogeneity
concerns (Wooldridge 2001) and is preferred for panel data samples with a small T and a large
N. The system GMM model eliminates the expected correlation between the lag-dependent
variable and the error term by utilizing the first difference. Moreover, this procedure accounts
for endogeneity by assigning lags to both predetermined and endogenous variables.
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In this study, we hypothesize that capital expenditure and ESG decisions of firms are
endogenously determined. ESG disclosure will provide more information on companies with
financial constraints, which may be characterized by a high degree of asymmetric information.
As endogeneity issues can result in biased estimates, we utilize the GMM methodology to run
our regressions.

5. Empirical Results

Table 2 displays the descriptive data for the variables under investigation, specifically capital
expenditures, financial constraints as defined by the WW index, ESG and its constituent
components, and enterprises' cash flow. The mean capital expenditures for enterprises are
computed, displaying a standard deviation of 0.045. The range of values extends from 0 to
0.494, suggesting significant variation between various companies. The ESG metric exhibits a
mean value of 39.37. The ESG scores exhibit a wide range, extending from a minimum value
0f.876 to a maximum value of 90.34. This observation underscores the considerable diversity
in ESG performance among these companies. The WW index exhibits a range of -8.06 to 5.24.

Table 3 shows the correlation matrix between the variables under study. The figures in the
table indicate no serious correlation between the variables. The variance inflation factor was
also utilized in order to examine the presence of multicollinearity. The average value obtained
was 1.03, with a range spanning from 1.01 to 1.05. This indicates that the likelihood of
multicollinearity significantly influencing our findings is low.

Table 2: Summary Statistics for Variables Used in the Study.

Variable Obs Mean Std. Dev. Min Max
ESG 1,418 39.37114 20.90566 0.875685 90.34357
GOV 1,418 49.69206 24.39875 0.726714 98.45455
SOC 1,418 39.01659 21.86207 0.734821 95.35519
ENV 1,414 31.85944 25.30311 0 91.01415

CE 1,418 0.045157 0.046676 0 0.494483
TQ 1,418 2.265598 4.713082 .514097 91.20095
Lev 1,418 0.246571 0.229896 0 5.257919
SIZE 1,418 6.461542 0.627909 4.443592 8.060698
FC 1,418 -0.22016 1.062016 -8.67376 5.240784

ESG refers to environmental, social and governance disclosure; GOV is governance; SOC is
social; ENV is environmental; CE is capital expenditure; TQ is Tobin Q; Lev refers to leverage;
Size is firm size; FC refers to financial constraint as measured by WW index.

Table 3: The Correlation Matrix.

CE ESG FC TQ Lev SIZE
CE 1
ESG -0.0495 1
FC -0.0542 -0.0712 1
TQ 0.0409 -0.0742 0.0517 1
Lev 0.0683 0.057 -0.0257 -0.0159 1
SIZE -0.0795 0.1454 -0.0281 0.0901 0.1383 1

Table 4 below outlines the two-step-system GMM regression results of regressing financial
constraints (panel 1), ESG (panel 2), and the interaction variable between financial constraints
and ESG (panel 3) on firms’ capital expenditures. Table 4 panel 1 shows the relationship
between financially constrained firms and their capital expenditures. The results support the
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first hypothesis that financially constrained firms are less likely to increase their capital
expenditures. The coefficient on financial constraint is negative and significant at the 5% level.
The lag of capital expenditure is positive and significant at 1% level. Implementing the lag of
capital expenditure in GMM accounts for potential endogeneity in our model. Table 4 panel
2 shows the impact of ESG on capital expenditure. The coefficient of ESG is negative and
significantly related to the firm’s capital expenditure. This supports the stakeholder’s theory
where firms prioritize ESG projects even if they are financially constrained. The last panel (3)
shows the results of testing the moderating impact of ESG on the relationship between
financial constraint and capital expenditures. The results indicate a positive and significant
impact of the interaction term (FC*ESG) and capital expenditures. This result suggests that
ESG has a significant positive moderating impact on the firms’ capital expenditures. This
supports our third hypothesis.

Furthermore, results show persistence in capital expenditures, so firms that invested one year
before in capital they tend to continue to do so. A firm’s performance and size are positively
related to capital expenditure (panel 3), while leverage exerts negative impact on capital
expenditure.

In addition, Table 4 displays a significant first order correlation (AR1) and an insignificant
second order serial correlation (AR2). Under the null hypothesis, the Sargan test of over
identifying restrictions indicates that our instruments are valid.

Table 4: The Impact of FC, ESG, and the Interaction Variables on Firms’ Capital Expenditure.

FC ESG FCXESG
Variables Panel 1 Panel 2 Panel 3
11.CE 0.3910 (0.000) * 0.3680 (0.000) * 0.3430 (0.000) *
L. TQ -0.0011 (0.108) -0.001 (0.09) = 0.3640 (0.000) *
FC -0.0040 (0.05) ™ -0.0141 (0.003) *
ESG -0.0004 (0.018) " -0.00049 (0.002) *
FC*ESG 0.00023 (0.021) ™
SIZE 0.0079 (0.000) * 0.0103 (0.000) * 0.01155 (0.000) *
Lev -0.0158 (.007) * -0.012(0.044) ™ -0.0125 (0.037) ™
Observation 1276 1276 1276
Chi 2 309.51" 316.22° 328.79"
Sargan test 275.85% 276.82* 272.33"
AR(D) -3.398* -3.611" -3.7437"
AR(2) -.2472 -.2834 -.30025

To further examine the issue, Table 5 outlines the impact of ESG components as moderating
factors affecting the relationship between financially constrained firms and their capital
expenditure. Table 5 panels 1a and 1b show the impact of ENV disclosure on capital
expenditure, and the impact of the interaction variable of financial constraint and the
environment factor (FC*ENV) on capital expenditure consecutively. Results indicate that
firms’ environmental initiatives exert a negative and significant impact on capital expenditure.
However, ENV initiatives by firms moderate the impact of financial constraints on capital
expenditures. As hypothesized, these results suggest that environmental initiatives by firms
enhances the firm's reputation and brand image, thereby attracting environmentally and socially
conscious clients and investors, and can help mitigate potential risks related to noncompliance,
negative stakeholder perceptions, and financial constraints. The same table (5) also shows the
results of the SOC initiatives on capital expenditure (panel 2a), as well as the results of the
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interaction between social initiatives and financial constraint on capital expenditure. Results
on social initiatives are negative and significantly related to firms’ capital expenditures,
however, the interaction variable (FC*SOC) is insignificantly related to capital expenditure.
This result is interesting since it suggests that social projects may not be the main driver for
capital expenditure in financially constrained firms. Although SOC initiatives impact capital
expenditure negatively, it does not help financially constrained firms in improving capital
expenditure. The impact of governance initiatives is significant and negatively related to capital
expenditure (panel 3a), the role that governance plays in reducing the impact of financially
constrained firms on capital expenditure is significant and positive (panel 3b). The disclosure
of Governance practices, thus, has the potential to enhance a company's financial position by
signaling its capacity to secure financing at reduced costs, hence leading to improved financial
outcomes, and consequently to increase capital expenditure.

To ensure the reliability of our analysis, we conducted two robustness tests. Initially, we
included a dummy variable for Covid-19 in the regression; however, this addition did not yield
any significant alterations in the results. It's plausible that the effects of Covid-19 may require
a more prolonged period to manifest in our analysis.

Subsequently, we re-ran the regression model, introducing year and industry dummy variables.
Despite this adjustment, the qualitative outcomes remained consistent, indicating no
substantial changes in our findings. Given the consistent results, we have opted not to present
these outcomes here, in the interest of conserving space.

Table 5: The Impact of Financial Constraints and ESG Components on Capital Expenditures.

ENV FC*ENV SOC FC*¥SOC GOV FC*GOV
Variables Panel 1a Panel 1b Panel 2a Panel 2b Panel 32 Panel 3b
. . . . 0.37511 0.381329 0.381625
L1.CE .3675 (0.000) 0.362596 (0.000) 0.3786 (0.000) 0000 (0.000)°  (0.000)"
. -, -0.00113  -0.00111
L. TQ -0.00111 (0.093) -0.00111 (0.093) 0.37858 (0.105) 009" (0.096)"
. -0.0060 -0.01681
FC -0.0106 (0.001) (0.154) 0.000)"
ENV -0.00032 (0.012) * -0.0004 (0.001) "
FC*ENV 0.000198 (0.015) **
« -0.00031
Soc -0.00027 (0.043) 0.027) "
.000004
*
FCrSOC (0.649)
-0.00029
-0.00016 B
GOV 0.13) (.01)
0.000255
FC*GOV (0.002) *
SIZE 0.00938 (0.000) 0.01039 (0.000) 0.0094 (0.000) * 0.010132°0.0092 = 0.010639

(0.000)*  (0.000)*  (0.001)*
001315 -0.01526 -0.01577
0.027)*  (0.009)*  (0.007)*

levearge -0.01053 (0.086) ***  -0.01094 (0.072) ™ -0.01288 (0.031) **

Observation 1276 1276 1276 1276 1276 1276
Chi 2 318.45° 318.41" 311.29" 317.95° 308.94" 323.97"

Sargan test 275.697* 271.12% 275.523" 274.269° 277.266"  270.490"
AR(1) -3.565* -3.6919 * -3.4674" -3.541" 35127 -3.6454"
AR(2) -.2713 -.28566 -.25076 -27182  -26768  -.26393
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6. Summary and Conclusions

The current research has provided empirical evidence of a direct impact of ESG scores on the
relationship between financial constraints and capital expenditures within a list of firms listed
on the London Stock Exchange over the period 2012-2021. The result of this research
underscores the significant benefit of ESG considerations for firms in their strategic decision-
making, and improve their resilience when they face financial constraints, as shown by their
increase in capital expenditure. The results of this research confirm the predictions of the
Signaling theory, which suggests that firms use ESG disclosure to signal their commitments to
the stakeholders and society and, consequently, their strive toward long-term sustainability.
This action resulted in reducing the impact of financial constraints on their capital expenditures,
as firms with high ESG are more able to secure additional funding from different sources at a
lower cost.

The findings of the study have important implications for firms striving to manage financial
constraint and at the same time proceeding with sustainability goals. The findings also highlight
the important role of ESG in forming firms’ investment decisions.

Although the results are encouraging, the current study suffers from some limitations. First,
the study used available disclosed data for ESG from Thompson Reuters Asset 4. Given that
there are many companies that provide ESG data, the use of ESG data published by different
companies might provide different results. Previous research found a lack of consistency in
the methodologies used by the companies that publish ESG disclosures, which might result in
different outcomes when used (Abhyawansa & Tyagi, 2021).

Future research should be oriented toward the implementation of measure of ESG, which
provides more robust and more comprehensive information regarding the company's
commitment to its stakeholders and society. In addition, the focus of further research will be
on conducting in-depth examinations of ESG and the factors that make up ESG in a variety
of different industries.

References

Abhayawansa, S.& Tyagi, S. (2021). Sustainable investing: The black box of environmental,
social, and governance (ESG) ratings. The Journal of Wealth Management. 24(1): 78-104.
AlKhouri R. and Suwaidan M. (2022). The impact of CSR on the financing cost of Jordanian

firms. Social responsibility journal. DOI 10.1108/SR]J-09-2020-0358

Arellano, M., Bentolila, S., & Bover, O. (1998). Unemployment Duration, Benefit Duration and the
Business Cycle (No. 1840). CEPR Discussion Papers.

Banerjee R, Gupta K, Mudalige P. (2020). Do environmentally sustainable practices lead to
financially less constrained firms? International evidence. Infernational Review of Financial
Abnalysis. 68:101337. doi: 10.1016/}.irfa.2019.03.009

Blundell, R., & Bond, S. (1998). Initial conditions and moment restrictions in dynamic panel
data models. Journal of econometrics, 87(1), 115-143.

Branco, Manuel & Lima Rodrigues, Lucia. (2006). Corporate Social Responsibility and
Resource-Based Perspectives. Journal of Business Ethies. 69. 111-132. 10.1007 /s10551-006-
9071-z.

Buchanan, B., Xuying Cao, C., & Chen, C. (2018). Corporate social responsibility, firm value,
and influential institutional ownership, Journal of Corporate Finance, 52: 73-95

www.KurdishStudies.net



Al-Khouri, Haddad, Al-Horani 557

Campbell, L. (2007) Why Would Corporations Behave in Socially Responsible Ways? An
Institutional Theory of Corporate Social Responsibility. The Academy of Management Review,
32, 946-967.

Cho, C. H., Maurice, J., Negre, E, & Verdier, M. (2016). Is environmental disclosure good for
the environment? A meta-analysis and research agenda. Korean Accounting Review, 41
(3): 239-277.

Davis, K. (1973) The Case for and against Business Assumption of Social Responsibilities.
Academy of Management Journal, 16, 312-322. http:/ /dx.doi.org/10.2307 /255331

Darnall N, Ji H, Iwata K et al. (2022). Do ESG reporting guidelines and verifications enhance
firms' information disclosure? [J]. Conporate Social Responsibility and Environmental Management,
2022, 29(5): 1214-1230.

El Ghoul, S., Guedhami, O., Kwok, C. C. Y., and Mishra, D. R. (2011). Does corporate social
responsibility affect the cost of capital? Journal of Banking and Finance 35, 2388—2406. doi:
10.1016/j.jbankfin.2011.02.007

E/ Ghonl, S. and Karoui A., (2017), Does corporate social responsibility affect mutual fund
performance and flows?, Journal of Banking & Finance, 71, (C), 53-63

Freeman, R. E. (1984). Strategic management: A stakeholder approach. Boston, MA: Pitman.

Fernandez, M. S., Abu-Alkheil, A., & Khartabiel, G. M. (2019). Do German green mutual funds
perform better than their peers? Business and Economics Research Journal, 10(2): 297-
312.

Goss, A., and Roberts, G. S. (2011). The impact of corporate social responsibility on the cost
of Bank loans. Journal of Banking and Finance 35, 1794-1810. doi: 10.1016/j.jbankfin.
2010.12.002

Hang, M., Geyer-Klingeberg, J., & Rathgeber, A. W. (2019). It is merely a matter of time: A
Meta-analysis of the causality between environmental performance and financial
performance. Business Strategy and the Environment, 28 (2), 257-273.

Hausman, J. A. (1978). Specification Tests in Econometrics. Econometrica, 46(6), 1251-1271.
https://doi.org/10.2307/1913827

Jamali, D, Jain, T., Samara, G. and Zoghbi, E. (2020), “How institutions affect CSR practices
in the middle east and North Africa: a critical review”, Journal of World Business, Vol. 55 No.
5, pp. 101-127.

Kim, Y., Park, M. S., and Wier, B. (2012). Is earnings quality associated with corporate social
responsibility? Accounting Review 87, 761-796. doi: 10.2308/ accr-10209

Kraft, K.L., Hage, J. (1990). Strategy, social responsibility and implementation. | Bus Ethics 9,
11-19. https://doi.org/10.1007/BF00382558

Luo K, Wu S. (2022). Corporate sustainability and analysts’ earnings forecast accuracy:
Evidence from environmental, social and governance ratings|]]. Corporate Social Responsibility
and Environmental Management, 2022, 29(5): 1465-1481

Masulis, RW. & Reza, S.W., (2015).Agency problems of corporate philanthropy. Review of
Financial Studies 28(2):592—06306.

Qiu, Y., Shaukat, A., & Tharyan, R. (2016). Environmental and social disclosures:Link with
corporate financial performance. The British Accounting Review, 48(1): 102— 116.

Schiemann F, Tietmeyer R. ESG Controversies. (2022). ESG Disclosure and Analyst Forecast
Accuracyl]]. International Review of Financial Analysis, 84: 102373.

Sharfman, M. P., & Fernando, C. S. (2008). Environmental risk management and the cost of
capital. Strategic Management Jonrnal, 29(6): 569—-592.

Spence,M. (1973), “Jobmarket signaling”, TheQuarterly Journal of Economics, Vol. 87No. 3,
pp. 355-374.

Kurdish Studies


https://econpapers.repec.org/article/eeejbfina/v_3a77_3ay_3a2017_3ai_3ac_3ap_3a53-63.htm
https://econpapers.repec.org/article/eeejbfina/v_3a77_3ay_3a2017_3ai_3ac_3ap_3a53-63.htm
https://doi.org/10.2307/1913827

558 Utilizing ESG Communication Strategies to Augment Capital Expenditure in Financially Constrained Firms

Wang, Y., & Chen, H. (2017). The impact of ESG performance on financial constraints. Journal
of Sustainable Finance & Investment, 7(3), 230-245.

Wu, Meng-Wen & Shen, Chung-Hua. (2013). Corporate social responsibility in the banking
industry: Motives and financial performance. Journal of Banking & Finance. 37. 3529-3547.
10.1016/j.jbankfin.2013.04.023.

Whelan, T., Atz, U., Von Holt, T. & Clark, C. (2021). ESG and financial performance.
Rockefeller Asset Management. Center for Sustainable Business. NYU STERN. Retrieved
from NYU-RAM_ESG-Paper_2021 Rev_0.pdf

Whited, Toni M., and Guojun Wu, (20006). Financial Constraints Risk, Review of Financial Studies.
19, p.531-559. http:/ /hdlLhandle.net/10.1093/tfs /hhj012

Wong, W. C., Batten, J. A., Ahmad, A. H., Mohamed-Arshad, S. B., Nordin, S., and Adzis, A.
A. (2021). Does ESG certification add firm value? Financial Research Letters 39, 101593.
doi:10.1016/j.f11.2020.101593

Wooldridge, Jeffrey, M. 2001. "Applications of Generalized Method of Moments

Estimation." Journal of Economic Perspectives, 15 (4): 87-100.

www.KurdishStudies.net


http://hdl.handle.net/10.1093/rfs/hhj012

