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ABSTRACT

Purpose — This study examines the impact of environmental, social and
governance (ESG) and ESG controversies (ESGC) on firm risks, and it proposes the
moderating roles of Shari‘ah screening and legal origins over the relationship.
Design/Methodology/Approach — The research data included 522 firms from 16
emerging markets over the period 2013-2021 (4,689 observations). The data (i.e.,
ESG, financial data, etc.) were obtained from the Refinitiv database. The panel
regression model was used to examine the relationships of the variables studied.
Findings — The study finds that ESG is negatively related to risks while ESGC are
positively related to risks. Further, this study finds that both Shari‘ah screening and
the legal origins play significant moderating roles in reducing risks via their
influence on ESG and ESGC. The evidence is consistent with the observation that
Shari‘ah-compliant firms are more inclined to engage in ESG activities.
Originality/Value — This study is unique as it is an attempt to examine the
moderating role of Shari‘ah screening and the legal environment in influencing the
impact of ESG and ESGC on firm risks in an emerging market situation.

Practical Implications — The findings may be used as a basis for all governments
in emerging markets to introduce and strengthen their ESG strategies in all aspects of
firms’ operations. Additionally, in relation to developing global Islamic finance,
policymakers need to be mindful of the importance of the Shari‘ah-ESG linkage and
imbed this relationship in their strategic development blueprints.

Research Limitations/Implications — The findings suggest that more aggressive
engagement in ESG activities can benefit firms through their risk-mitigating effects.
Furthermore, the evidence indicates the positive impact of Shari‘ah screening in
mitigating risks via ESG and corporate controversies, lending credibility for firms to
be considered Shari‘ah compliant.
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ESG and ESG Controversies on Firm Risks in Emerging Markets:
The Moderating Roles of Shari‘ah Screening and Legal Origin

INTRODUCTION

In recent years, environmental, social and governance (ESG) practices have been widely adopted
around the world, particularly in developed countries. ESG refers to practices adopted by firms
that manage their operational impact on the environment and society and endorse good
governance principles in their pursuit of corporate sustainability (Jung & Yoo, 2023). Corporate
sustainability refers to the extent to which a firm simultaneously considers social responsibilities
and environmental protection to create competitive advantages and long-term value for
stakeholders (Hawn et al., 2018; Lin et al., 2022). This means corporate sustainability will have
a direct impact on the quality of stakeholders’ lives by reducing the negative impacts of a firm’s
operations on the society and the environment (Manning et al., 2019). Hence, ESG practices are
likely to align with social needs and better management of relationships with corporate
stakeholders. Despite firms’ increased involvement in ESG, the corporate world also suffers
from what is known as ESG controversies (ESGC).

ESGC comprises the negative issues related to ESG, such as environmental pollution,
abusive labour practices, unhealthy foods or products, and bad management practices (Deegan,
2017). This indicates the corporation’s failure to fulfil their obligations, suggesting firms might
have ESG and ESGC simultaneously.

A review of the literature indicates that scholars have primarily focused on how ESG
affects financial performance (e.g., Li et al., 2018; Lee & Isa, 2024), firm risk (e.g., Hassan et
al., 2021), and cost of debt (e.g., Eliwa et al., 2021), whereas the impact of ESGC has received
scant attention from scholars (Treepongkaruna et al., 2022). Moreover, these studies mainly
focus on the effect of ESG in developed markets (Boubakri et al., 2021), while studies focusing
on emerging markets are still lacking (Anita et al., 2023).

Previous studies highlight that responsible business practices result in reducing firm risks
through better stakeholder relations (e.g., Nguyen & Nguyen, 2015; Chollet & Sandwidi, 2018).
While these studies focus on the effects of corporate social responsibility (CSR), the influence of
ESGC is little investigated. In this context, Galletta and Mazzu (2023) find that banks with fewer
controversies have less risk-taking. ESGC may be conceptualised as a conflicting force to ESG,
giving rise to negative stakeholder relationships and consequently increasing firm risks. ESGC
are undesirable events such as environmental and business ethics controversies reflected in the
media which affect firms’ systematic and idiosyncratic risks. Becchetti et al. (2015) argue that
corporate social activities only impact idiosyncratic risk, due to this activity being firm-specific.
Meanwhile, Farah et al. (2021) find that corporate social activities reduce the firm’s systematic
risk. Given these contradictions, more studies need to be conducted, especially those relating
ESG and ESGC to the three types of risk: idiosyncratic risk, systematic risk, and total risk.

From the institutional theory perspective, Harjoto et al. (2021) suggest that corporate acts
of social irresponsibility increase risk due to violations of both formal (regulations, laws, etc.)
and informal constraints (customs, codes of conduct, etc.). Khanna and Palepu (2011) view the
lack of formal rules in emerging countries as forcing the stakeholders to depend on informal
constraints. La Porta et al. (2008) state that a country’s legal system affects country-level
institutions and firm-level contracting environments. Drawing from the institutional theory, it
can be argued that the effect of ESG and ESGC on firm risks varies across countries’ legal
systems. This study extends the corporate social irresponsibility literature by focusing on the link
between ESGC and firm risks. The study argues that ESGC can cause severe reputational
damage to firms, diminishing stakeholders’ relationships and increasing volatility of the stock
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price, thus increasing firm risks. On the other hand, ESG practices have the potential to reduce
the risks of the firm (Benlemlih & Girerd-Potin, 2017; Shakil, 2021).

At the same time, the Islamic finance literature, particularly on Shari‘ah screening and
Shari‘ah compliance, is expanding. Williams and Zinkin (2010) and Elghuweel et al. (2017)
opine that Shari‘ah laws have considerable resemblance with traditional thinking and moral
values. However, studies on ESG rarely extend the analysis to Shari‘ah-compliant firms (Lee &
Isa, 2024; Hassan et al., 2021), let alone studies on ESGC and Shari‘ah screening. Shari‘ah-
compliant firms are those companies that comply with Shari‘ah principles; and because of this,
according to Durand et al. (2013), these firms exhibit lower risk. Furthermore, Shari‘ah-
compliant firms also have a lower level of leverage compared to Shari‘ah non-compliant firms
(Hassan et al., 2021). In this study, it is argued that Shari‘ah screening has an influential role in
firm risks, and it may also moderate the relationship between ESGC and firm risks.

Evidence from previous studies related to environmental and sustainability issues carried
out in developed markets may be less relevant for emerging markets (Anita et al., 2023). Unlike
developed markets, emerging markets face obstacles such as weak standards, institutions and
legal infrastructure (Chapple & Moon, 2005; Anita et al., 2023). Martins (2022) states that
companies from emerging countries are expected to have different reasons to invest in ESG.
First, prior studies (e.g., La Porta et al., 1998) suggest that the level of investor protection is
lower in emerging countries. Second, institutions and rules about social and environmental
investments are weaker and less developed, markets are less efficient, corporate practices are
more opaque, and relationships are perceived as more corrupt (Kaufmann et al., 2011; Witt et al.,
2018).

The objectives of this study are first, to examine the impact of ESG and ESGC on firm
risks (total, idiosyncratic, and systematic) in emerging markets; and second, to examine the
moderating roles of Shari‘ah screening and legal origins over these relationships. This study
contributes as follows. First, this study focuses exclusively on emerging markets; hence, it brings
new evidence on the issue of ESG, corporate controversies and risks faced by firms in emerging
countries. Second, this study brings in Islamic finance into corporate sustainability and risk
issues and presents evidence of the positive impact of Shari‘ah screening on mitigating risk via
ESG and corporate controversies. Third, this study presents evidence on the moderating role of
the legal system in influencing the ESG-risk and ESGC-risk relationships. Specifically, it is
shown that the civil law system plays a significant moderating role in reducing risks through
ESG and ESGC.

This paper is organised as follows. The next section discusses the theoretical background
and hypotheses development, followed by discussions on data and methodology. Then the results
of the study are presented and discussed. The last section concludes the study and presents
implications and suggestions for further studies.

THEORETICAL BACKGROUND AND HYPOTHESES DEVELOPMENT
ESG, ESGC and Firm Risks

Currently, corporate involvement in ESG initiatives has played a central role in corporate
decision-making and strategies. An ESG strategy is an organised approach that incorporates a
company’s ESG practices to achieve a long-term business sustainability objectives. Corporations
are increasingly aware that their long-term survival depends on their ability to gain support from
their various stakeholders. One way to do this is to operate businesses with long-term strategies
that do not have any negative impact on the society or the environment. In this way, ESG
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practices may be used as an instrument to earn customer loyalty while at the same time
minimising costs and maximising financial performance. According to Huang (2021), ESG
factors are a major element of firm strategies concerning maintaining and developing the firm’s
social licence, mitigating and managing risks, and building relationships with related
stakeholders. The literature shows that the nexus between ESG, ESGC and firm risks is not
limited to a single theory; rather, various theories offer insight into understanding these
relationships. For this purpose, this study draws from three theories, which are the legitimacy
theory, the stakeholder theory, and the institutional theory, to underlie the study’s hypotheses.

Stakeholder Theory

Freeman’s (1984) stakeholder theory views that firms need to consider all stakeholder interests
when pursuing their goals because each individual can affect or be affected by firms’ operations.
According to the stakeholder theory, demands from stakeholders can influence firms’ decisions
on their ESG engagements in a way that solves conflicts between stakeholders and firms, which
will eventually result in reduced risks (Farah et al., 2021). There have been many studies relating
ESG with firm performance, but the association between ESG and risks has remained largely
unexplored (Farah et al., 2021). Investors may perceive firms with higher ESG as being less
prone to social crises and having a better future positioning to comply with more stringent
regulations. In this sense, higher ESG activities will reduce firm risks through reduced financial
and operating risks and environmental risks (Sharfman & Fernando, 2008). Further, based on the
stakeholder theory, ESG activities may mitigate risks due to firms’ response to the expectations
of stakeholders, which leads to increased stakeholder loyalty (Nirino et al., 2022). The ability to
create loyalty among stakeholders decreases firm risks. Similar conclusions are also made by
Sassen et al. (2016), Benlemlih and Girerd-Potin (2017), and Shakil (2021).

On the contrary, the link between corporate controversies and risks remained mostly
unknown (Shakil, 2021). Aouadi and Marsat (2018) state that ESGC raises stakeholders’ doubt
on the firm’s reputation, resulting in lower credibility. According to the stakeholder theory,
stakeholders can establish good relationships with firms due to firms’ ESG initiatives; on the
other hand, stakeholders can also become effective forces that discipline firms that are involved
in controversies. Mishra and Modi (2013) use the stakeholder theory to explain that corporate
social responsibility (CSR) would reduce risks while corporate social irresponsibility would
increase risks. The stakeholder theory conceptualises ESGC as a conflicting force to ESG that
leads to negative stakeholder relationships and produces negative effects in the form of negative
publicity, financial losses, financial risk, and so on (Lange & Washburn, 2012; Lee & Isa, 2024).

Legitimacy Theory

Based on the legitimacy theory, Deegan (2009) states that companies must continuously ensure
that the society perceives them as functioning within its norms. Legitimacy is a generalised
assumption that firms’ actions are desirable within some social norms, beliefs and values
(Elsbach & Sutton, 1992; Schiemann & Tietmeyer, 2022). The legitimacy theory suggests that
firms’ goals need to be in line with the expectations of the society in which they operate.
Engagement in ESG practices conveys information about the level of firms’ legitimacy and helps
firms improve their public image. Suchman (1995) mentions that as ESG awareness in the
society continues to grow, companies continue to engage in ESG initiatives in order to
strengthen the appropriateness of their actions within a given set of norms, regulations, beliefs
and values that are established by all stakeholders. Cho et al. (2015) indicate that companies with
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greater ESG practices are not only devoted to improving relationships with stakeholders but to
assuring their legitimacy as well. This can translate into corporate sustainability and lower risk.

On the other hand, firms with ESGC would experience a damaging effect on reputation
and destruction of accumulated trust, which can seriously threaten a firm’s legitimacy. ESGC
events such as oil spills and other environmental events can endanger the wellbeing of
communities and the environment and thus result in the undermining of the support of
stakeholders, including investors. Kolbel et al. (2017) indicate that ESGC would have the effect
of increasing financial risks.

Institutional Theory

Another theoretical approach explaining the nexus between ESG, ESGC and firm risks is the
institutional theory (North, 1990, 1991). This theory suggests that the firms’ success depends on
the institutional framework in which they operate (Harjoto et al., 2021). North (1990) states that
institutions consist of both formal rules (regulations, legal law, etc.) and informal constraints
(codes of conduct, trust, etc.). These formal rules and informal constraints are required by
businesses for their operations and can help to reduce costs and spread risks for investors (North,
1991). Hence, this will affect firm risks. Baldini et al. (2018) and Ahmed and Uddin (2018) state
that differences in market rules and regulations may lead to differences in firms’ ESG practices.
For instance, in the United States, firms are conducting ESG activities based on their discretion
and good intentions rather than being compelled by regulations (Matten & Moon, 2008), whereas
in countries with heavily regulated institutional environments, firms’ ESG activities have to
comply with these regulations. Galbreath (2013), Kaufmann and Lafarre (2021), and Rahi et al.
(2023) provide support that institutional setting, to some extent, influences firms’ ESG
performance. Hence, the impact of ESG engagements on firms’ performance and risk is
dependent on the institutional setting of the firms.

Regarding corporate controversies, Harjoto et al. (2021) state that corporate social
irresponsibility or ESGC, represents firm actions that disregard formal rules and informal
constraints. Following Harjoto et al. (2021), this study suggests that the investors’ responses to
ESGC may depend on the institutional environment in which the firm operates. Since there is a
great possibility that ESGC will lead to undesirable effects, it will increase firms” risks.

Based on the above discussions, this study formulates the following hypotheses:

Hla: ESG practices decrease firm risks.
H1b: ESGC increase firm risks.

The Moderating Effects of ESGC

Based on the theoretical arguments mentioned previously, firms with controversial corporate
issues undermine their good relationships with stakeholders. Negative market news not only
damages the firm’s reputation and stakeholder relationships but also has the potential to increase
firm risks. As a result, firms may engage in ESG due to the pressure exerted by stakeholders.
Based on the legitimacy theory, firms may engage in ‘symbolic’ ESG to positively influence
stakeholders’ perception of corporate social expectations rather than to reduce environmental and
social damage (Li et al., 2019; Brammer & Pavellin, 2006). Li et al. (2019) state that corporate
controversy may induce firms to engage in corporate sustainable activities. They also state that
controversies often put firms’ reputation at risk; thus, managers may engage in increased CSR
activities to show that they are doing something good and regain their legitimacy among
stakeholders. That being the case, it can be hypothesised that when firms are facing
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controversies, they tend to be more aggressive in their ESG activities. This tends to indicate that
ESG activities become a positive function of ESGC. This idea is consistent with those of Aouadi
and Marsat (2018), Nirino et al. (2021), and Lee and Isa (2024). Because of this relationship, this
study proposes that ESGC plays a moderating role on the ESG-risk relationship. Thus, the
following hypothesis is proposed:

H2: ESGC positively moderates the negative ESG-risk relationship.

The Moderating Effect of Shari‘ah Screening

Despite the growing literature in Islamic finance, research on Shari‘ah screening and ESG is
scarce (Hassan et al., 2023). Shari ah screening is a process to identify Shari‘ah-compliant firms.
This study uses Shari‘ah screening of the MSCI World Islamic Index, which applies across all
countries. The MSCI Shari‘ah screening involves two criteria: business activity screening and
financial screening. Within business activity screening, companies are not allowed to directly
derive more than 5 per cent of their revenue from industries prohibited by Islamic law, which
include alcohol, tobacco, cannabis, pork, interest-based financial services, weaponry, gambling,
music, hotel, cinema and adult entertainment. Under financial screening, firms are not allowed to
carry conventional debt, or cash plus interest-bearing securities, or cash plus account receivables
in excess of 33 per cent of total assets. A firm is deemed to be Shari‘ah compliant when both
criteria are fulfilled. According to Williams and Zinkin (2010), there are no conflicts between
Shari‘ah principles and ESG practices. Qoyum et al. (2022) find that Shari‘ah-compliant firms
have better ESG compared to Shari‘ah non-compliant firms. Shari‘ah-compliant firms also need
to avoid investing in excessively risky projects. Durand et al. (2013) and Cheong (2021) find that
firms that are Shari‘ah compliant have lower risk.

Ali and Al-Owaihan (2008) state that Shari‘ah principles also strongly emphasise
transparency towards stakeholders. Through transparent operations, Shari‘ah-compliant firms are
able to show lower fraudulent accounting and better earnings management and forecasting of
errors (Alsaadi et al., 2017). Further, Shari‘ah-compliant firms are strongly connected with
business ethics. Charfeddine et al. (2016) stress that both Shari‘ah screening and ESG focus on
ethical business practices. Further, Erragragui and Revelli (2016) state that Shari‘ah screening is
associated with social and environmental sustainability aspects. The discussions seem to point
out that Shari‘ah-compliant firms are more inclined to have a greater involvement in ESG
compared to Shari‘ah non-compliant firms. Therefore, it can be hypothesised that Shari‘ah
screening would have a negative moderating (risk-reducing) effect on the negative ESG-risk
relationship. In a similar vein, this study argues that Shari‘ah screening would also have a
negative moderating effect on the positive ESGC-risk relationship. Therefore, the following
hypotheses are proposed:

H3a: Shari ah screening negatively moderates the negative ESG-risk relationship.
H3b: Shari‘ah screening negatively moderates the positive ESGC-risk relationship.

The Moderating Effect of Legal Origins

The institutional theory emphasises the importance of legal laws, rules and regulations,
constitutions, etc., in shaping firms’ operations and their inclination towards involvement in ESG
activities (North, 1991). A country’s legal system falls under one of two categories: if it
originates from the civil law system it is referred to as practising a civil law legal system,
whereas if it originates from the common law system it is referred to as practising the common
law legal system (La Porta et al., 1998). Countries with civil law legal origins are known to be
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more inclined towards fulfilling their various stakeholders’ interests, not just those of
shareholders. This orientation naturally paves the way for engagement in ESG activities. Kim et
al. (2015), Jo et al. (2016) and Becchetti et al. (2020) find that, on average, CSR scores of
companies operating in civil law countries are significantly greater than those in common law
countries. On the other hand, La Porta et al. (2008) state that countries with common law legal
origins tend to be shareholder-oriented. Liang and Renneboog (2017) and Harjoto et al. (2021)
indicate that firms in common law countries are more shareholder-oriented and favour
shareholder protection. This tends to suggest that firms in common law countries are less open to
ESG practices.

The above discussions tend to indicate that a country’s legal system has an impact on the
extent of firm engagement in ESG activities (DasGupta & Roy, 2023). Correspondingly, it can
be argued that the legal system also has an impact on ESGC events. Benlemlih and Girerd-Potin
(2017) state that the negative relationship between CSR and firm risks is stronger in civil law
countries (stakeholder-oriented countries) than in common law countries. Since it is expected
that firms in the civil law system are more inclined to engage in ESG practices and reduce risk,
they are also more prone to ESGC events. Thus, the legal origins can moderate the negative
ESG-risk relationship as well as the positive ESGC-risk relationship. Consequently, this study
formulates the following hypotheses:

H4a: Civil law legal system negatively moderates the negative ESG-risk relationship.
H4b: Civil law legal system negatively moderates the positive ESGC-risk relationship.

DATA AND METHODOLOGY

Data

For this study, the list of emerging markets is taken from the MSCI website. ESG and ESGC
data are obtained from the Refinitiv Eikon database. The firm-level financial data are obtained
from Refinitiv Datastream. All emerging markets based on the MSCI classification that have the
required data, i.e. ESG, ESGC and financial data, in the database are included. The final sample
excluded financial firms and firms with missing values. Markets that have less than five firms are
also excluded. The final sample consists of 522 firms from 16 countries. This selection procedure
allows us to obtain a balanced panel sample. The final sample consists of 4,698 firm-year
observations over the period 2013-2021. The firms are then cross-checked with the list of the
MSCI World Islamic Index to determine the Shari‘ah-compliance status of the company.

Table 1 presents the distribution of the final sample by country, legal origin, and industry
type. Panel A shows that most emerging markets have a civil law system. Shari‘ah-compliant
firms seem to be outnumbered by Shari‘ah non-compliant firms in most countries. The largest
representations are from China (16.67%), South Africa (13.22%), and India (10.15%). Panel B
shows that the industry with the greatest sample is metal and mining (11.88%), food and
beverage (9.77%), and oil and gas (7.66%). Industries with the highest average total assets values
are industrial, and oil and gas.

Regression Variables
Dependent Variables
Following Chollet and Sandwidi (2018), and Hassan et al. (2021), this study uses three measures
of firm risk. These are:
1. Total risk: This refers to stock price volatility. It is measured by the standard deviation of
monthly returns for the previous twelve months.
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2. Systematic risk: The firm’s beta of a fiscal year is estimated using the market model.
Specifically, monthly stock returns are regressed against the local market index for the
preceding twelve-month period.

3. Idiosyncratic risk: This risk reflects variation in stock returns due to firm-specific forces,
unexplained by the systematic risk. Idiosyncratic risk is the standard deviation of the
residuals from the market model.

Table 1: Sample Description by Country, Legal Origin, Shari‘ah Compliance and Industry

Panel A: Firm Status Panel B: Average Total Assets (in USD million)
No. % Shari‘ah- Shari‘ah Industry No. % |Average Total
of Compliant Non- of Assets
Obs. Compliant Obs.
Civil Law Metals and Mining 62 | 11.88 14,010
China 87 16.67 13 74 Food and beverage 51 | 9.77 6,885
South 51 9.77 19 32 Oil and gas 40 | 7.66 57,064
Korea
Taiwan 51 9.77 12 39 Electricity 38 | 7.28 22,769
Brazil 49 9.39 3 46 Telecommunications 34 | 6,51 11,508
Colombia 32 6.13 5 27 Tech. hardware and 34 | 651 22,120
software
Russia 24 4.60 0 24 Transportation 28 | 5.36 14,466
Thailand 17 3.26 3 14 Automobiles and 26 | 4.98 30,825
parts
Chile 16 3.06 4 12 Industrials 23 | 441 59,304
Turkey 16 3.06 4 12 Consumer goods 23 | 4.41 3,878
Poland 15 2.87 3 12 Travel and leisure 22 | 421 9,605
Indonesia 10 1.92 5 5 Chemicals 21 | 4.02 9,797
Philippines 7 1.34 1 6 Pharmaceuticals 19 | 3.64 5,666
Greece 6 1.15 0 6 Constructions and 31 | 5.94 10,935
materials
Subtotal 381 | 72.99 72 309 Electronic equipment 18 | 3.45 13,980
General retailer 15 | 2.87 5,710
Common Law Consumer services 10 1.92 4,327
South 69 13.22 9 60 Manufacturing 8 1.53 16,546
Africa
India 53 10.15 27 26 Healthcare 7 1.34 3,123
Malaysia 19 3.64 14 5 Shipping 6 1.15 17,476
Subtotal 141 | 27.01 50 91 Forestry and paper 6 1.15 9,651
Total 522 100 122 400 Total 522 | 100

Source: Authors’ own

Independent Variables
The main independent variables are ESG, ESGC, Shari'ah dummy and civil law dummy
variables, and their interaction terms.

The ESG and ESGC scores are obtained from the Refinitiv Eikon database. The ESG
score is calculated by averaging the individual scores of ESG in the database. The scores range
from 0 to 100, where 0 indicates no commitment to ESG and 100 indicates the highest level of
ESG performance.

The ESGC score is based on 23 ESG controversial topics in the database. These include
violations of human rights, the environment, working conditions, consumers, and so on
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(Refinitiv, 2022). Refinitiv takes into account negative media stories; for example, legislation
disputes, fines and lawsuits. If a scandal occurs, the firm involved is penalised, and this affects
the ESG controversy score. ESG controversy scores range from 0 to 100; firms with no
controversy will get a score of 100. Following Aouadi and Marsat (2018), this study multiplies
the ESGC score by (-1). In this way, the interpretation becomes easier where a higher score
means more controversies.

Control Variables
Following Hassan et al. (2021) and Farah et al. (2021), this study controls for firm-level

variables that may influence firm risk. The variables are as follows:
1. Firm size, represented by total assets.
2. Profitability, represented by return on asset (ROA)
3. Leverage, represented by the ratio of total debt to total asset
4. Firm value, represented by the ratio of market to book value (MTB)
5. Liquidity, represented by the current ratio, which is the ratio of current assets to current

liability.

Table 2 defines all variables and their expected signs.

Table 2: Definition of Variables

Variable Definition/Measurement Expected
Sign
Total risk Annualised standard deviation of monthly return for the previous 12
months.
Systematic risk This is the beta coefficient of the market model regression. The regression
runs monthly returns against their respective market index for the previous
12 months.
Idiosyncratic risk Annualised residual standard deviation of the above market model.
ESG Average of ESG scores from the Refinitiv database. -
ESGC ESGC score extracted from Refinitiv database. The score ranges from 0 to +
100. A score of 100 means no controversy.
Shar1'ah Dummy variable, equals 1 if the firm is Shari‘ah-compliant and 0 -
otherwise
ESG*Shari‘ah The interaction term between ESG and Shart ah.
ESGC*Shart ah The interaction term between ESGC and Shar1 ah.
Civil A dummy variable equal to 1 for firms operating in a civil law country and +/-
0 otherwise.
ESG*civil Interaction of ESG with the civil dummy variable. -
ESGC*civil Interaction of ESGC with the civil dummy variable. -
LnTA (Total assets) Natural logarithm of total assets +/-
ROA (Return on assets) Net income divides total assets +/-
Leverage Leverage ratio calculated as total debt of a firm scaled by total assets. +
MTB (Market-to-book) Market value of assets divided book value of assets. +/-
Liquidity Total current assets divided total current liabilities. +

Source: Authors’ own

Model Specification

Following the methods used by previous studies such as Galletta and Mazzu (2023) and Wu et
al. (2023), we test the above hypothesis using pooled ordinary least squares (OLS) regression on
a basic equation followed by extended equations. To test hypotheses la and 1b, the following
basic model is estimated:
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Risk;; = Bo + B1ESG; ¢+ + PESGC; ¢ + Y=y Spcontrolyy + @; + v + w; + &4 @

where Risk is the dependent variable (idiosyncratic risk, total risk, and systematic risk); ESG is
the calculated ESG score, ESGC is the transformed score, Control is the set of firm-specific
control variables, Sy is a constant term and o;, v, ®;, are industry, time and country fixed effects,
and ¢;; is the error term. Non-binary variables are lagged by one fiscal year to reduce possible
endogeneity concerns. Equation (1) is estimated using pooled OLS with standard errors adjusted
for heteroskedasticity and clustering by firm.

To test hypothesis 2, the following regression Equation (2) is run, which includes ESGC
dummy variable and the interaction term in the explanatory variables. ESGC firms are divided
into five categories based on the intensity of their respective ESGC scores. The five categories
are labelled as ESGC_dum1 to ESGC_dumb5, where category 1 has the lowest controversy score
while category 5 has the greatest controversy score. The interaction term (ESGC_dum*ESG) is
used to test the moderating role of ESGC in influencing the ESG-risk relationship.

Rl'Ski,t =
Bo + BLESG;; + B,ESGC_dum;; + f3ESGC_dum = ESG; ; + (2)
k=1 Orcontroliye + i +ve + wi + €

Hypotheses 3 and 4 focus on the moderating effects of Shari‘ah screening and legal origins on
the relationship of ESG-risk, and ESGC-risk respectively. Equation (3) is used to test these
relationships.
RiSki,t = ,80 + ,BlESGi’t + ﬁzESGCi,t + ﬁ3Mth + ﬂ4ESGi,t * Mth + ﬁsESGCl"t *
MV + X3iq Skcontrolyye + @; + v + w; + €t (3)

Here, MV represents the moderating variables, which are Shari‘ah screening (Shari‘ah) and legal
origins (civil).

RESULTS AND DISCUSSION

Descriptive Statistics and Correlations

Table 3 presents the summary statistics of variables used in this study for the full sample and
sub-samples. Column 1 shows the whole sample mean of total risk is 0.089, systematic risk is
0.943, and idiosyncratic risk is 0.085, respectively. The values of these variables fall within the
bounds of estimates reported in previous studies (Hassan et al., 2021; Chollet & Sandwidi,
2018). The mean of ESG and ESGC are 52.389 and 90.346, respectively.

Columns 2 and 3 in Table 3 show that Shari‘ah-compliant firms have lower firm risk
compared to Shari‘ah non-compliant firms. This preliminary result supports the argument that
Shari‘ah screening reduces firm risks. The table also indicates that Shari‘ah-compliant firms
have a higher ESG score and a lower ESGC score compared to Shari‘ah non-compliant firms.
This means Shari‘ah-compliant firms, in general, are more active in ESG activities while at the
same time having fewer incidents of controversies compared to Shari‘ah non-compliant firms.
As for legal origins, Columns 4 and 5 in Table 3 show that companies operating in civil law
countries, on average, exhibit slightly greater risk compared to those operating in the common
law system. Looking at ESG and ESGC, on average, firms in civil law countries are more active
in ESG activities and have fewer controversies compared to those in common law countries.
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To check for possible multicollinearity in the regression, we run pairwise Pearson
correlation coefficients for all variables. The results are reported in Table 4. Overall, the
correlation coefficients among explanatory variables in Table 4 may be considered weak and all
variance inflation factor (VIF) scores are less than 5; this suggests that our models are unlikely to
suffer from multicollinearity problems. It should be noted that Table 4 also shows that ESG is
negatively related to all risks, while ESGC is positively related to risks. These are preliminary
evidence that ESG serves to mitigate risks while the opposite goes for ESGC. Interestingly, ESG
and ESGC are positively correlated, which means that as firms engage in more ESG activities
they also face higher incidents of controversies.

Regression Results

ESG, ESGC and Firm Risk

Table 5 presents the results of the pooled OLS regression Equation (1). The table shows that
ESG is negatively related to all types of risk. This is consistent with the expectation that ESG
activities act as a mitigating factor in reducing the level of firm risks. This finding is consistent
with Hassan et al. (2021). Thus, H1a is supported.

With regard to ESGC, as predicted, the coefficient is positive across all three measures of
firm risk. The ESGC effect is strongest for the idiosyncratic risk. This is consistent with the
argument that firm controversies are usually confined to a particular firm or industry, and hence,
it is captured by the idiosyncratic risk. The result supports H1b. This evidence is consistent with
the findings of Kdlbel et al. (2017), who report that ESGCs translate into financial risk.

With reference to control variables, the coefficients offer some important insights. For
instance, firm size (LnTA) is negative with both idiosyncratic risk and total risk but positive with
systematic risk. This shows that large firms are more vulnerable to undiversified volatility. This
is in line with Sila et al. (2016) and Hassan et al. (2021). ROA appears to be negatively
associated with all risk measures. This is consistent with evidence from Farah et al. (2021),
where firms with higher returns experience less risk. For leverage, there is a positive association
across all risk measures. This implies that more debt increases companies’ fragility (Sila et al.,
2016; Farah et al., 2021; Schiemann & Tietmeyer, 2022). Looking at the MTB, the results show
it is positively related to total risk and systematic risk, which is consistent with the findings of
Benlemlih & Girerd-Potin (2017).
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N=522 N=122 N=400 N=381 N=141 Difference | Differencesin
Full Sample Shari‘ah-Compliant Shari‘ah Civil Law Common Law s in Mean Mean
D Firms Non-Compliant 4) (5)
(2 Firms (2)-©) -
3)

Variables Mean S.D. Mean S.D. Mean S.D. Mean S.D. Mean S.D.
Total risk 0.089 0.053 0.078 0.039 0.093 0.056 0.090 0.051 0.086 0.056 -0.015%** 0.004**
Systematic risk 0.943 0.456 0.897 0.377 0.956 0.474 0.986 0.448 0.844 0.455 -0.059*** 0.142***
Idiosyncratic risk 0.085 0.116 0.081 0.079 0.087 0.124 0.086 0.127 0.084 0.083 | -0.006 0.002
ESG 52.389 18.041 55.428 17.912 52.185 | 17.650 | 55.603 16.36 53.064 | 18.692 | 3.243*** 2.539***
ESGC -90.346 22.850 -91.421 21.752 -86.663| 25.928 | -92.066 | 20.973 | -86.482 | 26.178 | 4.758*** 5.584***
Total assets 18,784 6,194 20,320 49,883 18,340 | 65,018 | 23,512 | 73,317 | 21,755 | 30,050 1,980 1.757%**
(USD million)
ROA 6.919 6.971 9.004 7.061 6.371 6.929 6.417 6.434 8.194 8.130 2.633*** -1.777%%*
Leverage 27.210 16.792 17.628 9.646 29.973 | 17.37 28.452 | 16.515 | 24.386 | 17.023 | -12.345*** 4.066**
Market-to-book 2.926 4.311 3.832 5.339 2.665 3.929 2.568 3.907 3.738 5.018 1.167*** -1.170***
Liquidity 1.625 1.190 1.761 1.012 1.582 1.233 1.595 1.192 1.686 1.181 0.179*** -0.091**
Source: Authors’ own
Table 4: Correlation Matrix
Variables VIF 1 2 3 4 5 6 7 8 9 10
1. Total risk 1
2. Systematic risk 0.320 1
3. Idiosyncratic risk 0.338 0.141 1
4. ESGC 1.060 0.091 0.037 0.038 1
5. ESG 1.050 -0.041 -0.052 -0.048 0.159 1
6. Total assets 1.040 -0.117 0.142 -0.024 0.132 0.241 1
7. ROA 1.400 -0.190 -0.228 -0.094 -0.058 0.017 -0.069 1
8. Leverage 1.150 0.109 0.120 0.025 0.050 0.027 0.020 -0.327 1
9. MTB 1.260 -0.076 -0.149 -0.029 -0.020 0.019 -0.089 0.442 -0.070 1
10. Liquidity 1.040 -0.011 -0.032 -0.007 -0.047 -0.072 -0.107 0.230 -0.324 -0.039 1
Mean VIF 1.140

Note: Coefficients in bold indicate significance at the 5% level

Source: Authors’ own
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Table 5: Baseline Regression Results of ESG and ESGC on Firm Risks (Regression Equation 1)

Total Risk Systematic Risk Idiosyncratic Risk
ESG -0.005*** -0.009** -0.016**
(-2.794) (-2.383) (-2.247)
ESGC 0.016*** 0.008* 0.021***
(5.995) (1.725) (3.402)
LnTA -0.003*** 0.025*** -0.004***
(-6.785) (6.123) (-2.640)
ROA -0.001*** -0.011*** -0.001***
(-10.866) (-10.744) (-5.067)
Leverage 0.023*** 0.182*** 0.028**
(3.437) (4.480) (2.056)
MTB 0.005** 0.004*** 0.001
(2.090) (2.680) (1.115)
Liquidity 0.001 -0.002 0.002
(0.979) (-0.310) (0.612)
Constant 0.199*** 0.881*** 0.217***
(15.014) (7.656) (6.815)
Industry fixed effect Yes Yes Yes
Year fixed effect Yes Yes Yes
Country fixed effect Yes Yes Yes
No. of pooled observations 4,689 4,689 4,689
R-squared 0.217 0.211 0.112
F-statistic 47.927 46.055 22.193

Note: ***, ** and * indicate significance at the 1%, 5%, and 10% levels.
Source: Authors’ own

Moderating Effects of ESGC

Table 6 presents the results for regression Equation (2) that divides the ESGC sample into
five categories, ranging from very low controversies (category 1) to very high controversies
(category 5). The results in Table 6 indicate that only high categories (categories 4 and 5) of
ESGC are related to risks, and so are the interaction terms. Further, Table 6 provides more
detailed information on the nature of ESG-risk and ESGC-risk relationships. It tells us the
relationships are significant only for firms with high levels of controversies, while there is no
effect on risk for firms with low levels of controversies. The interaction terms between ESGC
and ESG indicate a similar behaviour, that is, only for firms in high categories of
controversies that ESGC significantly act as a moderating element in the ESG-risk
relationship. Hypothesis 2 which says ESGC positively moderates the ESG-risk relationship
is therefore partially supported.

Moderating Effects of Shart ‘ah Screening

Panel A of Table 7 presents the regression results with Shari‘ah screening and its interaction
term in the independent variables. The results indicate that Shari‘ah screening is negatively
associated with risk. This means that Shari‘ah-compliant firms would have a lower risk
compared to Shari‘ah non-compliant firms. This is true for all types of risks. Concerning the
interaction term of ESG*SharT ah, the coefficient is negative for total risk and idiosyncratic
risk. The negative coefficient of the interaction term with total risk suggests that the risk
mitigating effect of ESG is enhanced for Shari‘ah-compliant firms. Therefore, hypothesis 3a
is supported. The coefficient of ESGC*Shari ah is negative but only significant for total risk;
the relationship is insignificant with systematic and idiosyncratic risks. So, hypothesis 3b is
weakly supported. It can, therefore, be concluded that Shari‘ah screening has a weak
moderating role in the relationship between ESGC and risk.
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ression Categories of ESGC on Risk (Regression Equation 2)

Panel A: Total Risk

Panel B: Systematic Risk

Panel C: Idiosyncratic Risk

)] 2 ®) (4 ®) (6) (7) (8) 9) (10) (11) (12) (13) (14) (15)
ESG -0.004** -0.005**| -0.009** | -0.006** | -0.010**| -0.010***-0.012*** [-0.009*** | -0.007***-0.011*** -0.009** [-0.017** [-0.013** [-0.010** |-0.013**
(2.256) | (-2.285) | (-2.332) | (-2.146) | (2.188) (-4.257) (-4.327) (-4.353) | (-4.357) |[(-4.438) | (-1.988) | (2.085) | (-2.055) | (-2.199) | (-2.030)
ESGC_duml -0.008 -0.317 0.190
(-0.876) (-0.714) (1.632)
ESGC_dum2 0.011 0.045 0.084
(0.643) (0.283) (1.471)
ESGC_dum3 0.009 0.031 -0.029
(0.646) (0.798) (-0.848)
ESGC_dum4 0.037* 0.286 0.010**
(1.681) (0.889) (2.168)
ESGC_dum5 0.099** 0.092 0.028*
(2.445) (0.653) (1.850)
ESGC_dum1*ESG -0.002 0.052 -0.045
(-0.990) (0.475) (-1.538)
ESGC_dum2*ESG 0.005 0.001 0.019
(0.749) (0.023) (1.321)
ESGC_dum3*ESG 0.010 0.003 0.006
(0.698) (0.948) (0.663)
ESGC_dum4*ESG 0.007* 0.036 0.020*
(1.801) (0.434) (1.717)
ESGC_dum5*ESG 0.022** 0.042 0.036**
(2.066) (0.653) (1.993)
Constant 0.149***| 0.152***| 0.150*** | 0.156*** | 0.154***| 0.743*** | 0.781*** | 0.758*** | 0.764***| 0.786*** 0.151*** 0.149***| 0.154*** 0.160***| 0.151***
(14.044) | (13.919) | (14.035) | (14.118) | (14.393) | (8.078) (8.829) (8.200) (8.339) | (8.567) | (5.937) | (5.689) | (6.021) | (6.205) | (5.944)
Control variables Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes
Industry, year and country fixed effect Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes
R-squared 0.212 0.211 0.212 0.214 0.216 0.210 0.211 0.209 0.215 0.212 0.164 0.165 0.163 0.170 0.164
F-statistic 44,695 44,681 44.690 45.280 45,745 44,593 44,625 44.320 45.470 44,798 21.450 21.477 21.377 22.811 21.345
No. of pooled obs. 4,689 4,689 4,689 4,689 4,689 4,689 4,689 4,689 4,689 4,689 4,689 4,689 4,689 4,689 4,689

Note: The main independent variables are interaction terms that capture the differences between firms with no controversy and firms with various levels of controversy.
*** **and * indicate significance at the 1%, 5%, and 10% levels.

Source: Authors’ own
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Moderating Effects of Legal Origin

Panel B of Table 7 presents the regression results with the legal origin and its interaction term in
the independent variables. The results show that the civil law system has a negative coefficient
for all types of risk. This means that firms operating in the civil law environment would have
lower risks compared to companies in the common law system. This implies that companies
operating under civil law tend to engage in more ESG activities due to expectations for such
behaviour from stakeholders. Additionally, the interaction term of ESG*civil is negatively
associated with both systematic risk and total risk. This means the legal system has the effect of
reducing the ESG-risk relationship. Thus, H4a is supported.

Interestingly, these results indicate that the coefficients for the interaction terms
ESGC*Civil are all negative. This means the country’s legal system has an effective role in
moderating the ESGC-risk relationship. It can be argued that this is due to the civil law
framework, which is stakeholder-oriented; hence, investors would have expectations that firms
facing controversies would engage in increased ESG initiatives to overcome the negative impact;
hence, the negative moderating impact of the civil law system on the ESGC-risk relationship.
Therefore, H4b is supported.

Table 7: Regression Results: Moderating Effects of Shari‘ah-screening and Legal Origins

(Regression Equation 3)
Panel A: Shari‘ah compliance Pane B: Civil Law
Total Risk Systematic Idiosyncratic Total Systematic Idiosyncratic
Risk Risk Risk Risk Risk
ESG -0.021*** -0.023*** -0.038** -0.008*** -0.011** -0.022**
(-4.336) (-4.378) (-3.448) (-2.743) (-2.108) (-2.335)
ESGC 0.010%*** 0.014* 0.031*** 0.013*** 0.019* 0.036**
(6.146) (1.936) (3.585) (6.144) (1.864) (2.217)
SharT‘ah -0.086*** -0.109* -0.176***
(-3.815) (-1.827) (-3.260)
ESG*Shari‘ah -0.034*** -0.051 -0.075***
(-3.422) (-1.441) (-3.534)
ESGC*SharT ah -0.005* -0.038 -0.010
(-1.676) (-1.437) (-1.451)
Civil -0.028** -0.042* -0.031*
(-1.979) (-1.740) (-1.682)
ESG*Civil -0.014** -0.046** -0.014
(-3.510) (-2.288) (-1.416)
ESGC*Civil -0.009*** -0.010** -0.005**
(-3.339) (-2.414) (-2.326)
Constant 0.220%*** 0.987*** 0.277*** 0.148*** 0.805*** 0.160***
(14.884) (7.699) (7.814) (7.652) (4.807) (3.436)
Control variables Yes Yes Yes Yes Yes Yes
Industry, year and Yes Yes Yes Yes Yes Yes
country fixed effect
R-squared 0.222 0.217 0.172 0.224 0.220 0.166
F-statistic 39.061 37.999 20.520 44.241 43.837 20.994
No. of pooled obs. 4,689 4,689 4,689 4,689 4,689 4,689

Note: *** ** and * denote significance at the 1%, 5%, and 10% levels.
Source: Authors’ own
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Endogeneity Test
In running the above regression, this study has taken some precautions, such as including firm-
level control variables and using lagged explanatory variables to reduce the possibility of
endogeneity issues. However, endogeneity and omitted variables bias might still exist and could
weaken the results. To address this problem, this study further refines the treatment of
endogeneity by rerunning the analysis using a two-step system generalised model of moment
(SYS-GMM). This technique has been employed by many previous studies, such as Emma and
Jennifer (2021), Wu et al. (2023), and Galletta and Mazzu (2023). Emma and Jennifer (2021)
state that GMM not only solves the possible endogeneity problem but by employing lagged
values as suitable instruments, also controls for heteroskedasticity and autocorrelation issues.
The endogeneity test analysis is based on Equation (1) as given in the model specification
section. To check the consistency of the SYS-GMM estimator, this study uses two diagnostic
tests. Firstly, it uses the second-order autocorrelation (AR2) test for the error term, which tests
the null (HO) of the non-existence of AR2. Secondly, it uses the Sargan/Hansen test of over-
identifying restrictions, which checks the null (HO) of overall instruments validity. Table 8
reports the results of the SYS-GMM estimation of Equation (1). The validity of the instruments
has been confirmed by the Sargan and Hansen test, showing that the instruments are valid for the
model. The p-value of AR(2) is greater than 0.05 indicating that there is no second order
correlation. The AR2 tests and Sargan/Hansen test indicate that the model is validated. The
results in Table 8 show that the coefficient of ESG and ESGC is qualitatively similar to those in
Table 5, indicating that ESG is negatively associated with risk and that ESGC is positively
associated with risk. This is consistent with the pooled OLS results. Thus, the endogeneity
problems are not likely to affect the findings in the regression results.

Table 8: Regression Results of ESG and ESGC on Firm Risks: SYS-GMM Model

Total Risk Systematic Risk Idiosyncratic Risk

ESG -0.049** -0.031* -0.058**

(-4.765) (-1.802) (-2.219)
ESGC 0.066*** 0.042* 0.080**

(3.747) (1.833) (2.131)
LnTA -0.006*** 0.009* -0.003**

(-4.507) (1.859) (-2.018)
ROA -0.001** -0.005** -0.002*

(-2.758) (-2.274) (-1.933)
Leverage 0.002** 0.001** 0.001*

(2.250) (0.286) (1.929)
MTB 0.003 0.011** 0.001

(1.248) (1.973) (0.606)
Liquidity 0.002 -0.004 0.005

(1.077) (-0.458) (1.356)
Total risk; 0.260***

(5.263)
Systematic risk., 0.516***

(29.015)
Idiosyncratic risk;., 0.736***
(4.532)

Constant 0.136** 0.628* 0.078*

(1.983) (1.696) (1.818)
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Table 8: Regression Results of ESG and ESGC on Firm Risks: SYS-GMM Model (Cont.)

Total Risk Systematic Risk Idiosyncratic Risk

Industry fixed effect Yes Yes Yes
Year fixed effect Yes Yes Yes
Country fixed effect Yes Yes Yes
No. of pooled obs. 4,689 4,689 4,689
Model fits:

F-statistic 15.010 53.270 21.950
AR(1): P-value 0.000 0.000 0.000
AR(2): P-value 0.195 0.206 0.117
Sargan’s test of over Restrictions Prob > chi® 0.000 0.000 0.008
Hansen J-statistics: P-value 0.562 0.744 0.250
No. of instruments 80 80 80

Note: *** ** and * indicate significance at the 1%, 5%, and 10% levels.
Source: Authors’ own

CONCLUSION

The objective of this study is to examine the impact of ESG and ESGC (corporate controversies)
on firm risk. The study also examines the moderating role of Shari‘ah screening and legal origins
over these relationships. Using a balanced sample of 522 firms from 16 emerging countries
covering the period 2013-2021, the findings show that ESG is negatively related to risk while
ESGC is positively related. This means ESG reduces risks while ESGC increases risks. The
study also finds that Shari‘ah-compliant firms have lower risk than Shari‘ah non-compliant firms
and companies operating in a civil law system have lower risk than those in common law
systems. Both Shari‘ah screening and the legal system play effective roles in negatively
moderating the ESG-risk and ESGC-risk relationships. The results of this study thus lead to
important implications:

1.

143

The study’s findings underscore the importance of having an ESG blueprint by all
governments in emerging markets; they need to beef up their ESG strategies in various
aspects of firms’ operations in order for firms to succeed in the global competitive
environment. In countries like Malaysia, it has been made mandatory for listed firms to
disclose a Sustainability Statement in their annual reports detailing their management of
material economic, environmental and social risks and opportunities.

In relation to developing global Islamic finance, policymakers need to be mindful of the
importance of the Shari‘ah-ESG linkage and imbed this relationship in their strategic
development blueprints. Efforts to incorporate ESG in Islamic finance are currently
undergoing. For example, there is great demand for ESG sukik, where issuers are
leveraging on the rising global investor demand for green, sustainable and social bonds in
markets such as the Gulf Cooperation Council (GCC), Malaysia, Indonesia, Tirkiye and
Pakistan (Al-Natoor, 2022). The rest of the Islamic finance markets should follow suit.
Our evidence indicates that ESG reduces firm risks and the risk reduction is stronger
when integrating with Shari‘ah screening. This suggests the importance of integrating
ESG and Shari‘ah principles into business operations, as this can align firms towards
sustainability goals while reducing risks. Regulators and policymakers in emerging
economies can leverage on these findings to promote and create more awareness, adopt
responsible practices by incorporating ESG considerations, and foster sustainable
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practices. Adopting Shari‘ah screening can support the development of Islamic finance
and contribute to more resilient and sustainable financial markets.

One possible limitation of the current study is its focus on emerging markets, hence limiting the
generalisation of the findings. Future studies may address this issue by incorporating both
developed and emerging markets for comparative analysis. In this way, it will be known if there
are any meaningful differences in ESG, ESGC and risk behaviour between these markets.
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