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Abstract

Purpose: This paper wishes to empirically scrutinize the influence of ESG score of Indian
publicly listed companies in attracting Foreign Institutional Investors and also how ESG
factors relate to the profitability and valuation of the firms.

Theoretical Framework: Socio-economic development of a country is paramount
importance, also is the concern over the environmental stability. So it is eminent to know
the investments that are both sustainable and responsible from the environment, social
and governance perspectives.

Design/Methodology/Approach: Annual ESG score of selected Nifty stocks were taken
and the period of study pertains to 2022-23. Regression exploration was used to know the
relationships between the selected factors.

Findings: Findings of the study was explained from 3 perspectives. First is the
implication of ESG scores in appealing Flls towards the stock, second is to know the
affiliation amongst ESG scores and profitability and finally to know the affiliation
amongst ESG scores and value of the firm.

Research, Practical/Social Implications: Outcome of the study have applied
consequences for regulators, investors and the policy makers. Also highlighted is the
importance of business practices to be sustainable.

Originality/Value: he framework used here is an innovative approach to know the
relationships between ESG Score and Flls interest, ESG Score and Profitability and ESG
Score and intrinsic value.

Keywords: Environmental, Social and Corporate Governance, Valuation, Profitability,
Flls.

INTRODUCTION

“ESG” stances for “Environmental, Social, and Corporate governance” performance, all
of them are taken into account when businesses make decisions. In directive to protect the
genuine rights and benefits of the investors or creditors, ESG material confession denotes
legitimate framework in which the provider of securities releases the corporation's
conservational, communal, control, and monetary administration data in a detailed, well-
timed, and clear-cut manner. ESG alarms should be measured by monetarist institutions
when making decisions, agreeing to the UNEPFI, which is insistent for this then 1992.
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ESG had today grew into unique of the three crucial factors used by the international
communal to evaluate an economy's ability for sustainable growth.

The fundamental idea after ESG-grounded investment is for discovery and measure of the
impalpable rate that companies with strong supremacy practices and a promise to
communal responsibility and the environment hold. These companies are thought to have
better ESG risk management practises, which benefits investors by fostering long-term
sustainable business strategies. These ESG indicators, which are numerous and constantly
changing, represent an administration's non-financial outcomes. It comprise:

» Environmental: Reducing forest space, resource exhaustion, including water, discarded,
and pollution, weather variation, greenhouse gas emissions, and resource exhaustion.

* Social: Workstation concerns, like kid labor and suppression, clashes in native and
indigenous communities, fitness and safety concerns, employee relations, and variety.

* Board diversity, executive reward, subornment and venality, political pushing and gifts,
and levy planning.

This kind Index was introduced in India by a partnership between CRISIL-NSE India.
This index's goal is to quantify the exposure to stocks that adhere to sustainable
investment standards. For the developed economies, there is a mounting volume of works
based on ESG. Inadequate study has been done on the actual condition of ESG practises
and their effects on businesses from emerging economies. This study aims to investigate
how 65 Indian public limited firms' performance is affected by ESG issues.

Obijective:

The research paper aims to empirically scan the effect of ESG score of Indian publicly
registered firms in attracting Foreign Institutional Investors and also how ESG factors
relate to the profitability and valuation of the firms.

THEORETICAL FRAMEWORK

According to Auer et al.'s [1] analysis of corporations' ESG performance and stockholder
dealings in the US, Europe, and the Asia-Pacific region, investors can generally expect to
earn positive returns from investments based on ESG performance in the US and Asia-
Pacific, but less so in Europe. Between 2002 and 2014, Sassenetal. [2] examined the
relationship amongst ESG outcome and the methodical, particular, and overall dangers of
Eight thousand seven hundred and fifty two listed firms in Europe. The findings
demonstrate that while authority performance has no discernible impact on the 3
aforesaid types of risks, an improvement in conservational performance considerably
lowers the concern's risk. Roseetal.'s [3] examination of the link amongst Danish
company financial outcome and corporate supremacy discovered a favourable
relationship. Between 2010 and 2012, SanchesGarciaetal. [4] examined the correlation
amongst ESG and economic outcome in 365 registered businesses in unsafe sectors
across the “BRICS”. According to panel data study, listed businesses in delicate industries
perform better in environmental governance, and the relationship amongst systemic threat
and these firms' ESG outcome is shaped like an upturned U, meaning it has a max ESG
outcome. Panel regression was used by Chelawat et al. [5] to scrutinize the connection
amongst the financial outcome of Indian registered companies with ESG outcomes.
According to regression analysis, businesses with strong ESG practises can enhance their
financial success.

Experts and academics have looked at the relationships between ESG and other aspects in
addition to the ones with the company-related elements mentioned above. Research
forecasters on the arcade emphasise that corporate supremacy has a favourable impact in
a corporation's enduring economic performance with ROA, according to a study by
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Duuren et al. [6] that found old-style administrators are previously considering
integrating ESG estimation reports into investment due meticulousness processes.
Conservational info disclosure, environmental outcomes, and economic outcomes were
all thoroughly examined by Al-Tuwaijri et al. [7], who came to the conclusion that there
is a +ve link amongst the two. Social outcomes, in addition to environment, contributes to
a company's financial stability [8]. Fatemi et al.'s study [9] and discussion of the effects
of ESG exposé looked at the consequence of ESG on a firm's assessment. According to
the study, a advanced score had minimal impact on the firm's estimate, while lesser marks
in the societal and authority parts were connected by lesser corporate estimate. The
environmental score was also found to be positively correlated with corporate assessment.
According to Capelle-Blancard et al.'s [10] analysis of thirty three thousands ESG-related
news articles published in Covalence EthicalQuote from 2002 to 2010, companies that
experienced critical events saw a 0.1% decline in market value, whereas good events had
minimal effect. The relationship between additional financial ESG criteria and the market
for sovereign bonds was examined by Crifo et al. [11]. The study demonstrates how
strong ESG performance lowers the spread on government bonds using panel data
collected from 23 OECD nations between 2007 and 2012.

REVIEW ON VARIABLES:
ESG Score and FlI interest:

The percentage of foreign institutional investors' ownership in a company serves as a
proxy for Flls' stake. Companies with a higher share of Flls in their ownership are more
accountable to disclosing material information, hence they tend to reveal more
information. Samreen and Kartigai discovered that responsible investors are eager to
identify sustainability indications, its components, and pursuits for enterprise confessions
regarding their efforts towards ESG concerns. According to Raithatha and Bapat [12],
there is no meaningful connection between Flls and disclosures. To investigate its effect
on the ESG disclosures, the FllIs' stake is used as an independent variable.

ESG Score and Profitability:

Accounting-ground, market-ground, or a blend of the two might be utilized to regulate an
organization's monetary well doing. Cost-effectiveness ratios are one of the best
significant cost-effectiveness ratio indicators of a corporation while accounting-grounded
capacities are taken into account. Said ratios form a collection of monetary gauges that
are utilized to estimate a firm's capability to produce profits in comparison to its costs
over a given time frame. Through a variety of accounting and market-based indicators,
higher sustainability performance, in Ghosh's view[13], results in improved financial
performance. ReturnOnAsset (ROA), (ROE)ReturnOnEquity, ReturnOnlnvestment(ROI),
and ReturnOnCapital utilised are a few of the repeatedly used Cost-effectiveness ratios
for investigation. In this study, ROA is used as an accounting metric to gauge a
company's operational financial performance. In the past, studies by Albertini[13],
Lech[14], Garg[15], and Hou et al.[16] used ROA to gauge financial performance.
According to Rathi and Geetha [25], social capital and active being had a statistically
momentous +ve effect on monetary outcome as indicated by the rates of (ROA) and
(ROE).

ESG Score and Intrinsic value:

Using the slack resource theory, Fauzi et al. [17] saw on the affiliation among corporate
communal routine and corporate monetary success but found no correlation. In their
analysis of Australian construction companies, Siew et al. [18] found no conclusive
evidence of a association amongst the ESG ratings and economic performance. Research
on the association amongst ESG variables and firm performance were analysed by
Carpenter and Wyman [19]. Ten positive, two negative, and four neutral correlations were
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found in the results. Because these investigations were conducted using various
approaches, at various times and locations, the outcomes were also variable. The authors
emphasised the requirement for additional validation. While the connection amongst ESG
and monetary success had been the focus of numerous studies around the globe, there is a
dearth of research in the Indian context. Chelawat and Trivedi [20] discovered that ESG
performance improves a company's financial success in India. In order to determine
whether the Indian market values corporate social performance, Ghosh [13] used Ohlson's
model. He discovered that companies with specific traits, such as size, affiliation to a
business group, low leverage, greater R&D and advertising costs, and operational in
ecologically delicate industries, are likely to be more sustainable, which results in
superior financial performance.

Model:
PROFITABILITY
INTRINSIC
VALUE FII INTEREST
METHODOLOGY

Sample framework:

Twelve-monthly ESG data of 45 organisations from India listed on NSE was taken
covering the periods 2021-22. The same was available in appendix.

Selection Criteria:

According to their ESG scores, companies are listed in decreasing order. Businesses with
a composite score of under 40 are excluded. Businesses that deal in tobacco, alcohol,
questionable weapons, and gambling are also not included. Any significant ESG dispute
excludes companies from consideration for inclusion in the index. The combination of the
company's float-adjusted market capitalisation and its score-adjusted weight factor score
determines its weight in the index. On the initial occupational day of the year, the index is
rebalanced annually (India_Index_Services & Products_Ltd., 2018).

Measurement of Variables:
1.Dependent Variable:

For evaluating a company's ESG performance, there are several sustainability evaluation
approaches available in the literature (Singh et al.,[22]). Various quantitative and
qualitative approaches, such as external audit, third party accreditation, content analysis
of annual reports, qualitative sustainability initiatives, survey-based approaches, and the
use of sustainability ratings and indices are all included in the literature review for
evaluating suitability factors. There is disagreement about the best indicators to use
because they must both accurately reflect performance and serve as examples of the most
widely practised sustainability. To determine valuations, enterprise value/PBDITA and
P/Bv were employed. Profitability is determined by ROCE, while FIl holdings are
utilised to determine their level of interest in particular equities.
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2.Independent Variable:

The NSE 100 ESG Index, which is upheld by India Index Services Ltd. (I1ISL), a JV
amongst CRISIL cum NSEIndia, publishes ESG ratings that are used to measure the
independent variables, or the ESG elements. The top 500 Indian firms by market
capitalization that are listed on the NSE make up the index's components. This universe is
subsequently put through a screening procedure that generates a score based on a
company's public ESG disclosure practises. A company is graded according to three
primary criteria in the ESG rating framework: readiness, disclosure, and performance, for
every E, S, cum G component. The usefulness of a business's policies, programmes, and
structures is measured by "preparedness” indicators; the usefulness of a business's
standards and reporting procedure is measured by "disclosure" indicators; and the
usefulness of a business's controversies or incidents and its response is measured by
"performance” indicators. A company receives a score between 0 and 100 for each
relevant indication. Each indicator's weight is determined by how pertinent and
significant it is to the industry in which the company works. A weighted average firm
level ES&G mark, which arrays from 0-100, is generated based on the raw score and
weight of all available indicators across E, S, and G components.

3.Control Variable:

Extent of firm and Leverage , two common regulator variables in the literature, are
utlized in this learning. A company using leverage uses borrowed money. The debt to
equity ratio is used to calculate it. This study takes into account debt usage because
managers frequently report additional ESG data when debt rises due to amplified scrutiny
from financial bodies (Ghosh[13]). Finally, size is taken into account as a control variable
since earlier research has revealed that huge businesses may attest to be further effective
because of its inclination to use the gain of Cost advantage on operation scale, lease more
competent supervision, and solemnize manners that may advance what happens
(Naik,[23]). The nat logarithm of all possessions is utlized in the learning as a substitute
for dimension. Data on total assets as well as the debt to equity was obtained from
Prowess database.

VARIABLES DESCRIPTION

Dependent Variable

Valuation multiple used to regulate reasonable market value of a
Enterprise value/PBDITA business

P/Bv Price/Book Value
ROCE EBIT/Capital Employed
FII stake Shareholding % of Flls

Independent Variable

ESG Environmental, Social, Governance rating

Control Variables

Asset Total asset Log value
Risk Debt to Equity ratio
Hypothesis:

H1: Fll interest in Indian Public Limited Companies is significantly correlated with ESG
score.

H2: There is a considerable correlation between Indian public limited companies'
profitability and their ESG score.
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H3: There is a considerable correlation between Indian public limited companies' intrinsic
worth and their ESG score.

RESULTS AND DISCUSSIONS:
Descriptive Analysis

Table below summarizes the expressive statistics of our variables, endogenous,
exogenous and regulator variables. The average ESG marks of the tester are 63.11,
whereas those for the financial performance as measured through Enterprise
value/EBDITA, P/Bv, ROCE and FII stake are 39.69, 12.38, 17.80 and 38.79 respectively.
Descriptive statistics of control variables Assets and Debt to Equity(Risk) are 3182302
and 0.52 respectively.

Descriptive Data

Average Std.Dev Minimum | Maximum
Dependent Variable
Enterprise value/PBDITA 39.69 71.34 -4.62 389.53
P/Bv 12.38 19.56 1.13 104.27
ROCE 17.80 20.91 -4.46 104.20
Fll stake 38.79 13.60 5.72 67.76
Independent Variable
ESG 63.11 6.96 47.00 76.00
Control Variable
Asset 3182302.24 8249155.72 16906.00 | 49980946.00
Risk 0.52 0.84 0.00 4.20

Source: Primary data

Correlations Results:

The Pearson's relationship milieu for the endogenous, exogenous and regulator variables
is shown in the table below. There is a considerable, but adverse, relationship between
price per book value and FII interest. Enterprise value to EBDITA and Price per book
value is significant and positive. Asset being a control variable is significant and positive
with risk and FII interest, but negative with Enterprise value to EBDITA, ROCE and

Price to book value.

Correlations
Enterprise
value/
Asset ESG EBDITA ROCE Risk P/Bv Fll
Asset 1
ESG 402™ 1
Enterprise '.733** '295 1
value/
EBDITA
ROCE -.415™ .051 .091 1
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Risk .560™ 164 -.360" -.379° 1
P/Bv -.689" | -.255 743" 531" -.295" 1
Fll 483" 382" -414" -.336" 294" -538" |1

Association is substantial at the 2-tailed 0.05 level** and at the 2-tailed 0.01 level* in both
cases.

Source: Primary data
Regression Outcomes:

Equations serve as representations of the model-established link between the dependant
and predictor variables.

According to the table below, the value of R? for the ROCE equation is 0.254, meaning
that the combined variation in independent variables (ESG) accounts for 25.4% of the
variation in ROCE (the profitability of the firm).

ESG Score and Profitability

Std  Err in
Exemplary | R R? Adjus R? Assessment
1 .5032 .253 199 .94005

Source: Primary data
ROCE = -4.063 + 2.255(ESG) — 0.069(Risk) — 0.228(Asset)

Non-Stdized Stdized
coefficient | B Std.Error B T Signifi
Const -4.063 5.321 -.764 450
ESG 2.255 1.369 246 1.647 107
RISK -.069 .060 -.191 -1.153 .256
ASSET -.228 .100 -.407 -2.278 .028
Dependent Variable: ROCE

Source: Primary data

The table below demonstrates that the R? for the equation of enterprise value/EBDITA is
0.541, indicating that the combined variation in independent variables (ESG) accounts for
54.10 percent of the variation in the firm's valuation.

ESG Score and intrinsic value (On basis of EBDITA)

Std Err in
Exemplary | R R? Adjus R? | Assessment
1 7352 541 .506 .716632

Source: Primary data
Enterprise value/EBDITA = 8.920 + 0.046(ESG) + 0.027(Risk) — 0.452(Asset)
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Non-Stdized Stdized
Co-eff B Std. Error | B T Signifi.
Const 8.920 4.335 2.058 .046
ESG .046 1.116 .005 041 967
RISK .027 .048 .073 566 575
ASSET -.452 .081 -776 -5.552 | .000
Dependent Variable: Enterprise value/EBDITA

Source: Primary data

The value of R? for the equation of P/Bv is .488, it means the combined variation in ind
variables (ESG) accounts for 48.80% of the variation in company valuation.

ESG Scores and intrinsic value(On basis of book value)

Std Err in
Exemplary | R R? Adjus R? | Assessment
1 .698? 488 450 75291

Source: Primary data
P/Bv = 6.351 + 0.320(ESG) + 0.047(Risk) — 0.427(Asset)

Non-Stdized Stdized
Co-eff B Std. Error B T Signifi.
Const 6.351 4.259 1.491 144
ESG 320 1.096 .036 292 T72
RISK 047 .047 135 1.000 323
ASSET -427 .080 -779 -5.344 |.000

Dependent Variable: P/Bv

Source: Primary data

The value of R? for the equation of P/Bv is 0.277, which means that the combined
variation in independent variables (ESG) accounts for 27.70% of the variation in FlI

interest.

ESG Score and FII'’s interest

Std Err in
Exemplary | R R? Adjus R? | Assessment
1 5272 277 224 .59041

Source: Primary data
FIl =-4.334 + 1.343(ESG) + 0.013(Risk) + 0.131(Asset)
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Non-Stdized Stdized
Co-eff B Std.Error B T Signifi.
Const -4.334 3.340 -1.298 | .202
ESG 1.343 .860 227 1.562 126
RISK .013 .037 .055 342 734
ASSET 131 .063 361 2.085 .043

Dependent Variable: FlI

Source Primary data

CONCLUSION:

This learning makes a substantial aid to the body of awareness about the impact
assessment of ESG in the Indian setting. The ESG score of the company has an effect on
the firm's valuation, as shown by the relationships with Enterprise value per EBDITA and
P/Bv, and it has an effect on the firm's profitability, as shown by the relationships with
ROCE. The links between FI1I interest in the companies with strong ESG scores show that
ESG score has an impact on choosing a firm to invest in. The study also emphasises the
requirement for sustainability reporting, which includes ESG Score disclosure. The scope
of required disclosures, which mostly concentrate on the financial elements of the
corporation, has to be expanded by regulators to also cover the communal and
conservational effects of the company's operations. This would aid in improving ethical
business practises and the wealth of the shareholders over the long term.

Limitations and Scope of Future Research:

This learning added to the body of awareness by outlining the key factors that influence
Indian company ESG performance. In conclusion, the study aims to comprehend the ESG
outcomes in the context of India. By conducting surveys and interviews, the additional
research may examine the disclosure. Researchers can successfully carry out a long-term
study on the ESG performance and investigate its causes. Future studies to base the link
amongst ESG and firm outcome are also possible.
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