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Abstract 
 

Over the past few decades, the landscape of mandatory ESG reporƟng has undergone significant 
changes and developments. Various governments and regulatory enƟƟes, such as stock exchanges, 
have mandated ESG performance disclosure reporƟng for firms. This evolving landscape has 
increasingly brought more firms under the scope of mandatory ESG reporƟng. 

This thesis invesƟgates the impact of local mandatory ESG reporƟng regulaƟons on the cost of equity 
capital for firms. UƟlizing a staggered difference-in-difference methodology, the study analyses data 
from 10 countries over the period spanning from 1998 to 2018. The findings reveal an average increase 
in the cost of equity for firms following the introducƟon of mandatory ESG reporƟng. However, when 
subjected to various robustness tests, these findings do not provide conclusive evidence on the 
relaƟonship between mandatory ESG reporƟng and the cost of capital. 

AddiƟonally, the thesis conducts a comparaƟve analysis to examine the differenƟal reacƟons based on 
the legal regimes of countries, specifically common law and civil law. The results indicate that 
mandatory ESG disclosure has varying impacts: in common law countries, it leads to a decrease in the 
cost of equity capital, while in civil law countries, findings show significant and robust evidence 
suggesƟng an increase in the cost of equity capital for firms. 

 

Keywords: Mandatory ESG reporƟng – Cost of capital – Legal regimes – CAPM – Corporate Social 
Responsibility 
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Introduction 

The importance of environmental, social, and governance (ESG) disclosure has grown significantly over 
the past decades, driven by societal, environmental, and corporate governance challenges. Incidents 
such as the Lehman Brothers scandal and the Cambridge AnalyƟca data misuse have underscored the 
need for greater transparency and accountability within corporaƟons. The Business Roundtable, an 
influenƟal associaƟon of chief execuƟve officers (CEOs) from leading U.S. companies, issued a 
statement in 2019 that further highlighted the shiŌ towards stakeholder-centric corporate governance, 
emphasizing the importance of ESG factors in business operaƟons. 

 

“Each of our stakeholders is essenƟal. We commit to deliver value to all of them, for the future success 
of our companies, our communiƟes and our country.” (Business Roundtable, 2019) 

 

The concept of Corporate Social Responsibility (CSR) has been the focus of extensive scienƟfic research, 
which aims to idenƟfy its benefits and potenƟal disadvantages. CSR is defined as “corporate social 
acƟons whose purpose is to saƟsfy social needs” (Angelidis and Ibrahim, 1993). AlternaƟvely, CSR can 
be described as “the managerial consideraƟon of non-market forces or social aspects of corporate 
acƟvity outside a market or regulatory framework, including employee welfare, community programs, 
charitable donaƟons, and environmental protecƟon” (Carter et al., 2000). 

 

The primary stream of literature aims to determine whether CSR can enhance or diminish firm 
performance. A review of exisƟng research reveals that several studies suggest CSR can posiƟvely 
impact a firm's performance (McGuire et al., 1988; Wokutch and Spencer, 1987). Conversely, some 
research has found a negaƟve link between CSR and firm performance (Alexander and Buchholz, 1978). 
For example, Fisher-Vanden and Thorburn (2011), using an event study, observed negaƟve or 
insignificant stock price reacƟons to announcements of voluntary corporate green iniƟaƟves. Other 
studies present a more nuanced view, such as Servaes and Tamayo (2013), who found that CSR and 
firm performance are posiƟvely related in contexts of high customer awareness, proxied by adverƟsing 
expenditure. Ferrell, Liang, and Renneboog (2016) argue that the impact of CSR on firm value depends 
on management's incenƟves. Their research indicates that firms with good corporate governance 
engage more in CSR, which in turn enhances firm value. 

 

However, CSR reporƟng also raises challenges. The lack of standardized metrics and harmonized 
reporƟng procedures can make it difficult for stakeholders to compare firms' ESG performance 
effecƟvely. AddiƟonally, the voluntary nature of many current ESG reports raises concerns about the 
reliability and completeness of the disclosed informaƟon (Berg et al., 2022). In response to these 
challenges, governments, organizaƟons, and local authoriƟes worldwide have increasingly adopted 
standardized ESG disclosure reporƟng methods. Mandatory ESG disclosure, while sƟll evolving, 
generally refers to legal requirements set by governments or stock exchanges for firms to disclose non-
financial informaƟon according to pre-defined standards on their ESG pracƟces, risks and strategies. 
This disclosure aims to increase transparency, enhance the quality and consistency of non-financial 
reports, and encourage firms to engage in sustainable pracƟces (Christensen et al., 2021; Ioannou & 
Serafeim, 2011; Janicka et Sajnóg, 2022). 
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The impact of mandatory ESG reporƟng on various aspects of corporate performance has been a topic 
of extensive research and debate. Krueger et al. (2021) in their study highlight that, on average, the 
introducƟon of mandatory ESG disclosure reports is associated with higher stock liquidity. This finding 
suggests a potenƟal benefit in terms of market transparency and investor confidence. Moreover, 
MarƟnez and Vazquez (2023) examine the impact of mandatory ESG disclosure reporƟng on firm 
performance, measured by return on assets (ROA), in the case of private Swedish firms. Their findings 
indicate that mandatory ESG reporƟng enhances firm performance. This result aligns with the noƟon 
that increased transparency and accountability can lead to beƩer management pracƟces and 
operaƟonal efficiencies. 

Fiechter et al. (2022) in their research on the European Union's CSR DirecƟve (DirecƟve 2014/95) found 
that firms increased their CSR acƟviƟes following the direcƟve, especially those with previously low 
levels of CSR engagement. This regulaƟon also had a posiƟve effect in reducing greenwashing. However, 
the study noted that these increased CSR acƟviƟes were associated with negaƟve impacts on certain 
financial performance metrics, such as ROA and Tobin's Q raƟo. Therefore, contrasƟngly, there are 
arguments suggesƟng that ESG reporƟng might be detrimental to shareholder value.  The study from 
Grewal et al. (2021) for instance reports a negaƟve market reacƟon, with a -0.79% decline, following 
the introducƟon of mandatory ESG disclosure reporƟng. This indicates that the market might iniƟally 
view such regulaƟons unfavourably, potenƟally due to the perceived costs and increased scruƟny. The 
relaƟonship between the two variables is therefore not obvious ex ante, and prior research shows 
mixed findings. 

AddiƟonally, several scholars highlighted the consideraƟon country-specific factors when invesƟgaƟng 
the impact of mandatory ESG reporƟng (Ioannou et Serafeim, 2011), notably, the state of market 
development (Chen et al., 2024; Janicka & Sajnóg, 2022). Therefore, drawing on the extensive literature 
on "Law and Finance" by La Porta et al. (1997, 1998), which highlights the variaƟons in investor 
protecƟons across legal regimes, this thesis also examines how these legal differences influence the 
relaƟonship between mandatory ESG disclosure and the cost of equity. The findings from Renneboog 
and Liang (2017), and CasƟllo-Merino & Rodríguez-Pérez (2021) suggest that common law countries, 
with their weaker stakeholder protecƟons, might benefit more from mandatory ESG disclosure, while 
civil law countries, with their already high levels of CSR performance, might face increased costs due 
to compliance and disclosure of sensiƟve informaƟon. 

 

The mixed findings on the impact of mandatory ESG reporƟng underscore the complexity and the need 
for more comprehensive research. This thesis aims to contribute to the exisƟng literature by specifically 
studying the implicaƟons of mandatory ESG disclosure on the cost of equity—an important measure in 
the corporate finance world. AddiƟonally, by considering the legal framework and macroeconomic 
historical backgrounds of the countries in which firms operate, shaped by legal regimes – common law 
and civil law - this research seeks to provide a deeper understanding of the relaƟonship between 
mandatory ESG reporƟng and firm’s cost of equity. 

 

The following secƟons of this thesis are structured as follows. A literature review will outline the 
theoreƟcal framework and hypotheses for this thesis. It provides an in-depth review of exisƟng 
literature related to mandatory ESG reporƟng, Corporate Social Responsibility (CSR), and the cost of 
capital, and the ongoing debates in this area. It also establishes the basis for the hypotheses tested in 
this study. Then, a detailed explanaƟon of the data and methodology will be presented. This secƟon 
offers a detailed explanaƟon of the data collecƟon process and the methodology used. It describes the 
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sample selecƟon, variables, and econometric techniques applied to analyse the impact of mandatory 
ESG reporƟng on the cost of capital. The next secƟon presents an analysis of the empirical results. It 
details the findings from the empirical analyses and evaluates whether our hypotheses are confirmed 
or refuted based on those results. Then, a discussion of the findings, that addresses the implicaƟons 
for policymakers, firms, and investors, as well as the limitaƟons and suggesƟons for future research. 
Finally, the conclusion summarizes the key findings of the study.  
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Literature review and hypotheses development 

 
This literature review incorporates mulƟple studies conducted by prior researchers to outline the 
proposiƟon of the research quesƟon of this thesis and the hypotheses that follow. This secƟon begins 
with an exploraƟon of the literature regarding mandatory ESG (Environmental, Social, and Governance) 
disclosure as a preamble to the subsequent analysis. The ensuing segment delves into the outcomes 
of prior research elucidaƟng the correlaƟon between ESG iniƟaƟves of firms and their cost of capital. 
Consequently, it becomes perƟnent to establish the relaƟonship between mandatory ESG disclosure 
and the cost of capital. Furthermore, exisƟng literature highlights variaƟons in the response of investors 
and the broader market conƟngent upon legal frameworks. In light of this, an extension of the 
preceding invesƟgaƟon involves assessing the impact of mandatory ESG disclosure across two main 
legal regimes: common law and civil law. To accomplish this, the primary source of reference is drawn 
from the literature on Law and Finance by La Porta et al. (1996; 1997). 

 

 

1. Mandatory ESG Disclosure 
 

For several years now, the topic of ESG has been quite extensively explored and invesƟgated. This 
growing interest takes its origins in mulƟple societal and environmental changes that occurred these 
past decades. The occurrence of environmental incidents, the cases of governance scandals in large US 
and European corporaƟons are primary components of the demand from shareholders of more 
transparency and corporate governance within companies. We could cite for example the scandal of 
“Lehman Brothers” in the finance sector, sending an electric shock through capital markets, and 
spreading distrust in financial insƟtuƟons. The events of data collecƟon and their misuse with the 
scandal of “Cambridge AnalyƟca” can also be taken as an example, only creaƟng waves of distrust and 
pushing economic actors to rethink the behaviours of companies towards society. In 2019, the Business 
Roundtable made this ethical shiŌ even clearer when it issued a statement marking the importance of 
the stakeholders view in corporaƟons core businesses. 

In the next secƟons, the concept of mandatory ESG reporƟng will be explained in more depth. First, 
the definiƟon of mandatory ESG reporƟng will be explored. Then, the theories that have laid the 
groundwork for ESG efforts will be outlined and presented. Following this theoreƟcal background, the 
efforts made by governments and insƟtuƟons to promote and enforce ESG disclosure reporƟng for 
firms will be examined. 

 

1.1 ESG mandatory reporƟng definiƟon 
 

The topic of ESG mandatory disclosure is difficult to define with precision and exact terms as it is sƟll 
rather in its experimental and “infancy” phase. It is a concept in constant development. However, it is 
commonly agreed that mandatory ESG disclosure is a legal requirement established from either 
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governmental insƟtuƟons or stock exchanges for firms, usually of a certain size, to disclose, according 
to pre-defined reporƟng standards and metrics, non-financial informaƟon pertaining to environmental, 
social and governmental acƟviƟes, risks and policies (Christensen et al., 2021; Ioannou & Serafeim, 
2011; Janicka et Sajnóg, 2022). 

 

ESG mandatory disclosure can take many forms according to the area firms are operaƟng in, but it 
follows two main goals. Firstly, to push firms to disclose more informaƟon on their ESG pracƟces, using 
the double materiality concept, as well as increasing the quality and harmony in non-financial reports. 
Secondly, the aim is to encourage firms to engage in more organizaƟonal ESG pracƟces. Christensen et 
al. (2021b) discuss about these goals and separate them in two different approaches in terms of 
underlying purpose and double materiality standards: the narrow approach and the broad approach. 
The narrow approach focuses on informaƟon investors need and aims to "give investors what they 
want." The key criterion here is whether the informaƟon is material to investors when they make 
decisions, and hence whether ESG issues could have financial consequences for the firm. In contrast, 
the broad approach addresses a broad audience, in principle all stakeholders or society, as it aims to 
"drive change" with sustainability reporƟng. The underlying idea is that reporƟng, and the resulƟng 
transparency are change agents, incenƟvizing desirable behaviours and discouraging undesirable ones. 
The broad approach applies double materiality as the key criterion; that is, a firm not only reports how 
it is affected by ESG issues but also the impacts of the firm on the environment and society, including 
the externaliƟes it causes.  

 

 

1.2 ESG theories 
 

Environmental, social and governmental preoccupaƟons regarding companies take their origins in 
mulƟple theories that have evolved over Ɵme. The main proposiƟon by Friedman, the TradiƟonal 
Management Teaching (TMT), on the sole purpose of companies being shareholder value creaƟon that 
was held true for decades slowly made place to new ways of thinking (Friedman, 2007). There are 
nowadays three main theoreƟcal discourses regarding ESG, namely CSR (Corporate Social 
Responsibility), Sustainable Development, and Shared Value. All three diverge on certain aspects but 
rejoin in the same idea that firms do not only respond to shareholders to increase their own wealth. 
The different theories are described in detail in the following paragraph.  

The convenƟonal perspecƟve on corporate ethics, famously characterized by Milton Friedman has 
gradually given way to a more inclusive approach. Companies are now embracing a broader range of 
stakeholders, including consumers, suppliers, and employees, among others. This leads to the first 
discourse of business ethics, namely the Corporate Social Responsibility discourse. This theory argues 
that companies have a moral responsibility towards society and so, a broader range of stakeholders, to 
act in their interests as well as the ones of the shareholders. This discourse is about ensuring the 
survival of the organizaƟon, not only from a financial point of view but also from a moral point of view. 
The companies must idenƟfy their stakeholders, listen to their needs and act on the laƩer (Freeman, 
2010). The second theory, Sustainable development, is close in concept to ESG for example, as the 
discourse basis itself on three main pillars: social progress, economic development, and environment.  
It states the idea that current needs of developed countries, their current standard of living and 
lifestyles are not sustainable in the long term. Economic actors should rethink their ways of consuming 
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and producing in order to achieve sustainable growth that will not deplete natural resources.  Finally, 
the third discourse, namely the “Shared Value”, is close to the iniƟal TradiƟonal Management Teaching 
(TMT) from Friedman but with a subtle twist. Companies do not see social issues as such, but rather as 
possible business opportuniƟes on which these firms could capitalize. The theory tries to reinstall and 
restore capitalism at the centre of acƟons of companies. ESG efforts would then be seen more as 
business opportuniƟes or reputaƟonal leverages (Porter, 2023; Xhauflair, 2023). 

 

 

1.3 EvoluƟon of the landscape of ESG mandatory reporƟng 
 

The demand for sustainable iniƟaƟves and reports is driven by the increasing awareness of investors 
and other stakeholders of the environmental challenges and emergence of new and more sustainable 
lifestyles. The increase, for instance, of Socially Responsible Investments (SRIs) shows this growing 
desire from investors to invest more sustainably (EUROSIF 2018). Different techniques for SRI emerged, 
the most common one being an exclusion list or “blacklist” of what are then called “sin stocks”. 
Responsible investment porƞolios exclude stocks relaƟng to certain industries like petrol, tobacco, 
weapons, alcohol, and many more.  “Doing good while doing well” is the new moƩo of many investors 
and investment funds nowadays. For the United States only, SRIs grew from 2016 to 2018 by 42%, a 
similar growth can be observed in Europe, Canada, Australia, and Japan (GSIA 2018, Global Sustainable 
Investment Review). From Riedl and Smeets (2017), we know that socially responsible investors are 
willing to pay higher management fees and earn less return to invest in more sustainable stocks. 
Another reason for the parƟcular aƩenƟon to ESG reports from companies regards the audience it 
reaches. Unlike financial and more quanƟtaƟve reports, ESG reports give informaƟon, which is 
accessible and more understandable to anyone, including consumers who are not used to regularly 
uncover financial disclosures (Christensen et al., 2021). Firms who disclose such sustainable 
informaƟon can reach and engage with a wider audience and benefit from reputaƟon and brand-image 
effects. 

ESG reporƟng also offers numerous benefits for companies. According to a presentaƟon on tax and 
sustainability jointly made by EY and Robert Half, (EY & Robert Half, 2024) these benefits include 
enhanced transparency, improved stakeholder trust, and beƩer risk management. By disclosing ESG 
metrics, companies can aƩract socially responsible investors, reduce the cost of capital, and improve 
their long-term financial performance. ESG reporƟng also promotes operaƟonal efficiency by 
idenƟfying areas for cost savings and innovaƟon, while supporƟng compliance with regulatory 
requirements. Moreover, it helps companies build a posiƟve reputaƟon, foster customer loyalty, and 
enhance employee engagement, ulƟmately leading to sustainable growth and compeƟƟve advantage.  

 

Given the growing sensiƟvity of stakeholders to the ESG performance of firms, as well as the firms 
themselves, the laƩer have increasingly adjusted their reporƟng pracƟces to include more non-
financial and sustainability performance data. Nonetheless, despite the posiƟve impact, the influx of 
these addiƟonal non-financial reports has given rise to a challenge for stakeholders. Specifically, it 
raises the quesƟon of how to effecƟvely compare companies using these relaƟvely novel ESG metrics. 
The increasing interest on ESG performance metrics has given rise to mulƟple systems and methods, 
by the firms themselves or external dedicated organizaƟons, assessing the level of ESG of firms through 
scores and rankings. However, among those analyses made by dedicated firms like Morgan Stanley 
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Capital InternaƟonal (MSCI), Kinder, Lydenberg & Domini (KLD), Asset4, to name a few, a lack of 
harmony can be found in the rankings and scores aƩributed to similar firms. In their paper, Berg et al. 
(2022) examine the sources of divergence in ESG raƟngs and divide them into 3 categories: the scope, 
the measurement, and the weight. Differences in measurement explain 53% of the total differences, 
while in scope explain 44% and, differences in weight explain 3%. Furthermore, the informaƟon shared 
by companies about their iniƟaƟves and Corporate Social Responsibility (CSR) policies stays mostly 
published on a voluntary basis only, which raises concerns about the reliability and relevance of the 
informaƟon provided to stakeholders. Some companies may manipulate their data to highlight posiƟve 
aspects while concealing negaƟve ones. This further exacerbates the challenge of comparing and 
evaluaƟng companies based on ESG performance, potenƟally misleading stakeholders in their decision-
making. 

 

To address the growing demand from stakeholders for more reliable non-financial informaƟon and 
concerns regarding the lack of harmony between reporƟng procedures, governments, organizaƟons, 
and local authoriƟes around the world have progressively introduced harmonized ESG disclosure 
reporƟng methods. The 1970s and 1980s marked the start of the ESG reporƟng requirements with only 
a few countries, like Sweden and, the United States with the U.S. SecuriƟes and Exchange Commission’s 
(SEC) CSR direcƟve encouraging companies to include social and governmental aspects in their annual 
reports. However, the compliance to the direcƟve was on a voluntary basis. Other organizaƟons started 
to enter the game, like the Sustainability AccounƟng Standards Board (SASB) with industry-specific 
standards for economic, social, and environmental maƩers for SEC filings, or the Global ReporƟng 
IniƟaƟve (GRI), which provide, frameworks for voluntary ESG reporƟng. In the mid-2010s, further 
efforts in the sustainability area are given. In parƟcular, the European Union (EU) with the European 
Union DirecƟve on non-financial and diversity informaƟon adopted in 2014 and, later, with the 
Sustainable Finance AcƟon Plan and Non-Financial ReporƟng DirecƟve (NFRD), strengthening ESG 
reporƟng standards. We also see the entry from other players like stock exchanges emiƫng various 
ESG requirements for listed companies. More recently, in Europe, several changes pertaining to ESG 
regulaƟon have been agreed. In 2020, the EU’s Sustainable Finance AcƟon Plan introduced the EU 
Taxonomy to define environmentally sustainable economic acƟviƟes by establishing a classificaƟon 
system. Later, in 2021, the European Commission proposed the Corporate Sustainability ReporƟng 
DirecƟve (CSRD) to replace the NFRD, with the aim to enhance the quality and consistency of the ESG 
reporƟng. Among other things, the CSRD focuses also on the concept of double materiality, meaning 
that the companies must report on how sustainability maƩers affect their business but also, report on 
their impacts on people and environment. The CSRD proposes European Sustainability ReporƟng 
Standards (ESRS) classified in 4 categories of sustainable topics: Environment (E), Social (S), governance 
(G) and a cross-cuƫng category (ESRS 1 and 2). At the same Ɵme, in the United States, the U.S. SEC 
announced it would propose more disclosure requirements focusing on the climate challenges ahead. 
The IFRS FoundaƟon also announced in 2021 the creaƟon of the InternaƟonal Sustainability Standards 
Board (ISSB), a new iniƟaƟve to provide high-quality ESG reporƟng standards around the world to 
improve comparability and accountability for companies (Christensen et al., 2021; Ioannou & Serafeim, 
2011b). 

In addiƟon to these global standards and frameworks proposed, local authoriƟes have also started to 
introduce their own requirements regarding the ESG challenges. It was France that introduced first 
mandatory non-financial reporƟng in 2001. Indeed, Parliament introduced in May 2001 the “New 
Economic RegulaƟons Act” (Nouvelles regulaƟons économiques), requiring publicly listed companies 
to issue non-financial informaƟon in their annual reports. Soon aŌer, other countries and local stock 
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exchanges followed the movement. In the case of Belgium for example, the Belgian Companies and 
AssociaƟons Code (“BCAC”) was introduced in 2009 and, rules the mandatory non-financial 
informaƟon to include in the annual reports of Belgian companies.  

  

 

2. Cost of capital and CSR 

There is a vast and extensive stream of literature that focuses on the link between corporate social 
responsibility (CSR) iniƟaƟves from firms and their performance. This topic has sparked an ongoing 
debate among scholars and researchers, as they seek to determine whether CSR iniƟaƟves are 
beneficial or detrimental to companies. The exploraƟon of this link began with Spicer's (1978) seminal 
paper, which examined the impact of polluƟon control disclosure on the investment value of 
companies' shares. The findings of this study were posiƟve and significant, indicaƟng a posiƟve 
relaƟonship between CSR iniƟaƟves and firm performance. However, it is important to note that there 
has been considerable criƟcism regarding the methodology employed in this research. 

Contrary to Spicer's findings, Vance (1975) presented a different perspecƟve, suggesƟng that CSR 
represents a net cost to the firm. This negaƟve link between CSR and firm performance has been a 
subject of discussion and further invesƟgaƟon. Subsequent studies by McGuire et al. (1988) and, 
Wokutch and Spencer (1987) found a posiƟve correlaƟon between CSR iniƟaƟves and firm 
performance, providing evidence to support the argument that CSR can have a beneficial impact. On 
the other hand, Alexander and Buchholz (1978) found no significant relaƟonship between CSR and firm 
performance. This led to further exploraƟon of the link between the two variables, resulƟng in mixed 
results across different studies (Jiao, 2010). It is worth menƟoning that several other papers have also 
faced scruƟny regarding the accuracy and reliability of their methodologies and findings. 

Within the literature, two main sources of difficulty in determining the link between CSR and 
performance are frequently discussed. Firstly, there is the issue of endogeneity, as highlighted by 
McGuire et al. (1988) in their paper. They found that past performance has a stronger posiƟve link with 
the current level of CSR than future performance. This suggests that companies with good performance 
have more resources to engage in CSR compared to firms with lower past performance. Consequently, 
it becomes challenging to determine whether the firm performs beƩer because of its efforts in CSR or 
if the firm can afford to engage in CSR iniƟaƟves because it already has the necessary resources and 
capabiliƟes. Secondly, researchers face difficulƟes in determining appropriate measures to study the 
link between CSR and firm performance. The methods used to explore this relaƟonship can be 
subjecƟve and may yield results that are open to interpretaƟon. For instance, Sharfman and Fernando 
(2008) used the Capital Asset Pricing Model (CAPM) method to esƟmate the cost of capital for firms. 
However, Ghoul et al. (2011) favoured an ex-ante cost of capital approach based on analysts' forecasts 
and stock prices. Depending on the researcher's perspecƟve, one method may be judged as more 
appropriate or superior to another, leading to subjecƟve outcomes. 

In addiƟon to the broad literature on CSR and firm performance, a more specific stream of research 
focuses on the link between CSR and the cost of capital of firms. The cost of capital is an interesƟng 
variable for the companies to study for 2 main reasons. Firstly, the cost of capital helps and guides the 
companies to choose their corporate finance decisions.  The cost of equity influences financial policies 
of a company, such as dividend payouts and capital structure decisions. A precise esƟmaƟon helps 
businesses determine the opƟmal mix of debt and equity financing to minimize the cost of capital and 
maximize shareholder value. If debt financing is cheaper and so more aƩracƟve for firms, they will ask 
less their shareholders to chip or limit the possibiliƟes to buy shares. A sound balance between debt 
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and equity financing is necessary and desired (Berk & DeMarzo, 2019).  Secondly, the cost of capital 
plays a role in determining the value of a firm or a designated investment project by serving as the 
discount rate for future cash flows. According to Modigliani Miller (1958), the value of a firm is 
determined by its ability to generate future cash flows, which are then discounted back to their present 
value using the firm's cost of capital. A lower cost of capital reduces the discount rate, thereby 
increasing the present value of future cash flows and, consequently, the overall value of the firm or 
project. Conversely, a higher cost of capital raises the discount rate, which decreases the present value 
of future cash flows and lowers the firm's value or project. This relaƟonship underscores the 
importance of managing the cost of capital effecƟvely to enhance shareholder value. 

From the literature, the findings would suggest that CSR can have a posiƟve influence on the cost of 
capital of a company. Ghoul et al. (2011) found that firms with higher CSR scores tend to have a lower 
cost of equity. AddiƟonally, Sharfman and Fernando (2006) demonstrated that effecƟve environmental 
risk management can lead to a lower cost of capital for firms. From the exisƟng literature, there are 
several compelling arguments supporƟng the posiƟve impact of Corporate Social Responsibility (CSR) 
on a firm's cost of capital. In the following secƟons, the theoreƟcal underpinnings that support the 
expectaƟon that high CSR firms should enjoy a lower cost of equity capital compared to their low CSR 
counterparts will be delved into. 

 

2.1 Increasing investors base 

One prominent argument is that invesƟng in CSR iniƟaƟves can aƩract a broader base of 
investors to companies. Indeed, the legiƟmacy theory states that CSR acts on the stakeholders 
view of a company, its reputaƟon and brand image. From the literature, we know that firms 
with a smaller pool of investors oŌen face a higher cost of equity capital. Indeed, for example 
research by Heinkel et al. (2001) and Mackey et al. (2007) suggests that smaller pool of 
investors oŌen face a higher cost of equity capital because of the lower opportuniƟes for risk 
diversificaƟon. Similarly, Merton's capital equilibrium model shows that increasing the relaƟve 
size of a firm's investor base leads to a lower cost of capital and higher market value. From the 
growing trend of socially responsible invesƟng (SRI), it cannot be denied that there is an 
increasing demand for socially responsible investment opƟons. To further support this 
observaƟon, Kempf and Osthoff (2007) note that SRI is experiencing steady growth in today's 
market. Moreover, Hong and Kacperczyk (2009) further contribute to this argument by 
demonstraƟng that norm-constrained insƟtuƟons, such as pension plans, are less likely to hold 
publicly traded companies involved in the producƟon of alcohol, tobacco, and gaming, 
commonly referred to as "sin stocks." AddiƟonally, Riedl and Smeets (2017) highlight that 
investors are willing to prioriƟze their social preferences over financial performance. In their 
study, they find that investors are willing to forego higher return in order in invest responsibly. 
CollecƟvely, these studies support the noƟon that there is a growing pool of investors who seek 
socially responsible investment opƟons and make investment decisions based on their 
preferences.  

Furthermore, corporate socially responsible firms are reported to have lower informaƟon 
asymmetry, which also contributes to aƩracƟng more investors. Ghoul et al. (2011) in their 
paper menƟon that CSR through higher disclosure standards, improves informaƟon asymmetry 
and reduces agency costs between managers and shareholders. This increases the percepƟon 
by investors of the posiƟve image of a firm and so, the firms with higher CSR aƩract more 
investors than firms with low CSR. In addiƟon to that, Kempf and Osthoff (2007) prove in their 
arƟcle the aƩracƟveness of firms who are perceived to be socially responsible, through their 
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CSR raƟngs to investors. CSR iniƟaƟves help miƟgate informaƟon challenges within the firm 
and between the firm and its investors, as socially responsible firms tend to disclose more 
informaƟon. Conversely, firms with low CSR face more severe informaƟon challenges and may 
have a smaller investor base. 

 

2.2 Risk miƟgaƟon view: decrease of the perceived risk 

Another relevant argument, widely acknowledged and discussed, revolves around the 
perceived riskiness of firms. Firstly, CSR can serve as a shield for firms, reducing the likelihood 
of liƟgaƟon and potenƟal complicaƟons. For instance, a firm that acƟvely reduces its polluƟon 
emissions can protect itself from potenƟal liƟgaƟons with governments, non-governmental 
organizaƟons (NGOs) or investors. By avoiding potenƟal lawsuit fines, the firm can redirect 
saved resources towards maximizing shareholder value. Consequently, the market may 
perceive the company as carrying a lower risk, both in terms of equity and debt costs. Hong 
and Kacperczyk's findings (2009) support this argument by revealing that "sin" firms face higher 
liƟgaƟon risks. If the company is reported to have a high level of CSR, the perceived riskiness 
by the stakeholders of the firm will be reduced.  

Secondly, we can use the lens of signalling theory to explain this posiƟve link between cost of 
capital and CSR. CSR increases the superior use of resources, the quality, and the legiƟmacy of 
the firm. Firms that engage in CSR pracƟces may demonstrate their capabiliƟes to go beyond 
narrow economic and legal requirements, which can enhance their reputaƟon and legiƟmacy 
in the eyes of stakeholders. BarneƩ (2007) argues that engaging in CSR shows that a firm is 
willing to allocate reasonable resources to maintain a sustainable relaƟonship with 
stakeholders. By doing so, it decreases its idiosyncraƟc risk, leading to a lower beta1 (from 
CAPM formula) and then, a lower cost of equity. Indeed, invesƟng in CSR iniƟaƟves enables 
companies to signal transparency and superior capacity to their stakeholders. According to 
signalling theory, risk management leads to improved financial performance by reducing 
systemaƟc risk. This argument is based on the investor's trade-off between risk and return. 
When a firm demonstrates effecƟve management of environmental risks, it is expected to 
achieve higher future performance, rendering it more aƩracƟve to investors. As the market 
gains confidence in the firm's ability to provide returns or miƟgate systemaƟc risk, investors 
become more willing to reward the company by asking a lower return, so a lower cost of equity. 
(Hu et al. (2018); Verrecchia 2001; Sharfman and Fernando (2008b); Goss and Roberts (2011)). 

 

However, these theories depend on the way the CSR iniƟaƟves are handled by the management in 
reality. Indeed, when managers over-invest in CSR to gain private benefits, like reputaƟon, it is at the 
expense of other stakeholders like shareholders. Moreover, excessive spending on CSR iniƟaƟves can 
lead to a decrease in profitability, which in turn can negaƟvely impact the cost of capital. Indeed, a 
decrease in profitability can impact the cost of capital of a firm because it affects the perceived financial 
health and stability of the company. When the profitability of a company decreases, it indicates that 
the company is not generaƟng enough profits to cover its costs and provide returns to its investors. 
This can make the company appear riskier to investors, who may then demand a higher return on their 
investment to compensate for the increased risk. As a result, the cost of capital, which is the rate of 
return required by investors to invest in a company, can increase. AddiƟonally, if the CSR acƟviƟes 
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carried out are not aligned with its core business objecƟves, it may be seen as a distracƟon by investors 
and result in a higher cost of capital. Finally, the lack of transparency and accountability in CSR reporƟng 
can also raise concerns among investors and increase the perceived risk of invesƟng in the firm, leading 
to a higher cost of capital. (Sharfman et Fernando (2008b); Goss et Roberts (2011)). Thus, CSR invesƟng 
can be beneficial but also detrimental to a firm’s performance and cost of equity.  

 

 

3. Cost of equity capital and mandatory ESG disclosure 

In this secƟon, the relaƟonship between mandatory Environmental, Social, and Governance (ESG) 
disclosure reporƟng and the cost of capital will be examined. While no prior study has specifically 
examined the potenƟal impact of implemenƟng mandatory ESG disclosure regulaƟons on cost of equity 
capital of firms, these two domains are not unfamiliar. One noteworthy invesƟgaƟon perƟnent to this 
discourse is the research conducted by Krueger et al. (2021), which delved into the repercussions of 
mandatory ESG disclosure on stock liquidity. Their findings unveiled a significant and posiƟve impact of 
ESG disclosure mandates on firm-level stock liquidity. Notably, they observed an 8.4% decrease in the 
bid-ask spread metric subsequent to the implementaƟon of local mandatory ESG regulaƟons. The 
research also points out that firms with weaker informaƟon environments benefit the most from such 
regulaƟons. This conclusion is based on the premise that reducing informaƟon asymmetry has a more 
significant impact when the iniƟal level of informaƟon asymmetry is higher. Therefore, the effects of 
ESG disclosure mandates are expected to be more pronounced for firms that do not provide voluntary 
disclosures to financial markets. The results of the study support this hypothesis, showing that stock 
liquidity improves more strongly aŌer the introducƟon of mandatory ESG disclosure for firms that do 
not issue earnings guidance or provide voluntary disclosures. 

 Another noteworthy contribuƟon to this area is the study by Grewal et al. (2019), where the authors 
scruƟnized the market reacƟon following introducƟon of the European Union (EU) of a direcƟve 
pertaining to mandatory ESG reporƟng. The research revealed that the introducƟon of such regulaƟon 
evoked, on average, a negaƟve market reacƟon of –0.79%. Nevertheless, the authors aƩenuated these 
findings by demonstraƟng that this adverse reacƟon was prevalent among firms with previously 
inadequate ESG performance and disclosure. Conversely, firms exhibiƟng strong ESG performance and 
higher levels of ESG disclosure benefited from posiƟve market reacƟon. 

Recently, Chen et al. 2024 looked into the impact of the introducƟon of mandatory ESG disclosure 
reporƟng on the dividend policies of companies. The study encompasses 73 countries and found that, 
on average, firms decrease their dividend payout raƟo aŌer the introducƟon of mandatory ESG 
reporƟng. This reacƟon is explained by the anƟcipaƟon that firms will need to engage in new 
sustainable investments to address future scruƟny and stakeholder pressures. Firms may expect 
increased ESG investments to align with the reporƟng requirements, leading them to finance these 
projects by reducing dividend payments and increasing retained earnings. Moreover, they go deeper 
in their analysis and capitalize on the large sample of countries to test mulƟple cross-secƟonal 
characterisƟcs of countries.  

Building on the findings and arguments presented in previous secƟons, and according to the literature 
on mandatory ESG reporƟng, the relaƟonship between the introducƟon of mandatory ESG reporƟng 
and the cost of capital is not obvious ex ante. By considering the exisƟng literature on mandatory ESG 
disclosure, the relaƟonship between corporate social responsibility (CSR) and the cost of equity capital, 
we can outline arguments that explain how mandatory ESG disclosure may affect the cost of capital for 
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compliant companies. Before delving in this secƟon, it is important to menƟon that in this thesis, it is 
assumed that firms will increase their ESG disclosure level following the introducƟon of ESG disclosure 
regulaƟons. This has been proven by Ioannou and Serafeim (2011b). Indeed, the authors found 
significant evidence supporƟng the fact that disclosure pracƟces of firms increased aŌer the 
introducƟon of mandatory ESG disclosure regulaƟons. 

 

 

3.1 NegaƟve relaƟonship  

For this secƟon, the arguments in favour of expecƟng a negaƟve relaƟonship between mandatory ESG 
disclosure and the cost of capital will be presented. These theories and the accompanying arguments 
rely on three main factors that influence the cost of equity for firms: (i) the efficiency of the capital 
market and its liquidity, (ii) the perceived risk of the firm, and (iii) the size of the investor base. 

 

Agency theory and informaƟon asymmetry 

First, arguments in favour of a negaƟve relaƟonship between the introducƟon of mandatory ESG 
reporƟng rely on the agency theory. The agency theory exposes the concept of the agent-principal 
problem and the issue of informaƟon asymmetry. Indeed, within a firm, the management which takes 
all the day-to-day decisions possess a larger share of informaƟon compared the shareholders. The laƩer 
can only rely on the belief that the management is acƟng in their interests. This problem of informaƟon 
asymmetry can be miƟgated by the introducƟon of mandatory disclosure reporƟng. 

Mandatory ESG disclosure is expected to lead to more reliable informaƟon being available for 
stakeholders, parƟcularly investors, thus reducing the principal-agent problem. The increased access 
to informaƟon would be further enhanced by addiƟonal coverage from analysts for firms engaging in 
more sustainable acƟviƟes or disclosing their already exisƟng CSR efforts, as highlighted in Hong and 
Kacperczyk's paper. "Sin stocks" receive less coverage from analysts compared to other stocks. The 
increase in informaƟon level and its level of quality would lead to a beƩer-informed market, thus 
expanding the investor base (Hong and Kacperczyk, 2009). AddiƟonally, Diamond and Verrecchia (1991) 
demonstrated that disclosing more public informaƟon to address informaƟon asymmetry problems 
lowers the cost of capital of firms by aƩracƟng more demand from investors due to increased liquidity 
of its securiƟes. When a company decides to share more informaƟon with the public, it helps level the 
playing field between investors who might have different amounts of knowledge about the company. 
Investors are thus more confident in their decisions and more likely to invest. (Krueger et al. (2021) ; 
Christensen et al. (2021b), Ioannou et Serafeim (2011)).  

Moreover, the introducƟon of mandatory ESG disclosure is expected to bring harmony in non-financial 
reporƟng pracƟces and provide more comparable informaƟon across companies. In their paper, El-
Hage (2021) menƟon the Efficient Capital Markets Hypothesis (ECMH) which states that capital markets 
are efficient in processing and incorporaƟng new informaƟon into stock prices. This efficiency is divided 
into two components: informaƟonal efficiency and allocaƟve efficiency. InformaƟonal efficiency refers 
to the ability of market mechanisms to quickly process new informaƟon and distribute it broadly. This 
means that informaƟon relevant to the value of securiƟes is reflected accurately and promptly in their 
prices. AllocaƟve efficiency on the other hand refers to the ability of capital markets to allocate 
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resources to their most producƟve uses at the lowest cost and risk. Therefore, to enhance market 
efficiency, the market requires reliable and complete informaƟon to make informed investment 
decisions. The authors suggest that current self-regulated, voluntary ESG raƟngs systems may not 
provide reliable signals for market parƟcipants to allocate capital efficiently, especially regarding 
climate change risks and opportuniƟes. Thus, mandatory ESG disclosure could lead to clearer standards 
and more consistent reporƟng, thereby improving the reliability and comparability of ESG informaƟon 
for investors. 

 

AddiƟonally, the introducƟon of mandatory ESG disclosure regulaƟons would have a significant impact 
on the risk profile of companies. As menƟoned earlier, these regulaƟons would provide addiƟonal 
informaƟon to the market, which in turn would have several posiƟve effects. Notably, the increased 
availability of informaƟon would miƟgate the risk of adverse selecƟon for investors thanks again to 
beƩer informed investment decisions (Li, 2010). Consequently, the perceived risk of invesƟng in a 
company would decrease, leading to a lower cost of equity for investors. (Christensen et al. (2021b); 
Krueger et al. (2021)).  

On top that, the implementaƟon of mandatory ESG disclosure regulaƟons would enhance the ability 
of external parƟes to monitor the management team of companies. This increased oversight and 
monitoring power from investors would help reduce the risk of shareholder expropriaƟon within the 
company. Shareholders would have a clearer understanding of the pracƟces of the company and be 
beƩer equipped to hold the management accountable. Furthermore, Christensen et al. (2021b) in their 
paper, add that mandatory disclosure of ESG informaƟon would facilitate the esƟmaƟon of future cash 
flows. With access to more comprehensive data, investors would be able to make more accurate 
projecƟons about the financial performance of a company. This would result in a lower perceived risk 
associated with the investment and, consequently, a lower cost demanded from investors. 

In sum, the introducƟon of such regulaƟon would miƟgate the informaƟon asymmetry issue which 
would have two main effects: (i) a more efficient and liquid capital market and (ii) a lower perceived 
risk by investors. 

 

LegiƟmacy theory and reputaƟon effect 

The legiƟmacy theory states that firms have a social contract with society and must behave according 
to society norms and values. CorporaƟons seek the recogniƟon of society and oŌen do so by engaging 
in CSR efforts (CasƟllo-Merino et Rodríguez-Pérez (2021b)). By doing so, firms benefit from reputaƟon 
effect, and thus increase their aƩracƟveness towards investors, and decrease their perceived risk 
simultaneously. One of the goals of mandatory ESG disclosure would be to incenƟvize firms to engage 
in more sustainable pracƟces. We refer here to the “broad approach” to ESG mandatory disclosure. 
Fiechter et al. (2022), in their paper, invesƟgated the real impacts of the introducƟon of the CSRD 
regulaƟon on the CSR acƟviƟes of companies. They found significant and posiƟve results, indicaƟng 
that introducing mandatory ESG reporƟng framework increase the CSR pracƟces of companies. This 
posiƟve relaƟonship is even greater for firms with prior low levels of ESG disclosure and performance. 
Since we know that preferences of investors show in their investment decisions, given the undeniably 
growing preference for SRI, we predict that having higher ESG performance will increase the demand 
from investors. Moreover, the introducƟon of such regulaƟons could heighten market interest in ESG 
pracƟces, creaƟng even more aƩracƟveness towards SRI (Ioannou and Serafeim, 2011b).  
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In conclusion, the reputaƟon effect that is expected to stem from the introducƟon of mandatory ESG 
disclosure reporƟng is believed to have two main effects regarding the cost of capital: (i) a lower 
perceived risk of the firm and (ii) greater aƩracƟveness of investors increasing the investors pool. 

 

 Free cash flow theory and shareholder expropriaƟon 

Finally, it is important to note that adopƟng more sustainable organizaƟonal pracƟces supports the 
concept of free cash flow theory. The free cash flow theory sates that by reducing the cash flow at 
disposal of management by distribuƟng dividends or invesƟng in new projects for example, the 
shareholders limit and reduce the power held by the managers (Jensen, 1999). From Ioannou and 
Serafeim (2011b), it is known that disclosure pracƟces of firms increased aŌer the introducƟon of 
mandatory ESG disclosure regulaƟons. Thus, by implemenƟng ESG pracƟces, companies can effecƟvely 
prevent the misuse of corporate assets and minimize the potenƟal expropriaƟon of shareholders and 
debtors by management. This is achieved by imposing limitaƟons on management's ability to derive 
personal benefits through private avenues. Therefore, applying the concept of free cash flow theory, 
the introducƟon of mandatory ESG disclosure reporƟng is expected to reduce potenƟal risk of any 
shareholder expropriaƟon and thus reduce the perceived risk of firms. 

 

 

3.2 PosiƟve relaƟonship 

There are however potenƟal limitaƟons of the hypothesis that mandatory ESG disclosure would reduce 
the cost of capital for firms. While it is generally believed that increased transparency through ESG 
disclosure can lower the cost of capital by reducing informaƟon asymmetry and enhancing investor 
confidence, this assumpƟon may not always hold true in pracƟce. 

 

Disclosure costs and assimilaƟon costs 

One potenƟal limitaƟon is the presence of compliance costs associated with implemenƟng mandatory 
ESG disclosure. These costs can include expenses related to data collecƟon, reporƟng, and ensuring 
compliance with regulaƟons. Such costs might impact the profitability of companies, as they would 
need to allocate resources towards meeƟng these requirements. This could lead investors and debtors 
to view these costs as a potenƟal misuse of firm assets, which may result in them demanding higher 
costs of capital to compensate for the perceived risk (El-Hage, 2021). 

AddiƟonally, while mandatory ESG disclosure would lead to more informaƟon available to the market, 
all market parƟcipants might not be able to properly understand this informaƟon. Indeed, non-financial 
informaƟon might be too complex to uncover for uninformed parƟcipants. Moreover, companies might 
capitalize on the lack of guidance on reporƟng metrics to only disclose the minimum required of the 
informaƟon. Thus, missing the point of increasing valuable informaƟon content with stakeholders 
(Krueger et al., 2021). 
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Proprietary and poliƟcal costs 

AddiƟonal adverse effects are idenƟfied in the literature, arguing that the market might penalize firms 
following the introducƟon of mandatory ESG reporƟng. Grewal et al. (2019) delineate the concepts of 
"proprietary" and "poliƟcal" costs. Proprietary costs denote the expenses incurred by a firm due to the 
disclosure of informaƟon that may tarnish its reputaƟon and reduce compeƟƟveness. It is 
acknowledged that expecƟng solely posiƟve outcomes from firms divulging ESG performance 
informaƟon may be overly idealisƟc, given the existence of firms that do not prioriƟze ESG goals or 
engage in pracƟces such as greenwashing. Unveiling such "unfavourable" firms could have detrimental 
consequences for them (MarƟnez & Vazquez, 2023). Furthermore, El-Hage (2021) contends that 
mandatory non-financial disclosure could heighten liƟgaƟon risks for companies. Increased disclosure 
entails a greater potenƟal for inaccuracies in the reports, thereby exposing firms to higher liƟgaƟon 
risks. On the other hand, poliƟcal costs refer to the expenses a company incurs when governmental 
insƟtuƟons and other stakeholders possess more informaƟon that can be used to exert pressure on 
them. As the paper elucidates, this pressure may compel firms to undertake projects with negaƟve 
returns. Investors may view this as shareholder expropriaƟon and penalize the company by demanding 
a higher rate of return. 

 

MiƟgaƟon effect from prior ESG iniƟaƟves and reporƟng 

Another potenƟal limitaƟon is the possibility that the market has already incorporated the informaƟon 
provided by voluntary ESG disclosure. If a company has been voluntarily disclosing ESG informaƟon 
prior to the introducƟon of mandatory regulaƟons, the addiƟonal disclosure may not have a significant 
impact on its cost of capital. From Krueger et al. (2021), we know that firms operaƟng within weaker 
informaƟon environments benefit most of mandatory ESG disclosure regarding the stock liquidity. On 
another hand, findings from Grewal et al. (2019) indicate an average negaƟve market reacƟon – on the 
abnormal returns - to the implementaƟon of mandatory non-financial disclosure. However, the authors 
note a posiƟve reacƟon for firms with already high levels of ESG disclosure and strong prior ESG 
performance. The market perceives mandatory ESG disclosure as an added cost burden for companies 
with low ESG performance and disclosure levels, while already high-performing companies appear to 
reap benefits. The inconclusive nature of these findings underscores the need for further research to 
reconcile the disparate results. Finally, it is important to note that the effecƟveness of mandatory ESG 
disclosure in reducing the cost of capital may vary across different industries and regions, depending 
on factors such as market demand for ESG informaƟon and the level of regulatory enforcement 
(Christensen et al., 2021b). 

 

 

4. Differences across legal regimes 
 

In the current research, aƩenƟon has predominantly been directed towards firm-level explanaƟons 
and theories concerning mandatory ESG reporƟng and firm performance, such as agency theory and 
legiƟmacy theory, among others. However, an alternaƟve perspecƟve worthy of exploraƟon is country-
level theories, specifically insƟtuƟonal theories (CasƟllo-Merino & Rodríguez-Pérez, 2021). Numerous 
scholars underscore the importance of incorporaƟng the legal context of the country in which firms 
operate when analysing CSR raƟngs and pracƟces. Indeed, the legal framework and the extent of 



 
 

30 
 

investor protecƟon provided by the legal system of a country can profoundly shape a company's 
approach to CSR.  
 
 

4.1  Legal regimes 

For this literature review, the extensive body of research on "Law and Finance" by La Porta et al. (1997, 
1998) is drawn upon. The Law and Finance theory is grounded in the fundamental concept of property 
rights, parƟcularly the aspect of investor protecƟon. In their seminal arƟcle, La Porta et al. (1997, 1998) 
shed light on the significant variaƟons in the legal protecƟon provided to stockholders and creditors 
across different countries. This legal protecƟon is intricately linked to the prevailing legal regime within 
each country. The two primary legal regimes observed worldwide are the common law system, 
predominantly found in countries like the United Kingdom and the United States, and the civil law 
system, which is prevalent in naƟons such as France, Germany, LaƟn America, Poland, Austria, Hungary, 
Greece, and Scandinavian countries. Common law countries generally exhibit the strongest legal 
protecƟons for investors, while French-civil-law countries tend to have the weakest safeguards. 
German- and Scandinavian-civil-law countries fall somewhere in between these two extremes. 

The historical development of these legal systems was influenced by factors such as conquest, 
colonizaƟon, and cultural tradiƟons. Common law is primarily based on the BriƟsh Company Act from 
1862. Common law systems spread through BriƟsh imperialism and colonizaƟon, leading to the 
adopƟon of English legal principles worldwide. Civil law systems, rooted in Roman law, were adopted 
in conƟnental Europe and other regions influenced by Roman legal tradiƟons. French civil law takes its 
origins in the Napoleonic Code Civil (1804), based on Roman law, which was consequently exported to 
mulƟple countries like Belgium, Polland, French colonies, etc. The German civil law originated through 
the Bismarck code in 1896 and had considerable impact on countries such as Austria, Hungary, Greece, 
Japan and China. Finally, Scandinavian civil law is a mix of both French- and German- civil law systems. 
Understanding the historical origins and principles of common law and civil law systems helps 
appreciate how these legal tradiƟons have shaped investor protecƟons in different countries. This 
historical context offers valuable insights into the evoluƟon of legal regimes and their impact on 
corporate finance and governance pracƟces globally. 

The differences between common law and civil law countries in terms of legal protecƟons for corporate 
shareholders and creditors can be traced back to their disƟnct legal origins. Common law systems 
originated in England and were developed through judicial decisions and precedents. The English legal 
system evolved over centuries based on case law and the decisions of judges, emphasizing judicial 
interpretaƟon and the applicaƟon of precedent in resolving legal disputes. This approach prioriƟzes 
flexibility and adaptability, with judges playing a significant role in shaping the law through their rulings. 
Consequently, common law countries tend to provide robust legal protecƟons for investors, including 
shareholders and creditors, due to the emphasis on individual rights, property rights, and contract 
enforcement. In contrast, civil law systems trace their origins to Roman law and the codificaƟon of laws. 
Countries with civil law systems, such as those in conƟnental Europe like France for example, base their 
legal frameworks on comprehensive codes and statutes that systemaƟcally outline rights and 
obligaƟons. Civil law prioriƟzes codificaƟon and the wriƩen law, focusing on clarity and precision in 
legal rules. This results in detailed statutory provisions regulaƟng various aspects of law, including 
commercial transacƟons. However, civil law countries may offer more limited legal protecƟons for 
investors compared to common law jurisdicƟons. The emphasis on statutory law and strict adherence 
to codified rules can lead to less flexibility and adaptability in addressing complex legal issues related 
to corporate governance and finance.  
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The LLSV index, developed by La Porta, Lopez-de-Silanes, Shleifer, and Vishny in their seminal 1996 
paper "Law and Finance," evaluates the legal environment of countries concerning investor 
protecƟons. This index assesses the legal rules that safeguard corporate shareholders and creditors, 
the origin of these rules, and the quality of their enforcement in various countries. For instance, the 
shareholder protecƟon index comprises variables such as the 'one-share-one-vote' mechanism and the 
ability to vote by proxy. According to the findings, stronger stockholder protecƟon correlates with, 
among other variables, lower ownership concentraƟon, larger equity markets and easier access outside 
financing. Therefore, a key implicaƟon is the reduced dependence on internal financing for growth. 
This phenomenon indicates that a firm's investment opportuniƟes are less constrained by its internal 
funds, which is a desirable characterisƟc for efficient corporate finance. When a firm encounters 
promising investment opportuniƟes, it should be able to easily secure addiƟonal external funding 
rather than relying solely on its internal financial resources. This ease of raising capital ensures that 
firms can swiŌly capitalize on beneficial investment opportuniƟes, thereby fostering growth and 
enhancing shareholder value. (La Porta et al., 1997,1998).  

Therefore, according to La Porta et al. (1997, 1998), countries with robust investor protecƟon tend to 
exhibit a higher degree of ownership dispersion among companies. This increased ownership 
dispersion results in enhanced liquidity of shares, leading to a reducƟon in the cost of capital and the 
hurdle rate required for investment returns. Consequently, companies with stronger investor 
protecƟon are presented with a wider pool of investment opportuniƟes, enabling them to explore and 
pursue growth prospects. Following this logic, common law countries, which typically offer stronger 
investor protecƟon, are expected to have beƩer-developed markets. As a result, these countries 
generally have a lower cost of equity capital compared to civil law countries (Hail & Leuz, 2006). 

 

4.2 Legal regimes and CSR  

In another study, Renneboog and Liang (2017) conducted research to explore the relaƟonship between 
the Corporate Social Responsibility (CSR) raƟng of a firm and the legal family of its country of origin. 
The authors discovered a significant correlaƟon between the legal family of a country and the CSR 
raƟngs of firms. Specifically, they found that companies from common law countries tend to have lower 
CSR raƟngs, while firms from civil law countries exhibit higher CSR raƟngs. The research confirms the 
hypothesis that there is a greater demand for Environmental, Social, and Governance (ESG) iniƟaƟves 
and CSR in civil law countries than in common law countries. This observaƟon finds its origins in the 
stakeholder theory, which is more prominent in civil law countries. Indeed, in these countries, there is 
a higher expectaƟon and demand for CSR acƟviƟes due to a greater sensiƟvity towards stakeholder 
protecƟon. While common law countries are known for having the strongest level of investor and 
shareholder protecƟon, civil law countries are reported to provide the highest level of protecƟon for 
stakeholders, such as consumers and workers. For instance, civil law countries are reported to have 
more unions, stricter rules in place regarding employee dismissal, and consumer protecƟon. The 
findings from Renneboog and Liang (2017) confirm the stakeholder theory and are consistent with the 
observaƟons from La Porta et al. (1997, 1998). Common law countries prioriƟze investor protecƟon, 
whereas civil law countries emphasize stakeholder protecƟon, thus explaining the higher prevalence 
of CSR acƟviƟes in civil law countries. 

CasƟllo-Merino & Rodríguez-Pérez (2021) found similar results with their research. The researchers 
conducted a study to analyse the impact of legal origin and corporate governance on the sustainability 
performance of financial firms. The results indicated that financial firms based in civil law countries, 
characterized by stakeholder-oriented legal systems, demonstrated higher ESG scores compared to 
companies in common law countries. Moreover, the study found that well-governed financial firms 
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were more likely to engage in ESG acƟviƟes, with corporate governance structures serving as a 
compensatory mechanism to balance shareholder and stakeholder interests, parƟcularly in common 
law countries. 

From these two main studies on the subject of CSR and legal regimes, we can make connecƟons with 
what has been said before in this thesis. Indeed, common law countries show higher levels of investor 
protecƟon, favouring the shareholder view, similar to the TradiƟonal Management Teaching (TMT) 
from Friedman menƟoned earlier in this work. On the other hand, civil law countries show beƩer and 
higher levels of stakeholder protecƟon, and favour a stakeholder view, which is a similar concept to CSR 
discourse menƟoned earlier as well. 

 

 

4.3  Legal regimes, Mandatory ESG reporƟng and cost of 
equity capital 

 
 
The findings from Renneboog and Liang (2017) suggest that markets perceive the introducƟon of 
mandatory ESG disclosure reporƟng as a subsƟtute for low stakeholder protecƟon rights, similar to 
corporate governance. Common law countries, which exhibit weaker stakeholder protecƟon than civil 
law countries, tend to have lower levels of CSR performance and disclosure. Therefore, countries from 
this legal family could benefit from such regulaƟon, as it could bridge the gap in stakeholder protecƟon 
and be rewarded by the market (Renneboog and Liang, 2017; CasƟllo-Merino & Rodríguez-Pérez, 
2021). 
 
Moreover, it is expected that common law countries would benefit more from such regulaƟon and the 
addiƟonal informaƟon provided by mandatory ESG reporƟng, due to their previously weaker 
informaƟon environment. Since common law countries demonstrate less disclosure compared to civil 
law countries, building on the findings from Krueger et al. (2021) on the impact of mandatory ESG 
reporƟng for firms operaƟng in weaker informaƟon environments, the impact of mandatory ESG 
disclosure is anƟcipated to be negaƟve for common law countries compared to civil law countries. 
 
Furthermore, given the already high levels of CSR performance and disclosure in civil law countries, the 
introducƟon of mandatory ESG disclosure may primarily have the result of exposing the “bad players” 
in those countries, i.e., those that did not engage in prior voluntary CSR disclosure. This could result in 
the disclosure of harmful or sensiƟve informaƟon, which might be detrimental to these firms due to 
compliance, poliƟcal, and proprietary costs discussed in the previous secƟon. Therefore, it is expected 
that such regulaƟon could have a posiƟve impact on the cost of capital in civil law countries (Grewal et 
al., 2019; Krueger et al., 2021; El-Hage, 2021). 
 

AddiƟonally, hypotheses can be drawn from recent research by Chen et al. (2024), which studied the 
impact of mandatory ESG reporƟng on the dividend policies of firms. Notably, in subsequent tesƟng, 
they found significance for the variable of interest—capturing the introducƟon of mandatory ESG 
reporƟng—only in the context of less developed markets. This indicates that firms in such markets, 
facing lower quality domesƟc capital markets and higher financial constraint risks, are more likely to 
reduce dividend payments in response to the addiƟonal costs of mandatory ESG reporƟng. This 
underscores the importance of considering market development factors when analysing the impact of 
mandatory ESG reporƟng. Building on these findings and the literature on legal regimes, civil law 
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countries, which on average have less developed markets and access to outside financing than common 
law countries, may perceive mandatory ESG reporƟng more as an addiƟonal cost. 

 

 

However, opposite results could also be expected. According to Grewal et al. (2019), a negaƟve market 
reacƟon was aƩributed to poorly performing firms but rewarded already well-performing firms in 
terms of ESG. Thus, firms in civil law countries, which are already performing well, are expected to be 
rewarded by the market, while those in common law countries are on the contrary expected to be 
penalized by the market. 
 
 
 
 
 

5 Hypotheses development 
 

Mandatory ESG disclosure and cost of equity 

 
Mandatory ESG disclosure reporƟng can have varying impacts on the cost of equity. On the one hand, 
it can potenƟally lower the cost of equity by enhancing transparency and reducing informaƟon 
asymmetry, thus increasing investor confidence. Improved disclosure can lead to beƩer market liquidity 
and aƩract a broader investor base and lower the perceived risk and cost of equity for firms (Krueger 
et al., 2021; Christensen et al., 2021b; Ioannou & Serafeim, 2011). AddiƟonally, mandatory ESG 
disclosure can improve corporate reputaƟon and legiƟmacy, further lowering the perceived risk and 
cost of capital (CasƟllo-Merino & Rodríguez-Pérez, 2021b; Fiechter et al., 2022). 
 
Conversely, mandatory ESG disclosure can increase the cost of equity due to compliance costs, 
assimilaƟon costs, and potenƟal proprietary and poliƟcal costs. Compliance costs, such as those 
associated with data collecƟon and reporƟng, can negaƟvely impact profitability, leading to higher 
perceived risk and cost of equity. AddiƟonally, the complexity of non-financial informaƟon may result 
in inadequate understanding by market parƟcipants, potenƟally leading to misinterpretaƟons and 
higher risk premiums (Krueger et al., 2021). Moreover, disclosing sensiƟve or harmful informaƟon can 
expose firms to higher liƟgaƟon risks and poliƟcal pressures, which can increase the cost of capital (El-
Hage, 2021; Grewal et al., 2019). 
 
Based on this review, we hypothesize that the introducƟon of mandatory ESG disclosure will increase 
the cost of capital, therefore the following hypothesis is proposed: 
 

H1: The introducƟon of mandatory ESG disclosure increases the cost of equity capital for firms. 
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Difference across legal regimes 

The impact of mandatory ESG disclosure is expected to differ between civil law and common law 
countries due to variaƟons in legal frameworks and exisƟng levels of CSR performance and disclosure. 
Civil law countries generally have stronger stakeholder protecƟon and higher levels of CSR performance 
and disclosure. In these countries, the introducƟon of mandatory ESG disclosure may primarily impact 
firms that did not previously engage in voluntary CSR disclosure, potenƟally revealing harmful 
informaƟon, known as poliƟcal and proprietary costs. AddiƟonally, firms that have not previously 
engaged in ESG disclosure will incur compliance costs by hiring specific personnel to manage the new 
requirements. These impacts could increase the cost of capital due to perceived risks associated with 
the newly disclosed informaƟon (Grewal et al., 2019; Krueger et al., 2021; El-Hage, 2021). Furthermore, 
since capital markets in civil law countries are reportedly less developed, thereby limiƟng firms' access 
to financing, the introducƟon of ESG disclosure could be perceived as an addiƟonal cost, further 
increasing the cost of equity (Chen et al., 2024). Therefore, the following hypothesis is proposed: 
 

H2: The introducƟon of mandatory ESG disclosure increases the cost of equity capital of firms in civil 
law countries. 

 
 
On the other hand, common law countries generally have weaker stakeholder protecƟon, weaker 
informaƟon environments and lower levels of CSR performance and disclosure. These countries could 
benefit more from mandatory ESG disclosure as it addresses the gap in stakeholder protecƟon and 
improves market transparency. Consequently, the expected increase in market liquidity and investor 
confidence could lead to a reducƟon in the cost of equity (Renneboog & Liang, 2017; CasƟllo-Merino 
& Rodríguez-Pérez, 2021). Therefore, the following hypothesis is proposed:  
 

 
H3: The introducƟon of mandatory ESG disclosure decreases the cost of equity capital of firms in 

common law countries. 
 
 
In summary, while mandatory ESG disclosure is expected to increase the cost of capital in general due 
to compliance and proprietary costs, its impact will vary across different legal regimes. It is anƟcipated 
to increase the cost of equity in civil law countries due to the exposure of negaƟve informaƟon, and 
the addiƟonal costs it will generate whereas in common law countries, it is expected to reduce the cost 
of equity by improving transparency and investor confidence. 
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Data and methodology 

In the subsequent sections, the sample employed for the study within this thesis will be detailed, as 
well as the screening procedure implemented to refine this sample, and the final dataset of 
observations will be presented. Following this, the empirical model utilized for this thesis will be 
presented. Subsequently, the dependent variable, alongside the variable of interest and the control 
variables, will be outlined and explained.  

 

1. Data Sample 

To ensure the robustness of this study, data collection was facilitated across 10 countries, obtained 
from DataStream. The sample was predicated on the selection and listing of countries conducted by 
Krueger et al. (2021), which initially encompassed 65 countries. From these 65 countries, those which 
could not be associated with one of the legal regimes of origins (common law or civil law countries) 
were eliminated. This left 19 countries for the treatment group and 6 countries for the control group. 
Within the sample, countries with no more than 100 headquartered publicly listed firms were 
excluded, as the sample size would be insufficient to ensure representativeness. Moreover, following 
previous research, the observations with less than 100 million USD as total assets are removed from 
the sample. For the control group, from the six countries present, three were retained: Brazil, Japan, 
and the United States. 

The sample primarily focuses on active companies, limiting its scope to major and primary markets, 
thereby ensuring a comprehensive representation of relevant equities. The chosen time frame for this 
analysis spans from 1998 to 2018, approximately three years preceding the initial introduction of 
mandatory ESG regulation in 2001, in France, and concluding approximately two years after the final 
introductions of such regulations in 2016. This timeframe also excludes the year 2019 from the study, 
thus mitigating the impact of the Covid-19 pandemic years on the outcomes of this study, which could 
lead to inaccurate information due to the exceptional circumstances during the Covid period. Data 
retrieval was conducted per country. Only firms headquartered in the respective country and listed on 
the local major stock exchange(s) were retained for this sample. Panel C from Table 3 provides an 
overview of mandatory ESG reporƟng regulaƟons across various countries, detailing the year of 
introducƟon, the issuing insƟtuƟons, and the major stock markets for each country. 

 

The sample was also constrained by the availability of the chosen control variables on DataStream, 
which are detailed in the next section. To maintain an adequate sample size while ensuring that missing 
data for certain variables did not compromise the integrity of the sample, any firm with more than five 
missing values for any variable was excluded from the analysis. Despite efforts to clean the dataset, 
some missing values for the variables size (SIZE), book-to-market ratio (BTM), leverage (LEV), and 
return on equity (ROE) persist. Table 5 provides a summary of these missing values for each country. 

A total of 4,205 firms with 84,298 observations were included in the final dataset. 
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2. Empirical Model 

For the methodology, a quantitative-empirical approach was employed. It represents a deductive 
approach utilized in this thesis, wherein hypotheses are formulated based on existing literature and 
subsequently tested. The research strategy adopted is a staggered difference-in-difference 
methodology, incorporaƟng both cross-secƟonal and longitudinal analyses. This means that companies 
within each country studied were idenƟfied, and their data was collected both before and aŌer the 
introducƟon of mandatory ESG regulaƟons to discern any significant differences. Concurrently, inter-
firm disparities within countries were also investigated. The distinct groups are as follows: 

 Treatment Group = Countries that have implemented mandatory ESG disclosure regulations. 
 Control Group = Countries that did not implement mandatory ESG disclosure regulations. 

This methodology allows for a comprehensive assessment of the impact of mandatory ESG disclosure 
by comparing the changes within firms over Ɵme and the differences between firms in countries with 
and without such regulaƟons. 

The following empirical model is used:  

 

𝐶𝑂𝐸 𝑖, 𝑡 = ∝  + 𝛽1 ∗ 𝑀𝐴𝑁𝐷 𝑐 ∗ 𝑃𝑂𝑆𝑇 𝑐, 𝑡 +  𝛽2 ∗ 𝑆𝐼𝑍𝐸 𝑖, 𝑡 +  𝛽3 ∗ 𝐵𝑇𝑀 𝑖, 𝑡 +  𝛽4 ∗ 𝑅𝑂𝐸𝑖, 𝑡

+ 𝛽5 ∗ 𝐿𝐸𝑉𝑖, 𝑡 +  𝛽6 ∗ 𝑅𝐸𝑇𝑉𝐴𝑅𝑖, 𝑡 +  𝛽7 ∗ 𝑅𝑈𝐿𝐸_𝑂𝐹_𝐿𝐴𝑊𝑐, 𝑡 +  𝛽8

∗ 𝐺𝐷𝑃_𝑃𝐸𝑅_𝐶𝐴𝑃𝐼𝑇𝐴𝑐, 𝑡 +  𝛽9 ∗ 𝐺𝐷𝑃_𝐺𝑅𝑂𝑊𝑇𝐻𝑐, 𝑡 +  𝛿𝑖 +  𝛿𝑐 +  𝛿𝑡 + 𝜀 
 

This model is established for firm i in country c and year t. The model features the cost of equity capital 
(COE) of the firm as the dependent variable, with the introduction of mandatory ESG disclosure 
regulations serving as an independent and explanatory variable. Control variables, as well as firm-, 
year-, and country-fixed effects, were included. These variables are elaborated upon further in this 
section. Standard errors are clustered at the firm level, following the methodology of previous studies 
such as Krueger et al. (2021)2 and Li (2010)3. These studies present similar settings to the one tested 
here, justifying the use of this approach. Clustering standard errors at the firm level accounts for the 
possibility that observations within the same firm may be more similar to each other than to those 
from different firms. This adjustment helps to mitigate potential biases or dependencies within firms 
arising from unobserved firm-specific characteristics. The variable of interest, "MAND c * POST c,t", 
comprises two components: the first component – Mandatory ESG Disclosure - equals 1 if a country 
adopted mandatory ESG disclosure during the sample timeframe, and 0 otherwise; the second 
component – POST - equals 1 for the year of introduction and adoption of mandatory ESG reporting 
regulations and the subsequent years, and 0 otherwise. The country fixed effects (δc) eliminate the 
effect of the variable "Mandatory ESG Disclosure", thereby leaving only the second variable "POST" in 
the model (1). This variable of interest captures the impact of the introduction of mandatory ESG 
reporting on the cost of equity capital of firms. A negative and significant coefficient (β1) would signify 
that the introduction of mandatory ESG disclosure reporting decreases the cost of equity capital of 
firms. 

 
2 Krueger et al. (2021) explore the impact of mandatory ESG disclosure on stock liquidity and employ a 
staggered difference-in-difference methodology.  
 
3 Li (2010) analyses the impact of InternaƟonal Financial ReporƟng Standards (IFRS) on the cost of equity capital 
of firms using a difference-in-differences design. 
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3. Data for the Cost of Equity Capital 

The method employed to calculate the dependent variable, the cost of equity, is the Capital Asset 
Pricing Model (CAPM), a well-established formula widely utilized in financial research and literature. 
Numerous proxies and models exist in the literature for measuring the cost of equity of firms. The 
decision to employ the CAPM framework was driven by its demonstrated efficacy and broad 
acceptance within both academic and practical realms of financial analysis. The CAPM calculation is as 
follows: 

COE=rf+β∗(E[Mkt]−rf) 

Where: 

 COE = cost of equity; 
 rf = risk-free rate; 
 β = beta, or idiosyncratic risk of a stock; 
 E[Mkt] = the expected return of the market. 

The risk-free rate is estimated based on the yields of German Treasury bonds with maturities of ten 
years. The expected return of the market is estimated using the returns of the widely used global index 
"MSCI World". The choice of this index is aligned with the international scope of the study in this thesis. 
The MSCI World index is thus deemed suitable for the chosen sample. Beta is calculated as the 
coefficient – slope - of the linear regression between monthly returns of company i over the study’s 
timeframe and the monthly returns of the MSCI World index during the same period. 

 

4. Control Variables 

In this study, control variables are employed to isolate the effect of the introduction of mandatory ESG 
disclosure regulation on the cost of equity capital. These variables are known in the existing literature 
to have an impact on the cost of equity capital of firms (Hail & Leuz, 2006; Ghoul et al. 2011). First, the 
size of firms (SIZE) is controlled for, calculated as the natural logarithm of the total assets of a firm. 
Secondly, the book-to-market (BTM) ratio is controlled for as it has been proven in the literature to 
have a positive and significant relationship with the cost of capital of firms (Ghoul et al., 2011). The 
book-to-market ratio compares the book value of a company to its market value, providing insight into 
whether a stock of a firm is overvalued or undervalued relative to its accounting value. A higher book-
to-market ratio suggests that the market values the company less than its net worth, while a lower 
ratio indicates the opposite. Thirdly, the level of leverage of the firms (LEV) is also controlled for. The 
leverage is represented by the raƟo of total debt to total capital, where total capital is the sum of total 
debt (total liabiliƟes) and equity. From the literature, it is known that when a company increases its 
amount of debt, the risk is higher as the part that the companies owe grows closer to the part the 
company owns, which is the equity. This increase in the risk shall be reflected in the return rate 
required by investors for taking their money as a financing means. The return variability of the market 
index used to measure the dependent variable "COE," meaning the standard deviation of monthly 
stock returns at year-end of the MSCI World index (RETVAR) is also controlled for (Li, 2010). These 
different control variables are retrieved from DataStream. 

(1)(1)
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Moreover, Krueger et al. (2021), in their paper, also look at the importance of the enforcement of the 
ESG disclosure regulaƟons by insƟtuƟons in the country. In countries where formal insƟtuƟons are 
more stringent, meaning they have beƩer legal systems, stricter adherence to laws, or more effecƟve 
governance, when new disclosure rules are introduced, there is a more significant enhancements in 
how informaƟon is shared and managed within that environment. Thus, they find stronger effect of the 
mandatory ESG disclosure on stock liquidity in those countries with stronger enforcement. Therefore, 
the model also controls for the “Rule of Law”, which represents a proxy for the capacity of enforcement 
of insƟtuƟonal organizaƟon. Moreover, Hail & Leuz (2006), countries with stronger “Rule of law” tend 
to have lower cost of capital for firms. 

Other, country-level, control variables included in the analysis are GDP per capita and GDP growth. 
Indeed, higher GDP per capita typically indicates a wealthier populaƟon and a more developed, stable 
economy, which can enhance investor confidence and reduce the perceived risk of invesƟng in firms 
within such countries, thereby lowering the cost of equity. AddiƟonally, wealthier economies oŌen 
have beƩer infrastructure and regulatory environments, further decreasing the cost of equity. On the 
other hand, high GDP growth suggests economic expansion, leading to increased business 
opportuniƟes and higher future cash flows for firms, which can also make firms more aƩracƟve to 
investors and lower the cost of equity. However, high GDP growth might also introduce economic 
volaƟlity and inflaƟonary pressures, potenƟally increasing perceived risk. By controlling for these 
variables, the analysis ensures that the observed effects on the cost of equity accurately reflect the 
impact of the specific factors under study without being confounded by broader economic condiƟons. 

All the variables are further explained and defined in Table 6. 
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Empirical results 

 
Here are the empirical results of the study. Firstly, descripƟve staƟsƟcs will be presented to provide an 
overview of our data sample. Subsequently, a correlaƟon analysis of the variables used in our 
regression will be presented. Finally, the regression results will be analysed to determine whether our 
hypotheses are confirmed or refuted. AddiƟonally, several robustness tests will be conducted to ensure 
the reliability of our findings. 
 
 

1. DescripƟve staƟsƟcs analysis  
 
A choice was made to winsorize variables at the 5th and 95th percenƟles in order to miƟgate the impact 
of extreme values. The winsorizaƟon of values is parƟcularly relevant because it helps reduce the 
influence of outliers, which can skew the results and lead to misleading conclusions. By winsorizing, we 
ensure a more robust and reliable analysis, as it limits the distorƟon caused by anomalously high or 
low values, allowing for a clearer understanding of the underlying paƩerns and relaƟonships within the 
data. 
 
 
One key assumpƟon in linear regression analysis is that the residuals (error terms) of the regression 
model should follow a normal distribuƟon. This assumpƟon is oŌen validated by examining whether 
the observaƟons of the variables and the residuals exhibit a normal curve. Figures 1, 2, 3, and 4 
illustrate the distribuƟon of the dependent variable, and control variables specific to firms, excluding 
size. These variables include cost of equity (COE), book-to-market raƟo (BTM), leverage (LEV), and 
return on equity (ROE). Each figure is presented alongside a normal density curve to facilitate 
interpretaƟon and comparison with the theoreƟcal normal distribuƟon. The COE closely follows the 
bell shape of the normal curve, indicaƟng a relaƟvely normal distribuƟon. The BTM and LEV are slightly 
skewed to the leŌ, while ROE is slightly skewed to the right. These distribuƟonal characterisƟcs should 
be kept in mind when interpreƟng the results, as deviaƟons from normality can impact the robustness 
of staƟsƟcal inferences. 
 
Table 1 presents a summary of the descripƟve staƟsƟcs for the variables included in our empirical 
model. The cost of equity has a mean of 0.013, with a standard deviaƟon of 0.022. Thus, on average, 
firms have a cost of equity of 1.3%, which is quite small. The value of COE is likely underesƟmated due 
to the use of the CAPM formula, which is known for underesƟmaƟng the cost of equity (Dragotă, 2013). 
Our variable of interest MANDPOST shows a mean of 0.166, meaning that 16,6% of the firms in our 
sample introduced a regulaƟon for mandatory ESG disclosure.  

The average enƟty size is $89.7 million, indicaƟng that the firms in the dataset are generally large and 
possess substanƟal assets. It is important to note that firms with assets less than $100,000 were 
excluded from the analysis to maintain representaƟveness. The mean book-to-market raƟo is 1.017, 
suggesƟng that, on average, the book value of these firms is slightly higher than their market value. 
This could indicate that the firms are undervalued by the market. The average leverage raƟo is 0.27, 
meaning that, on average, firms have 27% of their total resources financed through debt. This reflects 
a moderate use of debt in their capital structure, balancing the benefits of debt with the risk of over-
leverage. The return on equity variable shows a mean of 0.066, indicaƟng that, on average, firms 
generate a 6.6% return on shareholders' equity. This suggests modest profitability and efficiency in 
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generaƟng returns from equity investments. The mean return variability is 4.202, showing that the 
market index experiences significant fluctuaƟons in the returns.  

The industry-level analysis presented in Table 2 indicates that the “Industrial” sector consƟtutes the 
majority of the sample (80.99%) with a mean COE of 1.243%. The “UƟlity”, “TransportaƟon”, and 
various financial sectors make up smaller porƟons of the sample, each with varying mean COEs. 

 

The country-level analysis in Table 3 disƟnguishes between common law and civil law countries, with 
the laƩer group represenƟng a larger porƟon of the sample. For common law countries, the table 
includes data from Canada, the United States, Australia, and the United Kingdom. These common law 
countries represent 31.58% of the total sample, with the United States having the highest number of 
observaƟons compared to the other countries in the subsample. Within this subsample, we have three 
treatment countries and one control country, which is the United States. 

For civil law countries, the data includes Germany, Italy, Sweden, France, Brazil, and Japan. The 
subsample for civil law countries consƟtutes the majority of the main sample, accounƟng for 68.41% 
of the total sample. This predominance is mainly due to the significant representaƟon of Japan in the 
subsample, which comprises most of the observaƟons. Within this subsample, we have four treatment 
countries and two control countries, namely Brazil and Japan. 

In summary, common law countries exhibit a lower cost of equity (0.00398) compared to civil law 
countries (0.00862). This observaƟon aligns with our literature review, which indicates that common 
law countries have more developed markets than civil law countries, leading to heightened access to 
capital and, on average, a lower cost of equity capital. Common law countries also have smaller firm 
sizes than civil law countries, a disparity accentuated by the large presence of Japan in the civil law 
subsample, which has an average firm size of 153 million dollars in assets. Firms in common law 
countries show lower book-to-market raƟos and lower levels of leverage than those in civil law 
countries. The rule of law is higher in common law countries, suggesƟng that the enforcement of 
regulaƟons is stronger for this legal regime. AddiƟonally, Brazil is the only country to show a negaƟve 
score for the rule of law. GDP per capita is higher in civil law countries, with Sweden having the highest 
value, but GDP growth is higher in common law countries, with Australia having the highest growth 
rate. 

Overall, common law countries exhibit lower COE and higher rule of law scores, reflecƟng stronger 
financial markets and legal systems. In contrast, civil law countries have higher COE and more variability 
in rule of law scores, indicaƟng diverse economic and legal environments. GDP per capita and GDP 
growth rates also show differences, with common law countries generally performing beƩer in terms 
of economic indicators. 

 

Table 4 shows summary staƟsƟcs per year. The data shows that the mean cost of equity (COE) reaches 
its lowest value in 2008, with a negaƟve value of -0.01895. This is the only year in the dataset where 
the mean COE is negaƟve, reflecƟng the financial turmoil during the global financial crisis, namely the 
subprime mortgage crisis. The aŌermath of the crisis is evident in 2009, where the mean COE peaks at 
0.03217, indicaƟng the highest average cost of equity observed during the Ɵmeframe of the study. This 
increase in 2009 can be aƩributed to the economic recovery efforts following the crisis. The fluctuaƟon 
in the mean COE during these years underscores the relevance to control for year-fixed effects.  
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2. CorrelaƟon analysis 

 
The provided correlaƟons in Table 7 depict the Pearson correlaƟon matrix. The Pearson correlaƟon 
matrix is a staƟsƟcal tool used to examine relaƟonships between variables pairwise, in our case the 
variables used in the empirical model (1). This matrix analyses the strength and direcƟon of the linear 
relaƟonship between two variables. The coefficients range from -1 to 1; +1 indicates a perfect posiƟve 
linear relaƟonship, -1 indicates a perfect negaƟve linear relaƟonship and, 0 indicates no linear 
relaƟonship. Each pair of variables is looked at independently, without considering other variables.  
 
The results suggest a negaƟve linear relaƟonship between the cost of equity (COE) of firms and the 
introducƟon of mandatory ESG disclosure reporƟng (MANDPOST). This finding would suggest that the 
introducƟon of mandatory ESG reporƟng decreases the cost of capital of firms. Moreover, there seem 
to be posiƟve significant associaƟons between the cost of equity of firms and the size (SIZE), the book-
to-market raƟo (BTM), the level of leverage (LEV) and the return variability of the market index 
(RETVAR).  This would indicate that larger firms tend to have a slightly higher cost of equity. Moreover, 
a higher book-to-market raƟo, meaning when the value of the intrinsic equity of firm is higher than its 
market value, increases the cost of capital. An increase in the leverage, meaning in the amount of debt 
taken by the company compared to the total assets increases the cost of equity. The increase of the 
return of market index seems to increase the cost of capital of firms. These correlaƟons are in line with 
what is predicted from the literature. 
 
On the other hand, there are strong negaƟve correlaƟons between the cost of capital and the return 
on equity (ROE), the rule of law variable (RULE_OF_LAW), the GDP per capita (GDP_PER_CAPITA), and 
the GDP growth (GDP_GROWTH). A small but significant negaƟve correlaƟon indicates that higher 
return on equity is associated with a lower cost of equity. This finding does not come as a surprise as 
more profitable companies (higher ROE) typically face lower risk premiums, reducing their cost of 
equity. Moreover, higher GDP growth is associated with a lower cost of equity, and the same holds for 
the GDP per capita.  
 
Other significant correlaƟons are interesƟng to menƟon. A strong posiƟve correlaƟon (0.242) between 
leverage (LEV) and the size (SIZE) suggests that larger firms tend to have higher leverage. Moreover, 
there seem to be a strong posiƟve correlaƟon (0.545) between the rule of law (RULE_OF_LAW) and the 
GDP per capita (GDP_PER_CAPITA), which would indicate that countries with beƩer rule of law tend to 
have higher GDP per capita. AddiƟonally, there is posiƟve correlaƟon suggests that beƩer rule of law is 
slightly associated with higher GDP growth rates. Finally, the matrix reports a strong negaƟve 
correlaƟon (-0.536) between GDP growth (GDP_GROWTH) and return variability of the market index 
(RETVAR) indicates that higher GDP growth is associated with lower return variability. 
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3. Regression analyses 
 

The results from the pairwise correlaƟon in Table 7 show a significant but weak negaƟve relaƟonship 
between the introducƟon of mandatory ESG reporƟng and the cost of equity capital for firms. This 
finding provides an iniƟal insight into the potenƟal interacƟon between these two variables. The 
preliminary observaƟon is that mandatory ESG reporƟng is perceived as beneficial for firms, as it is 
associated with a lower cost of equity. 
 
AddiƟonally, Wald tests were conducted to evaluate the null hypothesis for the individual variables 
(Table 8) and for the model as a whole (Table 9). The coefficient for MANDPOST is significant at the 10% 
level (p-value < 0.10), this suggests a significant but weak evidence that our variable of interest has a 
non-zero effect on the dependent variable (COE) for our main sample. Furthermore, the results indicate 
that several variables, including BTM, RETVAR, RULE_OF_LAW, GDP_PER_CAPITA, and GDP_GROWTH, 
have significant effects on the cost of equity (COE). However, variables such as SIZE, LEV, and ROE do 
not show significant individual effects in this analysis. The global test shows a highly significant result 
(p-value < 0.01), indicaƟng that the combinaƟon of all variables significantly explains the variaƟon in 
COE. 
 
To verify the robustness of these results, various regressions will be performed based on our empirical 
model (1). In the following secƟons, the results of the main model will be presented first. Next, 
differences in results across legal regimes will be examined through subsample tests for civil law and 
common law countries. Finally, mulƟple robustness tests will be conducted. 
 

 
3.1 Main results 

Table 10 reports the results for the regression from our empirical model (1). The regression analysis 
examines the determinants of the cost of equity (COE) using fixed effect models. Standard errors are 
clustered at the firm-level. There are three different models, each progressively including various 
independent variables to observe their effects. The findings support our hypothesis H1 for the three 
models introduced based on empirical model (1). There is highly significant and posiƟve coefficient for 
our variable of interest MANDPOST, suggesƟng that introducing mandatory ESG reporƟng increases the 
cost of equity capital of firms. 

In Model (1), the intercept is significantly negaƟve at -0.01978, indicaƟng that even when all other 
variables are zero, there is a base level of COE. Our variable of interest (MANDPOST) is posiƟve and 
highly significant (0.00305), suggesƟng that the introducƟon of mandatory ESG disclosure increases 
the cost of equity. Firm size (SIZE) is also posiƟvely significant (0.00059), implying that larger firms incur 
a higher COE. Leverage (LEV) has a posiƟve and significant coefficient (0.00214), indicaƟng that higher 
debt levels increase COE. Return variability (RETVAR) is posiƟve and highly significant (0.00338), 
suggesƟng that higher volaƟlity in the market index incurs a higher COE. The book-to-market raƟo 
(BTM), return on equity (ROE), and GDP growth (GDP_GROWTH) do not show significant coefficient in 
this model.  The R-squared value for Model (1) is 0.48092, indicaƟng that approximately 48.1% of the 
variaƟon in COE is explained by the variables included in this model. 

In the second model (2), we introduce the RULE_OF_LAW variable, as previous studies (e.g., Krueger 
et al., 2021; Chen et al., 2024) have shown that the strength of enforcement within a country impacts 
the effecƟveness of mandatory ESG disclosure reporƟng. The results show that stronger enforcement 
from insƟtuƟons has a significant negaƟve impact on the cost of equity. In Model (2), the intercept 
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remains significant and posiƟve at 0.01073. MANDPOST (0.00205) is posiƟve and highly significant 
reinforcing the findings from Model (1) that mandatory ESG reporƟng tends to increase the cost of 
capital equity of firms. SIZE (0.00005) conƟnues to be posiƟve and highly significant, further reinforcing 
the findings from Model (1). BTM becomes significant and negaƟve (-0.00032), indicaƟng that firms 
with a higher book value relaƟve to market value have a lower COE, which is opposite to what is 
expected from the literature. LEV (0.00151) and RETVAR (0.00335) remain posiƟve and significant, 
supporƟng their roles in increasing COE. RULE_OF_LAW is significantly negaƟve (-0.01386), consistent 
with Model (1). ROE and GDP_GROWTH are sƟll not significant. The R-squared value for Model (2) is 
0.49182, suggesƟng that approximately 49.2% of the variaƟon in COE is explained by the variables in 
this model, showing a slight improvement over Model (1). 

The third model introduces addiƟonal macroeconomic variables that can influence our dependent 
variable. In Model (3), the intercept remains significant and posiƟve at 0.00458. While the posiƟve 
significance of MANDPOST (0.00083) persists, the coefficient is significant at the 10% level only this 
Ɵme. These findings would suggest that model might suffer from mulƟcollinearity. GDP per capita and 
GDP growth are likely correlated with other economic factors that MANDPOST captures, thus 
introducing mulƟcollinearity. By including these variables, the model now beƩer isolates the effect of 
MANDPOST, potenƟally showing that its standalone effect is smaller than previously esƟmated. The 
variable SIZE (0.00043) remains posiƟve and significant. BTM (-0.00045) remains significant and 
negaƟve, and LEV (0.00099) conƟnues to be posiƟvely significant. RETVAR increases in significance 
(0.00417), further indicaƟng that return variability raises COE. RULE_OF_LAW stays significantly 
negaƟve (-0.01225). AddiƟonally, GDP per capita (GDP_PER_CAPITA) becomes significant (0.00429), 
suggesƟng that higher GDP per capita is associated with a higher COE. GDP_GROWTH also turns 
significant and negaƟve (-0.05023), indicaƟng that firms in growing economies benefit from a lower 
COE. The R-squared value for Model (3) is 0.49688, indicaƟng that approximately 49.7% of the variaƟon 
in COE is explained by the variables included in this model, showing further improvement. 

Overall, the results show that there is a small but significant posiƟve coefficient for the variable 
MANDPOST. This suggests that the introducƟon of mandatory ESG disclosure tends to increase the cost 
of equity capital for firms. The model controls for year, industry, and country fixed effects. These 
findings support the observaƟon made by Grewal et al. (2019) that the market perceives the 
introducƟon of such regulaƟon as an addiƟonal cost and burden. From these findings, mandatory ESG 
reporƟng, introducing major compliance, proprietary, and poliƟcal costs, seems to be penalized by the 
market. The R-squared values across all three models indicate that the included variables explain a 
substanƟal porƟon of the variaƟon in COE, highlighƟng the complexity of factors influencing the cost 
of equity. Among the three models, Model (3) has the highest R-squared value, suggesƟng it is the best 
fiƫng model for the data. 
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Table 10: Main results 

 
This table presents the results of analysing the effect of mandatory ESG reporƟng on cost of equity 
capital (COE) of firms. The dependent variable, COE, was calculated using the CAPM formula as detailed 
in point 3 form the “Data and methodology” secƟon. The variable MANDPOST equals 1 for firms in 
countries that have introduced mandatory ESG reporƟng, starƟng from the year of introducƟon and 
conƟnuing for all subsequent years, and 0 otherwise. Robust t-staƟsƟcs, adjusted for firm-level 
clustering, are reported in parentheses. All conƟnuous variables are winsorized at the 5% and 95% 
levels. StaƟsƟcal significance is indicated by ***, **, and * at the 1%, 5%, and 10% levels, respecƟvely. 

 
 (1) (2) (3) 
VARIABLES    
(Intercept) -0.01978*** 0.01073* 0.00458 
 (0.00482) (0.00563) (0.00556) 
    
MANDPOST 0.00305*** 0.00205*** 0.00083* 
 (0.00043) (0.00042) (0.00043) 
SIZE 0.00059** 0.00005 -0.00043 
 (0.00029) (0.00031) (0.00031) 
BTM -0.00012 -0.00032* -0.00045** 
 (0.00019) (0.00019) (0.00019) 
LEV 0.00214** 0.00151* 0.00099 
 (0.00083) (0.00081) (0.00079) 
ROE -0.00041 -0.00032 0.00036 
 (0.00101) (0.00095) (0.00095) 
RETVAR 0.00383*** 0.00353*** 0.00417*** 
 (0.00010) (0.00010) (0.00011) 
RULE_OF_LAW - -0.01386*** -0.01225*** 
  (0.00124) (0.00115) 
GDP_PER_CAPITA - - 0.00249*** 
   (0.00023) 
GDP_GROWTH - - -0.05023*** 
   (0.00685) 
    
Observations 78,854 73,423 73,423 
R-squared 0.48092 0.49182 0.49688 
Number of Firms 4,205 4,201 4,201 
Year FE YES YES YES 
Country FE YES YES YES 
Industry FE YES YES YES 

Robust standard errors in parentheses 
*** p<0.01, ** p<0.05, * p<0.1 

 
Source: Author’s research results, using the Stata program 
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3.2 Subsample: Common- versus Civil-law countries 
 

To test the second and third hypotheses (respecƟvely H2 and H3), two subsamples were created, 
dividing countries into two groups based on their legal regimes: common law and civil law. This 
subsample analysis aims to observe the impact of mandatory ESG reporƟng separately on common law 
and civil law countries to determine if there are significant differences in the results. The impact of 
mandatory ESG disclosure is observed by comparing the results for common law countries with those 
for civil law countries. Control variables were maintained for this test. Standard errors are clustered at 
firm-level. 

Table 11 presents the regression results for our empirical model (1) applied to the two subsamples. The 
details of these samples are provided in Table 3 (descripƟve staƟsƟcs by country). Each column 
represents a different legal system, with Model (1) for common law and Model (2) for civil law.  

The results support our hypotheses H2 and H3. In civil law countries, we found a highly significant and 
posiƟve coefficient for MANDPOST, indicaƟng that the introducƟon of mandatory ESG reporƟng is 
associated with an increase in the cost of equity capital for firms. This finding supports hypothesis H2. 
Conversely, in common law countries, the coefficient for MANDPOST is highly significant and negaƟve, 
suggesƟng that mandatory ESG disclosure reporƟng decreases the cost of equity for firms. This 
supports hypothesis H3. 

For the common law subsample, the intercept is significantly posiƟve at 0.04150, indicaƟng a base level 
of COE when all other variables are zero. MANDPOST has a negaƟve and highly significant coefficient 
(-0.00740), suggesƟng that mandatory ESG reporƟng reduces the COE of firms in common law 
countries. SIZE also shows a negaƟve and highly significant effect (-0.00273), implying that larger firms 
have a lower COE. BTM is posiƟve and significant (0.00075), indicaƟng that higher book-to-market 
raƟos are associated with higher COE. LEV is posiƟvely significant (0.00263), meaning higher leverage 
increases COE. The results for these four control variables at firm level are in line with what is expected 
from the literature. ROE is posiƟve and highly significant (0.00389), indicaƟng that higher return on 
equity is associated with a higher COE. This finding contrasts with expectaƟons from the literature. 
RETVAR is negaƟve and highly significant (-0.00097), indicaƟng that higher return variability reduces 
COE. RULE_OF_LAW and GDP_PER_CAPITA are not significant, whereas GDP_GROWTH is posiƟve and 
highly significant (0.16476), indicaƟng that higher GDP growth increases COE. 

For the civil law subsample, the intercept is also significantly posiƟve at 0.01199. MANDPOST has a 
posiƟve and highly significant coefficient (0.00421), indicaƟng that mandatory ESG reporƟng increases 
COE. SIZE is posiƟve and significant (0.00024), suggesƟng that larger firms have a higher COE in civil 
law countries. BTM is negaƟve and highly significant (-0.00047), indicaƟng that higher book-to-market 
raƟos are associated with lower COE. LEV is negaƟvely significant (-0.00189), meaning higher leverage 
decreases COE. These findings for the control variables contrast with what is expected from the 
literature. However, here ROE is negaƟve and highly significant (-0.00285), suggesƟng that higher 
return on equity is associated with a lower COE, which is in line with previous studies. RETVAR is 
posiƟve and highly significant (0.00412), indicaƟng that higher return variability increases COE. 
RULE_OF_LAW is negaƟve and highly significant (-0.02030), suggesƟng that stronger legal frameworks 
reduce COE. GDP_PER_CAPITA is posiƟve and highly significant (0.00103), indicaƟng that higher GDP 
per capita increases COE. GDP_GROWTH is negaƟve and highly significant (-0.06817), indicaƟng that 
higher GDP growth reduces COE. 

Overall, mandatory ESG reporƟng appears to reduce the cost of equity for firms in common law 
countries, while increasing it in civil law countries. These findings align with our hypotheses, suggesƟng 
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that in civil law countries, where there are higher levels of CSR disclosure and performance, the 
introducƟon of mandatory ESG reporƟng primarily exposes the "bad players." This results in addiƟonal 
compliance, proprietary, and poliƟcal costs. In contrast, firms in common law countries seem to benefit 
from the increased transparency provided by mandatory ESG reporƟng, thereby bridging the gap 
between stakeholders' and shareholders' rights. Furthermore, the impact was anƟcipated to be more 
pronounced and negaƟve in common law countries due to their comparaƟvely weaker informaƟon 
environments.  

 

Furthermore, from the results in Table 11, we observe contrasƟng effects of various factors on the cost 
of equity (COE) depending on the legal regime. In common law countries, firm size reduces COE, while 
in civil law countries, it increases COE. Higher leverage increases COE in common law but decreases it 
in civil law. Return on equity has a similar contrasƟng effect, increasing COE in common law and 
decreasing it in civil law. Return variability reduces COE in common law but increases it in civil law. 
AddiƟonally, stronger legal frameworks reduce COE in civil law countries. GDP per capita has varying 
impacts, while GDP growth increases COE in common law but decreases it in civil law countries. These 
consistent contrasƟng effects highlight that variables typically thought to influence the cost of equity 
in a certain direcƟon, such as leverage, actually depend on the legal regime in which the firm operates. 
This finding further underscores the importance of analysing the impact of variables on firms while 
considering their legal regime. 
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Table 11: Difference across legal regimes 

 
Table 11 presents the results of analysing the effect of mandatory ESG reporƟng on cost of equity 
capital (COE) of firms in common law and in civil law countries. The subsample for common law 
countries encompasses the United States, the United Kingdom, Australia, and Canada. The subsample 
for civil law countries englobes Germany, France, Sweden, Italy, Brazil and, Japan.  The dependent 
variable, COE, was calculated using the CAPM formula as detailed in point 3 form the “Data and 
methodology” secƟon. The variable MANDPOST equals 1 for firms in countries that have introduced 
mandatory ESG reporƟng, starƟng from the year of introducƟon and conƟnuing for all subsequent 
years, and 0 otherwise. Robust t-staƟsƟcs, adjusted for firm-level clustering, are reported in 
parentheses. All conƟnuous variables are winsorized at the 5% and 95% levels. StaƟsƟcal significance 
is indicated by ***, **, and * at the 1%, 5%, and 10% levels, respecƟvely. 
 
 

 (1) (2) 
Dep. Var. = COE Common law  Civil law  
(Intercept) 0.04150*** 0.01199* 
 (0.01168) (0.00666) 
   
MANDPOST -0.00740*** 0.00421*** 
 (0.00076) (0.00047) 
SIZE -0.00273*** 0.00024 
 (0.00060) (0.00038) 
BTM 0.00073 -0.00047** 
 (0.00045) (0.00020) 
LEV 0.00263* -0.00189** 
 (0.00136) (0.00095) 
ROE 0.00389*** -0.00285** 
 (0.00117) (0.00131) 
RETVAR -0.00097** 0.00412*** 
 (0.00039) (0.00012) 
RULE_OF_LAW 0.00256 -0.02030*** 
 (0.00198) (0.00144) 
GDP_PER_CAPITA -0.00080*** 0.00103*** 
 (0.00028) (0.00029) 
GDP_GROWTH 0.16476*** -0.06817*** 
 (0.01470) (0.01118) 
   
   
Observations 23,115 50,308 
R-squared 0.51302 0.55783 
Year FE 1,425 2,776 
Industry FE YES YES 
Country FE YES YES 
Number of firms YES YES 

Standard errors in parentheses 
*** p<0.01, ** p<0.05, * p<0.1 

Source: Author’s research results, using the Stata program 
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3.3 Robustness tests 
 

In this secƟon, various robustness tests will be conducted to ensure the reliability of the linear 
regression model and the validity of the previously presented results. First, placebo tests will be carried 
out to verify that the observed impact of mandatory ESG reporƟng is not due to randomness, pre-
exisƟng trends or post-treatment events. Second, the model will be re-esƟmated with clustering by 
country to account for within-group correlaƟons. Third, an addiƟonal robustness test will be performed 
by excluding Japan from the sample, as Japan consƟtutes more than half of the dataset and could 
introduce bias into the results. 

 

 
3.3.1 Placebo test 

 
In assessing the impact of the mandatory introducƟon of ESG reporƟng on the cost of equity (COE), it 
is relevant to verify that the observed effects are not due to coincidences, pre-exisƟng trends or post-
treatment events for example. To this end, we follow previous study from Chen et al. 2024, which has 
a rather similar seƫng4 as this study and perform three different placebo tests. First, a random placebo 
test was conducted to ensure that the results were not due to random chance. The results can be found 
in Figure 5. The random placebo test consists of randomly assigning a year of treatment to firms and 
repeat the esƟmaƟon of the regression 1,000 Ɵmes to obtain a distribuƟon of ficƟƟous treatment 
coefficients. By comparing this distribuƟon with the actual coefficient, we can test whether the 
observed effect is staƟsƟcally significant. If the actual coefficient is significantly different from the 
distribuƟon of ficƟƟous coefficients, this reinforces confidence that the effect is real. The results show 
that no coefficient generated by our repeated regression is greater than our true coefficient from model 
(3) in Table 10. The p-value is 0, which means that the true coefficient (0.00083) is significantly different 
from the distribuƟon of ficƟƟous coefficients.  

The histogram from Figure 5 displays the distribuƟon of our ficƟous coefficients and shows a symmetric 
distribuƟon centred around zero, indicaƟng that the random assignment of treatment years generally 
produces coefficients close to zero. This is expected, as random assignments should not systemaƟcally 
affect the COE. The true treatment coefficient (0.00083) is significantly different from the mean of the 
placebo coefficients (0.00), as highlighted by the p-value of 0.000. This indicates that the observed 
effect is highly unlikely to be due to random chance. The p-value of 0.000 suggests that the probability 
of observing a coefficient as extreme as the true treatment coefficient under the null hypothesis – 
meaning the variable MANDPOST has no effect on the cost of equity (COE) - is less than 0.1%. This 
reinforces the conclusion that the introducƟon of mandatory ESG reporƟng has a real and staƟsƟcally 
significant impact on the COE. 

 

 

The second placebo test verifies that there are no pre-exisƟng trends that could influence the results. 
We restrict our sample to the period before the mandatory ESG reporƟng was introduced. Therefore, 
we assigned a ficƟƟous treatment year that is 3 years prior to the actual adopƟon year and performed 

 
4 In their paper, Chen et al. (2024) invesƟgate the impact of mandatory ESG disclosure on the dividend payout 
policy of firms. 
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the regression analysis. For the third placebo test, we ensured that the results were not driven by 
random post-treatment events. We restrict our sample to the period aŌer the mandatory ESG reporƟng 
was introduced. We assign a ficƟƟous treatment year that is 3 years aŌer the actual adopƟon year and 
perform the regression analysis. The results for the second and third placebo tests are reported in table 
12. The pre-treatment test includes 12,692 observaƟons, while the post-treatment test includes 10,597 
observaƟons. For the pre-treatment placebo test, the coefficient is -0.000462 with a standard error of 
0.000536, indicaƟng an insignificant effect. For the post-treatment placebo test, the coefficient is 
0.000661 with a standard error of 0.000526, also indicaƟng an insignificant effect. These results suggest 
that the observed effect of mandatory ESG reporƟng on COE is not driven by pre-exisƟng trends or 
random post-treatment events. 

In conclusion, the placebo tests results provide strong evidence that the impact of mandatory ESG 
reporƟng on COE is not a result of random chance, or of spurious pre-exisƟng trends or random events 
occurring aŌer the treatment period. The significant difference between our true coefficient and the 
mean of the placebo coefficients, along with the insignificant coefficients found in both the pre- and 
post-treatment placebo tests, reinforces the robustness of our main findings. This ensures that the 
observed effects are genuinely aƩributable to the introducƟon of mandatory ESG reporƟng. 

 

 

3.3.2 Clustering per country 
 

Clustering is a technique used to adjust standard errors to account for within-group correlaƟon. In the 
regression model used earlier in this thesis, country fixed effects (FE), year FE, industry FE, and 
clustering at the firm level were controlled for, but the model did not account directly for potenƟal 
intra-country correlaƟons. The decision not to cluster by country is jusƟfied in this study due to the 
small number of clusters in our sample —only 10 countries. Generally, clustering adjustments are more 
reliable with approximately 20 to 30 clusters as a rule of thumb. 

However, clustering at the country level remains relevant as a robustness test since the introducƟon of 
mandatory ESG reporƟng occurs at the country level. Cameron et al. (2008) propose a soluƟon for the 
issue of few clusters by using the wild cluster bootstrap test. This method ensures the reliability of the 
results for the regression when dealing with a small number of clusters. By applying this approach, 
researchers can improve the reliability of their staƟsƟcal inferences and ensure that their results are 
both valid and robust, even in situaƟons with a limited number of clusters. This technique enhances 
the quality of research findings and contributes to more accurate conclusions in empirical studies 
(Cameron et al., 2008; Canay et al., 2019). 

Table 13 reports the results for our second robustness test. Our first and third hypotheses, respecƟvely 
H1 and H3 do not hold anymore when clustering at country-level. However, the results for civil law 
countries are robust and our second hypothesis holds (H2), which reinforce the finding that the 
introducƟon of mandatory ESG disclosure reporƟng increases the cost of equity capital of firms in civil 
law countries. 
 
Indeed, the impact of mandatory ESG reporƟng on the cost of equity is no longer significant when 
clustering by country for our main sample (Column 1) or for common law countries (Column 2). There 
is therefore no evidence that mandatory ESG reporƟng has an impact on cost of equity for these 
samples. However, Table 13 shows a posiƟve and significant coefficient (0.00421) for our variable of 
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interest MANDPOST at the 5% level for civil law countries (Column 3), indicaƟng an increase in COE 
when introducing mandatory ESG reporƟng.  
 
Moreover, the variable RETVAR is staƟsƟcally significant at the 10% level in the main sample, indicaƟng 
that the variability of returns has a posiƟve effect on the cost of equity. Other variables, such as SIZE, 
BTM, LEV, ROE, RULE_OF_LAW, GDP_PER_CAPITA, and GDP_GROWTH, do not exhibit staƟsƟcally 
significant coefficients in the main sample. Notably, Rule of Law is significant and negaƟve in the civil 
law sample, suggesƟng that stronger rule of law reduces COE. AddiƟonally, in the common law 
subsample, SIZE is significant and negaƟve, implying that larger firms have a lower cost of equity. GDP 
growth is significant and posiƟve in the common law subsample, indicaƟng that higher economic 
growth increases COE. For the civil law subsample, GDP growth is significant and negaƟve, suggesƟng 
that higher economic growth reduces COE. The R-squared values range from approximately 0.497 to 
0.557, implying that about 49.7% to 55.7% of the variaƟon in the cost of equity is explained by the 
included variables and fixed effects. 
 
When clustering by country, it is observed that data points within the same country tend to be more 
similar to each other than to those from other countries. For example, economic, cultural, or policy 
factors within a country can create correlaƟons among the observaƟons. By recognizing and adjusƟng 
for country-level effects, the model more accurately isolates the effect of our variable of interest from 
country-specific factors. This can result in a more realisƟc, and possibly lower, esƟmate of the 
significance of the variable. 
 
The fact that the significance of the coefficient does not hold when clustering by countries for our main 
sample underscores the importance of accounƟng for country-specific factors when analysing the 
impact of mandatory ESG reporƟng on the cost of capital. This reinforces the decision to study the 
difference following the introducƟon of regulaƟon according to the two main legal regimes. However, 
we observe that in common law countries, the results also do not hold, as the coefficient for 
MANDPOST is no longer significant. This might suggest that certain country-specific factors play 
important roles in influencing the cost of equity in these countries. It is also important to note that our 
sample for common law countries is the smallest in size, with only four clusters, which affects the 
robustness of our tests. Therefore, these results need to be interpreted with cauƟon. 
 
 
 

 
3.3.3 Model without Japan  

 

The sample used in this study is composed predominantly of companies from Japan. This 
predominance can introduce significant biases and distorƟons in the linear regression analyses. Table 
14 presents the results of the effect of mandatory ESG reporƟng on the cost of equity capital (COE) 
with Japan excluded from the main sample. The first model excludes Japan, while the second model 
includes Japan, consistent with the data presented earlier in Table 10 for ease of comparison. Both 
models are adjusted for firm-level clustering. The intercept is posiƟve and significant in the model (1), 
indicaƟng a base level of COE of 0.02713. The variable of interest MANDPOST is negaƟve and 
significant, suggesƟng that mandatory ESG reporƟng lowers COE, with a coefficient of -0.00377. 
Conversely, MANDPOST is posiƟve and significant when Japan is included, with a coefficient of 0.00083. 
These findings do not support our hypothesis H1. We therefore see an important difference when 
excluded Japan from our sample. 
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Furthermore, for the model without Japan, firm size (SIZE) has a negaƟve and significant impact on COE 
in the model without Japan, indicaƟng that larger firms have lower COE, with a coefficient of -0.00229. 
The book-to-market raƟo (BTM) is posiƟvely associated with COE and significant in the model without 
Japan, with a coefficient of 0.00035. Leverage (LEV) shows a posiƟve and significant effect on COE, with 
a coefficient of 0.00266. Return on Equity (ROE) has no significant effect. Return Variance (RETVAR) is 
posiƟvely significant in the model without Japan, with a coefficient of 0.00057. The variable 
RULE_OF_LAW is posiƟvely significant, with a coefficient of 0.00338. GDP_PER_CAPITA is not 
significant. GDP_GROWTH is posiƟvely significant, with a coefficient of 0.07635. The R-squared value 
is approximately 0.509, implying that about 50.9% of the variaƟon in COE is explained by the included 
variables and fixed effects. 

The key differences indicate that the exclusion of Japan has a substanƟal impact on the coefficients and 
significance of several variables, parƟcularly MANDPOST, SIZE, and LEV. The main sample shows a 
posiƟve and significant effect of mandatory ESG reporƟng on COE, whereas this effect turns negaƟve 
and significant when Japan is excluded. This suggests that the inclusion of Japan in the sample plays a 
significant role in the observed relaƟonship between mandatory ESG reporƟng and COE. To further 
refine our analysis, the subsample for civil law countries will be retested with Japan excluded.  

 
 
Table 15 presents the results of our regression analysis excluding Japan from the subsample of civil law 
countries. The first model (Column 1) excludes Japan from the civil law subsample and adjusts for firm-
level clustering. The second model (Column 2) includes Japan and also adjusts for firm-level clustering. 
This second model is idenƟcal to the regression presented earlier in Table 11 but is repeated here to 
facilitate comparison. The first model presents a coefficient for MANDPOST that is posiƟve and 
significant (0.00093) at the 10% level, suggesƟng that the introducƟon of mandatory ESG reporƟng is 
associated with an increase in the cost of equity for firms in these countries. Therefore, we observe 
that the results are robust and support hypothesis H2. However, there is a noted decrease in the 
significance of the MANPOST coefficient, indicaƟng a slight reducƟon in staƟsƟcal power. 

Furthermore, firm size (SIZE) has a negaƟve but insignificant effect on the cost of equity. The book-to-
market raƟo (BTM) is also negaƟve and insignificant. Leverage (LEV) has a negaƟve effect but is not 
significant. Return on equity (ROE) is negaƟve and significant (-0.00779), indicaƟng that higher 
profitability is associated with a lower cost of equity. The return variability (RETVAR) is posiƟve and 
significant (0.00339), suggesƟng that higher risk is associated with a higher cost of equity. The rule of 
law (RULE_OF_LAW) has a negaƟve and significant impact (-0.00835), indicaƟng that stronger legal 
environments are associated with a lower cost of equity. GDP per capita (GDP_PER_CAPITA) and GDP 
growth (GDP_GROWTH) are both posiƟve and significant, indicaƟng that beƩer economic condiƟons 
are associated with a higher cost of equity. The model includes fixed effects for year, country, and 
industry, and explains approximately 52% of the variaƟon in the cost of equity (R-squared = 0.52054). 

In conclusion, our findings do not hold when Japan is removed from the main sample, and the sign of 
our variable of interest is even reversed. However, when the subsample for civil law countries is tested 
without Japan, the results remain robust, despite a loss of some staƟsƟcal power. The robustness of 
our H2 hypothesis, indicaƟng that the introducƟon of mandatory ESG reporƟng increases the cost of 
equity capital for firms in civil law countries, is confirmed. This robustness for the results reinforces the 
importance of considering the legal regime in which firms operate when examining the relaƟonship 
between mandatory ESG reporƟng and the cost of equity capital. 
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Discussion 

From the findings in this thesis, it appears that, on average, the introducƟon of mandatory ESG 
disclosure reporƟng tends to increase the cost of equity capital for firms. These findings align with the 
argument presented by Grewal et al. (2019), suggesƟng that firms incur addiƟonal costs, namely 
poliƟcal and proprietary costs, which are perceived as addiƟonal burdens by investors. Moreover, firms 
are expected to incur several compliance costs to be able to meet the requirements of mandatory ESG 
reporƟng regulaƟons, such as hiring dedicated personnel for instance. According to a survey conducted 
by KPMG in 2023, only 25% of firms are prepared to comply with ESG disclosure regulaƟons, leaving 
75% needing to spend more to comply (Shannon, 2023). This study highlights the widespread 
unpreparedness of firms to comply with mandatory ESG regulaƟons. Consequently, investors perceive 
these regulaƟons as a burden on firms and therefore demand a higher return rate for their investments. 

However, the significance of the coefficient for our variable of interest diminishes when accounƟng for 
country-specific factors (clustering by country), indicaƟng that the impact on the cost of equity may be 
influenced by broader macroeconomic factors specific to each country. AddiƟonally, the results show 
a reversed sign for our variable of interest when excluding Japan from the sample, suggesƟng that 
Japan significantly impacts the sample and that the effect of our variable of interest might not be as 
clear-cut. Therefore, we cannot conclusively determine whether the introducƟon of mandatory ESG 
reporƟng increases or decreases the cost of equity on average for firms. Nevertheless, the results from 
our placebo test confirm that the impact of mandatory ESG disclosure is not due to random chance, 
pre-exisƟng trends, or post-treatment events. Consequently, we cannot confidently assert that our 
hypothesis H1 is supported. 

Furthermore, in our iniƟal analysis using the pairwise correlaƟon matrix, we observe that the cost of 
equity (COE) and the introducƟon of mandatory ESG disclosure (MANDPOST) exhibit a significant and 
negaƟve linear relaƟonship. This relaƟonship persists in the robustness tests when Japan is excluded 
from the sample. Specifically, the staƟsƟcal significance of the coefficient improves, shiŌing from a 10% 
level to a 1% level of significance, indicaƟng a stronger relaƟonship in the absence of Japanese 
observaƟons. However, as menƟoned earlier, when clustering by country, the coefficient for 
MANDPOST becomes insignificant. Thus, the relaƟonship between the introducƟon of mandatory ESG 
reporƟng and the cost of equity for our main sample cannot be determined with certainty. The results 
should be interpreted with cauƟon, considering the outcomes of the robustness tests. From these 
analyses, it is clear that accounƟng for country-specific factors is important in understanding the 
relaƟonship between the cost of equity (COE) and the introducƟon of mandatory ESG disclosure 
(MANDPOST). The complexity of this relaƟonship suggests that it should be examined on a case-by-
case basis rather than globally. The variability observed in our results underscores the necessity of 
considering the unique legal, economic, and market condiƟons of each country when evaluaƟng the 
impact of ESG regulaƟons on a firm's cost of equity. 

 

 

The second objecƟve of this thesis was to test the model within the context of the influence of 
countries' legal families on the results. The results from our second test found that the introducƟon of 
mandatory ESG reporƟng tends to decrease the cost of equity capital for firms in common law countries 
but increases it for firms in civil law countries. These findings align with the hypotheses and arguments 
presented in the literature review secƟon. In common law countries, the introducƟon of mandatory 
ESG disclosure is seen as beneficial due to the increased flow of informaƟon available to stakeholders, 
further closing the exisƟng gap between shareholder and stakeholder protecƟon in those countries 
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(Renneboog and Liang, 2017; CasƟllo-Merino & Rodríguez-Pérez, 2021). Moreover, since these 
countries iniƟally present weaker informaƟon environments due to lower disclosure levels, the impact 
is expected to be further significant and negaƟve (Krueger et al., 2021). The addiƟonal transparency 
and informaƟon available provide higher monitoring power for investors and other stakeholders, 
reducing the agency problem. For firms in common law countries, the negaƟve relaƟonship with the 
cost of equity is believed to be largely due to the reducƟon in informaƟon asymmetry and the enhanced 
monitoring power for investors and other stakeholders. This addiƟonal informaƟon is valuable for 
investors and stakeholders, leading them to perceive the company as less risky given the improved 
trade-off of informaƟon. 

AddiƟonally, the results confirm the hypotheses that civil law countries do not benefit from such 
mandatory regulaƟons. The level of CSR performance and disclosure is already high for firms in these 
countries. The mandatory nature of ESG disclosure primarily forces those firms that previously did not 
voluntarily disclose ESG informaƟon to comply. This generates compliance costs since these firms must 
adhere to the regulaƟons within a constrained Ɵmeframe, making it even more costly for them. 
Furthermore, the reluctance to disclose informaƟon previously is suspected to be due to the potenƟally 
harmful effects of addiƟonal disclosure, especially ESG informaƟon, which is subject to moral scruƟny 
from stakeholders. This harmful informaƟon could be used against the company through liƟgaƟons and 
damage its reputaƟon, which would put the firm at a disadvantage and at risk. These are referred to as 
proprietary costs. AddiƟonally, sensiƟve informaƟon might be used to pressure firms into invesƟng in 
projects that generate lower returns, known as poliƟcal costs. As a result, investors are expected to 
demand higher returns for their investments. This is parƟcularly the case in civil law countries due to 
their historically weaker capital markets and more limited access to external financing resources (Chen 
et al., 2024). 

However, for these findings, when clustering by countries, only the assumpƟons for civil law countries 
hold, as the coefficient for our variable of interest was no longer significant for common law countries. 
Therefore, the hypotheses for common law countries should be interpreted with cauƟon. The 
robustness test results suggest that the impact on the cost of equity in common law countries is 
miƟgated by intra-country correlaƟons. However, the common law subsample includes only four 
countries, resulƟng in just four clusters, which is very few, even for the wild cluster bootstrap test. 
Consequently, it remains complex to determine the true relaƟonship and significance of the 
introducƟon of mandatory ESG disclosure on the cost of equity in common law countries. On the other 
hand, the results and findings for the civil law subsample are robust to our robustness tests and can 
therefore be interpreted with greater confidence. Therefore, hypothesis H3 cannot be supported with 
assurance, but hypothesis H2 is supported and presents robust evidence. 

 

 

It is also relevant to menƟon that missing values for control variables, especially book-to-market (BTM) 
and return on equity (ROE) as seen in Table 5, impact the significance of the coefficients in our 
regressions. Missing values for variables lead to weaker staƟsƟcal power and increase the variability of 
esƟmates, which can create noise in the sample. This could explain why the BTM and ROE variables 
have liƩle or no significance throughout our analyses. However, it was a deliberate choice to retain a 
certain level of missing values to maintain a representaƟve sample of a certain size. The choice of the 
database might need to be reconsidered for further research given the rather high level of missing 
values. 
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Moreover, to further outline the limitaƟons of this study, results should also be interpreted with cauƟon 
due to the use of the CAPM formula for esƟmaƟng the cost of equity. Although widely used in the 
literature, the CAPM formula has some limitaƟons. First, the choice of input variables, such as the risk-
free rate or market risk premium, can significantly impact the calculated cost of equity, leading to 
potenƟal inaccuracies. Here, the MSCI World index was chosen for this study, but other indexes, such 
as the S&P 500 or a relevant market index for each region, could have been more appropriate. Secondly, 
CAPM is a single-factor model that considers only systemaƟc risk (beta) and does not account for other 
factors that may influence an asset's return, potenƟally oversimplifying the esƟmaƟon of the cost of 
equity. Failing to consider company-specific factors such as industry risk, business risk, and financial 
leverage can result in a generic and inaccurate cost of equity calculaƟon (Dragotă, 2013). 

 

For future research, it would be beneficial to conduct this study again using another measure for our 
dependent variable COE, such as an ex-ante measure of the cost of equity for instance. Ex-ante costs 
of equity have recently gained popularity in the literature due to several benefits. Many papers use the 
ex-ante cost of equity capital, implied from stock prices and analyst earnings forecasts, to esƟmate a 
firm's cost of equity. The decision to use an ex-ante measure is moƟvated by previous research, which 
raised concerns about the reliability and effecƟveness of convenƟonal proxies for realized returns, 
turning instead to expected return proxies. According to Mishra and O’Brien (2019), the ex-ante version 
of the Fama-French model is more effecƟve in explaining the implied cost of equity observaƟons 
compared to the ex-post versions. Moreover, this implied cost of capital is advantageous as it separates 
the cost of equity effect from growth and cash flow effects (Ghoul et al., 2011). However, since the 
performance of this measure has yet to be empirically proven, it is common among academics to use 
the average of four different popular models to esƟmate the cost of equity. These models use different 
approaches to esƟmate the cost of equity based on accounƟng earnings and various assumpƟons about 
earnings growth, forecasted value, and other factors. 

Another limitaƟon of this study is the relaƟvely small sample size. It would be valuable to replicate this 
study with a larger sample of internaƟonal companies from mulƟple countries, linking them to their 
respecƟve legal regimes. Expanding the research could also help idenƟfy further ramificaƟons and 
specificiƟes when disƟnguishing between French, German, and Scandinavian civil law systems. 

 

 

While this thesis primarily focuses on insƟtuƟonal theory and country-level aspects, the findings should 
be considered complementary to previous studies that emphasize firm-level factors influencing the 
relaƟonship between ESG reporƟng and the cost of equity. Indeed, our results indicate that variables 
such as firm size also impact the cost of equity and, addiƟonally size is directly linked to mandatory ESG 
reporƟng. Currently, only larger firms are required to disclose ESG informaƟon, but the scope of 
mandatory ESG regulaƟons is expanding, and it is expected in the future that all companies will likely 
be required to disclose such informaƟon. There may be notable differences in how firms respond to 
these requirements. Larger firms, possibly due to their greater resources and capacity to benefit from 
economies of scale, may respond more effecƟvely to these requirements than small and medium-sized 
enterprises (SMEs). Conversely, SMEs might gain advantages from such regulaƟons due to their 
heightened capacity to adapt and internal flexibility. Other characterisƟcs warrant further invesƟgaƟon, 
such as the exisƟng level of corporate governance within firms. For instance, we know that board 
diversity influences performance (Nguyen et al., 2015) and, also more specifically, the cost of equity 
(Saleh et al., 2022). AddiƟonally, board diversity tends to encourage greater efforts in CSR pracƟces 
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(Harjoto et al., 2014). Thus, there could be a link between board diversity and the effecƟveness of ESG 
reporƟng that merits further exploraƟon. 

 

 

A key contribuƟon of this thesis is its emphasis on insƟtuƟonal theory, highlighƟng that the legal 
structure and historical background of countries shape the economic relaƟonships and behaviours of 
economic actors. Introducing one-size-fits-all regulaƟons for firms globally is not desirable and likely 
will not achieve the intended effects without considering the unique circumstances and elements 
surrounding firms in different legal and economic contexts. Policymakers should note that mandatory 
ESG reporƟng may have different implicaƟons depending on the legal regime. In common law 
countries, macroeconomic factors like GDP growth may play a more significant role, whereas in civil 
law countries, insƟtuƟonal factors like the rule of law have more pronounced effects. Therefore, 
designing financial regulaƟons and corporate governance pracƟces tailored to specific legal and 
economic environments can enhance their effecƟveness. 
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Conclusion 

 
This thesis explores the effect of mandatory ESG (Environmental, Social, and Governance) disclosure 
on the cost of equity capital, emphasizing the role of legal regimes. Employing a staggered difference-
in-difference approach across a sample of 10 countries, the study reveals several criƟcal insights. The 
introducƟon of mandatory ESG disclosure generally leads to an increase in the cost of equity capital for 
firms. This is aƩributed to addiƟonal compliance, poliƟcal, and proprietary costs perceived as burdens 
by investors, aligning with the findings of Grewal et al. (2019). However, the significance of this 
relaƟonship diminishes when accounƟng for country-specific factors, indicaƟng the influence of 
broader macroeconomic variables. AddiƟonally, excluding Japan from the sample reverses the effect, 
suggesƟng a significant impact of Japan on the overall results. Therefore, the true nature of the 
relaƟonship between these two values cannot be determined with assurance in the light of this 
research thesis.  
 
To refine these findings, subsamples were created to account for differences between common law and 
civil law countries. In common law countries, mandatory ESG disclosure tends to decrease the cost of 
equity capital. This effect is aƩributed to improved informaƟon flow, reduced informaƟon asymmetry, 
and enhanced monitoring power for investors, consistent with Renneboog and Liang (2017), and 
CasƟllo-Merino and Rodríguez-Pérez (2021). The addiƟonal transparency provided by mandatory 
disclosure helps bridge the gap between stakeholder and shareholder protecƟons, making firms appear 
less risky to investors. "However, the evidence for these results is not robust aŌer subsequent tesƟng. 
Conversely, in civil law countries, mandatory ESG disclosure increases the cost of equity capital. The 
high exisƟng levels of CSR performance and disclosure mean that mandatory requirements primarily 
affect firms that previously did not disclose voluntarily. These firms face significant compliance costs 
and potenƟal negaƟve impacts from disclosing sensiƟve informaƟon, leading investors to demand 
higher returns. These findings align with the literature on poliƟcal and proprietary costs (Grewal et al., 
2019; Krueger et al., 2021; El-Hage, 2021). 
 
The study underscores the importance of considering legal contexts and macroeconomic factors when 
analysing the impact of ESG regulaƟons. Policymakers should note that one-size-fits-all regulaƟons may 
not achieve the desired effects if not tailored to the specific legal and economic environments in which 
firms operate. Future research with larger, more diverse datasets and advanced methodologies is 
essenƟal to fully understand the implicaƟons of mandatory ESG reporƟng on the cost of equity capital. 
 
In conclusion, while mandatory ESG disclosure reporƟng is expected to increase the cost of equity 
capital on average, its impact varies significantly across different legal regimes. The findings highlight 
the complexity of implemenƟng ESG regulaƟons and the need for nuanced approaches that consider 
the specific legal and economic contexts in which firms operate, highlighƟng the relevance of 
insƟtuƟonal theory in research regarding mandatory regulaƟons.  
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Appendices 

 
 
Table 1: Summary staƟsƟcs per variable 
 
Table 1 provides a comprehensive overview of the descripƟve staƟsƟcs for the variables used in the 
analysis. The table includes the number of observaƟons, mean, standard deviaƟon, and key percenƟles 
(25th, 50th, and 75th) for each variable. All conƟnuous variables are winsorized at the 5% and 95% 
levels. The variable SIZE, which is typically used in the form of the natural logarithm of total assets, is 
presented here as the actual total assets to provide a more comprehensive view.  
 

Variables # obs. Mean SD P25 P50 P75 
COE 84,298 0.013 0.022 0.00310 0.01401 0.02498 
MANDPOST 84,298 0.166 0.372 0 0 0 
SIZE 81,501 89,700,000 198,000,000 1,022,505 12,000,000 56,100,000 
BTM 80,649 1.017 0.694 0.47619 0.84746 1.38889 
LEV 81,011 0.27 0.242 0.0311 0.2235 0.4582 
ROE 80,694 0.066 0.115 0.0194 0.0663 0.1301 
RETVAR 84,298 4.202 2.025 2.9694 3.5826 5.29227 
RULE_OF_LAW 77,542 1.397 0.401 1.3037 1.43606 1.61115 
GDP_PER_CAPITA 84,298 3.952 0.953 3.5387 3.91694 4.49682 
GDP_GROWTH 84,298 0.014 0.02 0.00438 0.01667 0.02655 

Source: Author’s research results, using the Stata program 
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Table 2: Summary staƟsƟcs per industry 
 
Table 2 provides descripƟve staƟsƟcs for the different industry classificaƟons within the dataset. The 
classificaƟon follows the general industry classificaƟon proposed by DataStream. The table includes the 
number of firm-year observaƟons, the percentage of the total sample that each industry represents, 
and the mean cost of equity (COE) for each industry. 
 

Industry #firm-year % Mean COE 
Industrial 68,274 80.99 0.01243 
UƟlity 2,644 3.14 0.01588 
TransportaƟon 2,422 2.87 0.01791 
Bank/Savings & Loan 3,380 4.01 0.01424 
Insurance 924 1.10 0.00140 
Other Financial 6,654 7.90 0.01181 
    
Sum/Average 84,298 100 0.012599 

 
Source: Author’s research results, using the Stata program 
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Table 3: Summary staƟsƟcs per country 
 
Table 3 provides a summary of the key staƟsƟcs for firms in common law and civil law countries, divided 
into Panels A and B, respecƟvely. This table highlights various financial metrics and country-specific 
factors for the sample. Panel C provides an overview of mandatory ESG reporƟng regulaƟons across 
various countries, detailing the year of introducƟon, the issuing insƟtuƟons, and the major stock 
markets for each country. 
 

Pannel A: Common law countries    
Country #firm-

year 
% Group COE MANDPOST            SIZE 

Canada 5,204 6.17  Treatment 0.01172 0.72425 19,168,111 
United State 11,554 13.71 Control 0.00231 0 19,729,750 
Australia 5,069 6.01 Treatment 0.01334 0.75084 13,657,385 
United Kingdom 4,797 5.69 Treatment 0.01027 0.28914 12,578,285 
       
Sum/Average 
 

26,624 31.58 / 
 

0.00398 
 

0.33661 17,338,790 

 
 

Pannel A: Common law countries (conƟnued)    
Country BTM LEV ROE Rule of law            GDP per 

capita in 
million $ 

GDP growth 

Canada 0.80035 0.30037 0.07430 1.75273 3.92683 0.02402 
United State 0.57865 0.03154 0.09457 1.42300 4.72936 0.02308 
Australia 0.87834 0.24168 0.07335 1.75399 4.31396 0.03193 
United Kingdom 0.85876 0.24174 0.09515 1.69488 3.90531 0.02022 
       
Sum/Average 
 

0.72257 0.15832 0.08711 1.59164 4.34493 0.02443 

Source: Author’s research results, using the Stata program 

 
 
 

Pannel B: Civil law countries    
Country #firm-

year 
% Group COE MANDPOST SIZE 

Germany 2,721 3.23 Treatment 0.00752 0.14406 28,438,495 
Italy 2,288 2.71 Treatment 0.00675 0.13899 23,237,984 
Sweden 2,946 3.49 Treatment 0.00970 0.14494 36,207,384 
France 4,783 5.67 Treatment 0.00998 0.81999 20,504,660 
Brazil 1,802 2.14 Control 0.01350 0 32,971,112 
Japan 43,134 51.17 Control 0.01671 0 153,000,000 
       
Sum/Average 57,674 68.41 / 0.00862 

 
0.08772 121,600,000 
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Pannel B: Civil law countries (conƟnued)    

Country BTM LEV ROE Rule of law GDP per capita 
in million $ 

GDP growth 

Germany 0.73934 0.34842 0.09982 1.66423 3.78922 0.01436 
Italy 0.93801 0.44094 0.04886 0.49078 3.12781 0.00527 
Sweden 0.65986 0.27668 0.09355 1.88545 4.67545 0.02530 
France 0.89293 0.38003 0.08851 1.40993 3.58234 0.01594 
Brazil 1.07516 0.39540 0.10618 -0.30157 0.91023 0.02286 
Japan 1.24860 0.30339 0.04592 1.34709 3.88123 0.00737 
       
Sum/Average 1.14797 0.31874 0.05640 1.30419 3.76994 0.00973 

Source: Author’s research results, using the Stata program 

 
 
 

Pannel C: Mandatory ESG reporƟng regulaƟons 
Country Year of 

introducƟon 
Issuing insƟtuƟon Major stock markets 

Canada 2004 Stock Exchange Toronto Stock Exchange; 
TSX Stock Exchange 

United State - - New York Stock 
Exchange; NASDAQ; 
NYSE Market 

Australia 2003 Australian Stock Exchange Sydney Stock Exchange 
United Kingdom 2013 Secretary of State Aquis Stock Exchange; 

London Stock Exchange 
Germany 2016 Governments (Ministry of JusƟce and 

Consumer Affairs) 
 

HanseaƟsche 
Wertpapierboerse 
Hamburg; Boerse 
Muenchen; Xetra 

Italy 2016 Ministry of Economic Affairs 
 

Milan Stock Exchange 

Sweden 2016 Governments (Ministry of Industries 
and InnovaƟon) 
 

Spotlight Stock Market; 
Stockholm Stock 
Exchange; Nordic 
Growth Market 

France 2001 Parliament Euronext Paris 
Brazil - - Sao Paolo Stock 

Exchange 
Japan - - Tokyo Stock Exchange; 

JASDAQ; Osaka Stock 
Exchange; Nagoya Stock 
Exchange 

Source: Krueger et al. (2021)5 

 
 

 
5 Krueger, P., Sautner, Z., Tang, D. Y., & Zhong, R. (2021). The effects of mandatory ESG disclosure around the world. Social Science Research 

Network. https://doi.org/10.2139/ssrn.3832745  
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Table 4: Summary staƟsƟcs by year  
 
Table 4 presents the descripƟve staƟsƟcs of the dataset by year, including the number of observaƟons 
(# obs.), the percentage of the total sample (%), and the mean cost of equity (Mean COE) for each year 
from 1998 to 2018. 
 

Year # obs. % Mean COE 
1998 4135 4.91 0.01791 
1999 4067 4.82 0.02769 
2000 4022 4.77 0.01196 
2001 3930 4.66 0.00651 
2002 3892 4.62 0.00722 
2003 3892 4.62 0.02491 
2004 3922 4.65 0.02215 
2005 3940 4.67 0.01652 
2006 3982 4.72 0.02108 
2007 4030 4.78 0.01922 
2008 4045 4.80 -0.01895 
2009 4023 4.77 0.03217 
2010 4040 4.80 0.01386 
2011 4048 4.80 0.00694 
2012 4044 4.80 0.01216 
2013 4046 4.80 0.01715 
2014 4049 4.80 0.00959 
2015 4049 4.80 0.00091 
2016 4040 4.80 0.00239 
2017 4051 4.81 0.01171 
2018 4051 4.81 0.00205 
    
Sum/Average 84,298 100 0.012599 

Source: Author’s research results, using the Stata program 
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Table 5: Summary of missing values 

 
The table 5 provides a summary of the number of missing values for the variables Size, BTM, LEV, and 
ROE across different countries. This informaƟon is important for understanding the completeness of 
the dataset and idenƟfying any potenƟal biases or gaps in the data that could affect subsequent 
analyses. The table lists the number of missing entries for each variable within each country, which 
highlights the extent of missing data that needs to be addressed during the data cleaning process. 

 
Country  Size BTM LEV ROE 
Canada 269 316 304 401 
United States 200 215 424 331 
Australia 560 590 584 648 
United Kingdom 685 730 708 0 
Germany 0 0 5 30 
Italy 67 136 67 151 
Sweden 64 123 99 123 
France 137 257 157 214 
Brazil 54 92 69 131 
Japan 761 1190 870 1575 
     
Sum 2797 3649 3287 3604 

Source: Author’s research results, using the Stata program 
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Table 6: Variables definiƟons 

 
 

Variables of interest DefiniƟons 
COE The cost of equity is calculated with the CAPM formula: 

COE=rf+β∗(E[Mkt]−rf). 
MAND x POST The variable MANDPOST equals 1 for firms in countries that 

have introduced mandatory ESG reporƟng, starƟng from the 
year of introducƟon and conƟnuing for all subsequent years, 
and 0 otherwise. 

 
   
AddiƟonal variables  DefiniƟon Sources 
rf The risk-free rate represents the yields of German 

Treasury bonds with maturities of ten years. 
DataStream 

β The beta is the systemaƟc risk of a company and is 
calculated as the slope coefficient of linear 
regression of the monthly returns of the stock price 
of a firm i at Ɵme t on the monthly return of a 
market index – here the MSCI World index. 

Author’s 
calculaƟon based 
on data from 
DataStream 

E[Mkt] The expected return of the market is esƟmated as 
the return of the MSCI World index. 

DataStream 

                                                                                                                                                 
Control variables DefiniƟons Sources 
SIZE The size is calculated as the natural logarithm of the 

total assets of a firm. 
Self-constructed 
based on data from 
Datastream 

BTM The book value to market value of equity is 
calculated as the book value defined as the book 
value of shareholders’ equity scaled by the market 
price of equity at year-end. 

Datastream 

ROE The return on equity is calculated by taking the net 
income available to common shareholders (aŌer 
accounƟng for preferred dividends) and dividing it 
by the average common equity over the period. 

Datastream 

LEV Leverage raƟo defined as the amount of total debt 
scaled by the total capital. 

Datastream 

RETVAR The return variability of the market index – here the 
MSCI World index - is quanƟfied by calculaƟng the 
standard deviaƟon of its monthly returns. The 
average of these monthly standard deviaƟons is 
then annualized to derive the yearly value.  

Self-constructed 
based on data from 
Datastream 
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Table 2: Variables definiƟons (conƟnued) 
 

 
   
Control variables DefiniƟons Sources 
RULE_OF_LAW Rule of Law captures percepƟons of the extent to 

which agents have confidence in and abide by the 
rules of society, and in parƟcular the quality of 
contract enforcement, property rights, the police, 
and the courts, as well as the likelihood of crime and 
violence. EsƟmate gives the country's score on the 
aggregate indicator, in units of a standard normal 
distribuƟon, i.e. ranging from approximately -2.5 to 
2.5.6 

World Bank 

GDP_PER_CAPITA GDP per capita is gross domesƟc product scaled by 
midyear populaƟon. 

World bank 

GDP_GROWTH 

 
Annual percentage growth rate of GDP at market 
prices based on constant local currency. 
Aggregates are based on constant 2015 prices, 
expressed in U.S. dollars. 

 

World Bank 

   
 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
6 "Rule of Law: EsƟmate," World Bank, accessed May 16, 2024, 
hƩps://databank.worldbank.org/metadataglossary/worldwide-governance-indicators/series/RL.EST.  
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Figure 1: DistribuƟon of the variable cost of equity (COE) 

 
Figure 1 illustrates the distribuƟon of the cost of equity (COE) alongside a normal density curve. The 
close correspondence between the COE distribuƟon and the normal curve indicates a reasonable level 
of confidence in the robustness and reliability of the data. 
 

 

 
 

Source: Author’s research results, using the Stata program 
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Figure 2: DistribuƟon of the variable book-to-market (BTM) 
 
Figure 2 shows the distribuƟon of the book-to-market raƟo (BTM) with a normal density curve 
superimposed. While the distribuƟon is generally aligned with the normal curve, there is a noƟceable 
skewness, suggesƟng that the data may not perfectly conform to a normal distribuƟon. This skewness 
should be taken into account when interpreƟng the results and may indicate the presence of outliers 
or non-normality in the data. 
 
 

 
Source: Author’s research results, using the Stata program 
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Figure 3: DistribuƟon of the variable leverage (LEV) 
 
Figure 3 depicts the distribuƟon of the leverage (LEV) raƟo alongside a normal density curve. The 
distribuƟon is skewed on the leŌ and does not align well with the normal curve, indicaƟng significant 
departures from normality. This pronounced skewness suggests the presence of extreme values or 
outliers, and it implies that the leverage data may not be normally distributed. This should be 
considered when conducƟng further analyses or interpreƟng the results. 
 
 

 
Source: Author’s research results, using the Stata program 
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Figure 4: DistribuƟon of the variable return on equity (ROE) 

 
Figure 4 depicts the distribuƟon of the Return on Equity (ROE) with an overlay of a normal density 
curve. The distribuƟon is highly concentrated around zero, with a noƟceable skewness, indicaƟng that 
the ROE data may not follow a normal distribuƟon. The presence of this skewness and the clustering 
of data points near zero suggest the potenƟal influence of outliers or non-normality in the ROE variable. 
This deviaƟon from normality should be considered when interpreƟng regression results, as it may 
impact the validity of staƟsƟcal inferences made about ROE. 

 
 
 

 
Source: Author’s research results, using the Stata program 
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Table 7: Pearson correlaƟon matrix 
 
This table presents the Pearson correlaƟon matrix for the variables used in the regression. ConƟnuous variables undergo winsorizaƟon at the 5th and 95th 
percenƟles to reduce outlier influence. DefiniƟons for each variable can be found in Table 6. Coefficients marked with stars denote significance levels - ***, **, 
and * indicate staƟsƟcal significance at the 1 %, 5 %, and 10 % levels, respecƟvely. 
 
Pairwise correlations  

Variables (1) (2) (3) (4) (5) (6) (7) (8) (9) (10) 
(1) COE 1.000          
(2) MANDPOST -0.055*** 1.000         
(3) SIZE 0.074*** -0.371*** 1.000        
(4) BTM 0.097*** -0.103*** 0.157*** 1.000       
(5) LEV 0.068*** 0.050*** 0.242*** 0.028*** 1.000      
(6) ROE -0.012*** 0.058*** -0.001 -0.295*** -0.091*** 1.000     
(7) RETVAR 0.028*** -0.115*** -0.013*** 0.143*** 0.039*** -0.107*** 1.000    
(8) RULE_OF_LAW -0.052*** 0.264*** -0.123*** -0.106*** -0.132*** 0.038*** -0.051*** 1.000   
(9) GDP_PER_CAPITA -0.113*** 0.235*** -0.053*** -0.043*** -0.225*** 0.001 -0.072*** 0.545*** 1.000  
(10) GDP_GROWTH -0.091*** 0.132*** -0.248*** -0.220*** -0.100*** 0.158*** -0.536*** 0.098*** -0.024*** 1.000 
*** p<0.01, ** p<0.05, * p<0.1 

Source: Author’s research results, using the Stata program
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Table 8: Wald test for each variable individually 

This table summarizes the Wald test results for each variable in the regression model. The F-staƟsƟc, 
degrees of freedom (DF), and p-value are reported for each test. The F-staƟsƟc tests whether the 
coefficient of the variable is significantly different from zero, with the null hypothesis staƟng that the 
coefficient is zero. 

Variable F-StaƟsƟc DF p-Value 
MANDPOST 3.71 F (1,4200) 0.0543 
SIZE 1.87 F (1,4200) 0.1710 
BTM 5.76 F (1,4200) 0.0164 
LEV 1.56 F (1,4200) 0.2124 
ROE 0.14 F (1,4200) 0.7065 
RETVAR 1573.50 F (1,4200) 0.0000 
RULE_OF_LAW 113.18 F (1,4200) 0.0000 
GDP_PER_CAPITA 119.19 F (1,4200) 0.0000 
GDP_GROWTH 53.82 F (1,4200) 0.0000 

Source: Author’s research results, using the Stata program 
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Table 9: Wald test for the model 

This table provides the result of the Wald test for the overall model. The F-staƟsƟc, degrees of freedom 
(DF), and p-value are reported, tesƟng the null hypothesis for all the coefficients in the empirical model 
(1). 

Test Global F-StaƟsƟc DF p-Value 
Empirical Model 51) 519.88 F (9, 4200) 0.0000 

Source: Author’s research results, using the Stata program 
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Figure 5: Placebo test 

Figure 5 presents the results of the placebo test conducted to assess the robustness of the observed 
impact of mandatory ESG reporƟng on the cost of equity capital (COE). The histogram shows the 
distribuƟon of the coefficients obtained from 1,000 iteraƟons of assigning random treatment years to 
firms. The black line represents the normal distribuƟon fit to the placebo coefficients. Below the 
histogram, a table summarizes the key staƟsƟcs of the placebo coefficients and compares them to the 
true treatment coefficient. 

 

 
 

Mean Standard 
deviaƟon 

Min Max p-value True coeff. 

0.00 0.00015 -0.0005131 0,0004769 0.000 0.00083 

 
Source: Author’s research results, using the Stata program 
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Table 12: Placebo tests – pre- and post-treatment tests 

 
Table 12 presents the results from our placebo tests aimed at verifying the robustness of the impact of 
mandatory ESG reporƟng on the cost of equity capital (COE). The table displays results for two different 
placebo tests: the pre-treatment placebo test and the post-treatment placebo test.  
 
 

 (1) (2) 
Dep. Var. = COE Pre-Treatment Placebo Test Post-Treatment Placebo Test 
   
PLACEBO_POST -0.000462 0.000661 
 (0.000536) (0.000526) 
   
Observations 12,692 10,597 
R-squared 0.631 0.610 
Number of Number 1,282 1,431 

Standard errors in parentheses 
*** p<0.01, ** p<0.05, * p<0.1 

Source: Author’s research results, using the Stata program 
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Table 13: Regression clustering per country 
 
Table 13 presents the results of robustness test B. This table presents the results of analysing the effect 
of mandatory ESG reporƟng on cost of equity capital (COE) of firms clustering for countries using the 
wild cluster bootstrap test. The first model is the regression for our main sample, the second model is 
for the subsample of common law countries, and the third model is for the subsample of civil law 
countries. The dependent variable, COE, was calculated using the CAPM formula as detailed in point 3 
form the “Data and methodology” secƟon. The variable MANDPOST equals 1 for firms in countries that 
have introduced mandatory ESG reporƟng, starƟng from the year of introducƟon and conƟnuing for all 
subsequent years, and 0 otherwise. Robust t-staƟsƟcs, adjusted for country-level clustering, are 
reported in parentheses. All conƟnuous variables are winsorized at the 5% and 95% levels. StaƟsƟcal 
significance is indicated by ***, **, and * at the 1%, 5%, and 10% levels, respecƟvely. 

 
 (1) (2) (2) 
Dep. Var. = COE Main sample -

Wild Cluster 
Bootstrap  

Common law – 
Wild Cluster 

Bootstrap 

Civil law - Wild 
Cluster Bootstrap 

(Intercept) 0.02560 0.05487* 0.03146** 
 (0.01808) (0.01726) (0.00845) 
    
MANDPOST 0.00083 -0.00740 0.00421** 
 (0.00295) (0.00315) (0.00121) 
SIZE -0.00043 -0.00273* 0.00024 
 (0.00057) (0.00105) (0.00033) 
BTM -0.00045 0.00073 -0.00047 
 (0.00046) (0.00043) (0.00076) 
LEV 0.00099 0.00263 -0.00189** 
 (0.00223) (0.00214) (0.00068) 
ROE 0.00036 0.00389 -0.00285 
 (0.00218) (0.00247) (0.00320) 
RETVAR 0.00125* -0.00283* 0.00141*** 
 (0.00060) (0.00116) (0.00019) 
RULE_OF_LAW -0.01225 0.00256 -0.02030*** 
 (0.00844) (0.00724) (0.00335) 
GDP_PER_CAPITA 0.00249 -0.00080 0.00103 
 (0.00187) (0.00107) (0.00103) 
GDP_GROWTH -0.05023 0.16476* -0.06817 
 (0.03474) (0.05588) (0.03611) 
Constant 0.02560 0.05487* 0.03146** 
 (0.01808) (0.01726) (0.00845) 
    
Observations 73,423 23,115 50,308 
Number of Firms 4,201 1,425 2,776 
R-squared 0.49688 0.51302 0.55783 
Year FE YES YES YES 
Country FE YES YES YES 
Industry FE YES YES YES 
    

Robust standard errors in parentheses 
*** p<0.01, ** p<0.05, * p<0.1 

 
Source: Author’s research results, using the Stata program 
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Table 14: Main sample without Japan  
 
Table 14 presents the results of the third robustness test. This table presents the results of analysing 
the effect of mandatory ESG reporƟng on cost of equity capital (COE) with Japan excluded from the 
main sample. The first model excludes Japan from the main sample. The second model presents the 
regression for the main sample with Japan and is idenƟcal to the regression presented earlier in Table 
10 but is repeated here to facilitate comparison. The dependent variable, COE, was calculated using 
the CAPM formula as detailed in point 3 form the “Data and methodology” secƟon. The variable 
MANDPOST equals 1 for firms in countries that have introduced mandatory ESG reporƟng, starƟng 
from the year of introducƟon and conƟnuing for all subsequent years, and 0 otherwise. Robust t-
staƟsƟcs, adjusted for firm-level clustering, are reported in parentheses. All conƟnuous variables are 
winsorized at the 5% and 95% levels. StaƟsƟcal significance is indicated by ***, **, and * at the 1%, 
5%, and 10% levels, respecƟvely. 

 
 

 (1) (2)  
Dep. Var. = COE Without Japan With Japan  
(Intercept) 0.02713*** 0.00458  
 (0.00735) (0.00556)  
    
MANDPOST -0.00377*** 0.00083*  
 (0.00047) (0.00043)  
SIZE -0.00229*** -0.00043  
 (0.00045) (0.00031)  
BTM 0.00035 -0.00045**  
 (0.00032) (0.00019)  
LEV 0.00266** 0.00099  
 (0.00113) (0.00079)  
ROE 0.00119 0.00036  
 (0.00136) (0.00095)  
RETVAR 0.00057* 0.00417***  
 (0.00029) (0.00011)  
RULE_OF_LAW 0.00338*** -0.01225***  
 (0.00092) (0.00115)  
GDP_PER_CAPITA 0.00014 0.00249***  
 (0.00028) (0.00023)  
GDP_GROWTH 0.07635*** -0.05023***  
 (0.00928) (0.00685)  
    
Observations 35,725 73,423  
R-squared 2,147 4,201  
Number of Firms 0.50807 0.49688  
Year FE YES YES  
Country FE YES YES  
Industry FE YES YES  

Robust standard errors in parentheses 
*** p<0.01, ** p<0.05, * p<0.1 

 
Source: Author’s research results, using the Stata program 
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Table 15: Subsample civil law countries without Japan  
 
This table presents the results of analysing the effect of mandatory ESG reporƟng on cost of equity 
capital (COE) of firms in civil law countries with Japan excluded from the subsample. The subsample 
for civil law countries englobes Germany, France, Sweden, Italy, and Brazil. The first model excludes 
Japan from the civil law subsample. The second model presents the regression for the subsample for 
civil law with Japan and is idenƟcal to the regression presented earlier in Table 11 but is repeated here 
to facilitate comparison. The dependent variable, COE, was calculated using the CAPM formula as 
detailed in point 3 form the “Data and methodology” secƟon. The variable MANDPOST equals 1 for 
firms in countries that have introduced mandatory ESG reporƟng, starƟng from the year of introducƟon 
and conƟnuing for all subsequent years, and 0 otherwise. Robust t-staƟsƟcs, adjusted for firm-level 
clustering, are reported in parentheses. All conƟnuous variables are winsorized at the 5% and 95% 
levels. StaƟsƟcal significance is indicated by ***, **, and * at the 1%, 5%, and 10% levels, respecƟvely. 

 
 

 (1) (2)  
Dep. Var. = COE Civil law without 

Japan  
Civil law with 

Japan  
 

(Intercept) 0.00516 0.01199*  
 (0.01244) (0.00666)  
    
MANDPOST 0.00093** 0.00421***  
 (0.00043) (0.00047)  
SIZE -0.00070 0.00024  
 (0.00082) (0.00038)  
BTM -0.00071 -0.00047**  
 (0.00054) (0.00020)  
LEV -0.00032 -0.00189**  
 (0.00202) (0.00095)  
ROE -0.00779** -0.00285**  
 (0.00334) (0.00131)  
RETVAR 0.00309*** 0.00412***  
 (0.00052) (0.00012)  
RULE_OF_LAW -0.00835*** -0.02030***  
 (0.00252) (0.00144)  
GDP_PER_CAPITA 0.00179** 0.00103***  
 (0.00071) (0.00029)  
GDP_GROWTH 0.04711*** -0.06817***  
 (0.01584) (0.01118)  
    
Observations 12,610 50,308  
R-squared 722 2,776  
Number of Number 0.52054 0.55783  
Year FE YES YES  
Country FE YES YES  
Industry FE YES YES  
    

Robust standard errors in parentheses 
*** p<0.01, ** p<0.05, * p<0.1 

 
Source: Author’s research results, using the Stata program 
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Executive summary 

ESG reporƟng has become increasingly important for firms, investors, governments, and stakeholders 
due to heightened awareness of environmental and social issues, and investor demand for sustainable 
investments. While producing beneficial effects, ESG reporƟng has also presented challenges, primarily 
due to the lack of harmony in voluntary ESG disclosures, making it difficult for stakeholders to compare 
and assess corporate sustainability efforts effecƟvely. Therefore, efforts around the world have been 
made by governments and other relevant organizaƟons to regulate reporƟng, creaƟng mandatory ESG 
reporƟng regulaƟons. 

Scholars have invesƟgated whether mandatory ESG reporƟng regulaƟons are beneficial or detrimental 
to firms. Benefits include reducƟons in greenwashing, improved risk management, and beƩer stock 
liquidity. However, some studies have found adverse market reacƟons, making the impact of 
mandatory ESG reporƟng unclear. Firms may benefit from reduced informaƟon asymmetry, reputaƟon 
effects, and a decrease in the risk of shareholder expropriaƟon. On the other hand, mandatory ESG 
disclosure involves compliance costs that might impact profitability. AddiƟonally, proprietary and 
poliƟcal costs pose significant challenges to its effecƟveness. 

 

AƩenƟon in the literature has also been given to country and market-specific factors when examining 
the impact of mandatory ESG reporƟng. Differences are expected across legal regimes, namely 
common law and civil law. In common law countries, mandatory ESG reporƟng is expected to decrease 
the cost of equity due to prior lower levels of stakeholder protecƟon and weaker informaƟon 
environments. Conversely, in civil law countries, it is anƟcipated to increase the cost of equity due to 
higher exisƟng ESG performance levels, which may result in exposing "bad players" and greater 
compliance costs, thereby leading to negaƟve market reacƟons. 

 

This thesis tests the impact of mandatory ESG reporƟng on the cost of equity capital for firms, using a 
staggered difference-in-difference methodology to analyse data from 10 countries from 1998 to 2018. 
The main results indicate an average increase in the cost of equity following the introducƟon of 
mandatory ESG reporƟng, with comparaƟve analysis revealing a decrease in common law countries 
and an increase in civil law countries. The conclusions emphasize the importance of considering legal 
and country-specific contexts when assessing the effects of ESG reporƟng on financial performance. 

 

Keywords: Mandatory ESG reporƟng – Cost of capital – Legal regimes – CAPM – Corporate Social 
Responsibility 
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