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Abstract

Purpose

Amid the 2008 global financial crisis, concerns are being raised regarding how governance
flaws contribute to banks' excessive risk exposure, which seriously harmed the banking system.
Bank failures pose detrimental effects on taxpayers and the real economy. Due to their vital
role in financing various projects and industries, banks' operations often extend beyond their
core sector. Banks increase their ESG efforts in an effort to regain the confidence of
stakeholders and investors. It could be challenging for financial institutions, especially banks,
to satisfy investor and customer demands for incorporating ESG considerations into their
lending, investing, and product offerings.

Because of its crucial role in financial intermediation, the banking sector is particularly
vulnerable to sustainability problems. These hazards stem from both the ESG dangers that
banks' customers experience and the ESG challenges that banks themselves face. Although
banks are not directly involved in actions that cause social and environmental catastrophes,
their financing of other businesses or initiatives can significantly impact these sectors. These
dangers manifest themselves in conventional risk categories including operational,
reputational, and credit hazards. In light of the recent financial industry upheaval that followed
the bankruptcies of Silicon Valley Bank and Credit Suisse, it is imperative to consider banks'
social responsibility initiatives as essential pledges intended to boost trust and elevate the
reputation of financial institutions.

Objective

The purpose of this study is to investigate the impact of ESG disclosure scores on commercial
banks that operate in emerging market economies (EMEs) from three distinct viewpoints. It
first examines how ESG disclosure scores affect bank value and risk-taking practices. Next, it

assesses how ESG disclosure scores impact banks' systemic risk levels. Third, it investigates
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the role of ESG disclosure scores at the country-level in influencing cross-border banking
flows, further analyzing the moderating role played by green credit in this relationship.
Design/Methodology/Approach

To achieve these objectives, the study employs data from commercial banks operating in EMEs
during the sample time period of 2015-2022. The sample size of each objective varies
according to the data that is available. In EMEs, banks can benefit from ESG activities by
improving their brand image and reputation in the marketplace. Banks can use their reputation
as insurance to shield them from market downturns. Profitability can be increased by well-
designed ESG initiatives through improved risk management, increased returns on invested
capital, and increased freedom to pursue growth prospects. The overall sample of the study is
composed of a total of 1424 bank-year observations across 178 banks. The study uses pooled
ordinary least squares (OLS) regression to analyse the sample data, but it disregards potential
endogeneity and bias from missing variables. Therefore, to overcome these issues, the study
uses a two-step system GMM estimator. The GMM estimator corrects for endogeneity, serial
correlation, and heteroscedasticity in addition to taking into consideration the dynamic nature
of panel data.

Findings

The findings show that banks with higher ESG disclosure scores and their components (E, S,
and G) lead to a reduction in insolvency, leverage, and liquidity risks. Furthermore, there is a
positive relationship between the market-based (Tobin's Q) and accounting-based (ROA and
ROE) measures of bank value and these banks with higher ESG and its components (E, S, and
G) disclosure scores. The findings are consistent with the resource-dependence, signaling, and
stakeholder theories, showing that implementing ESG reporting and sustainable practices can
act as a reliable market signal, lowering information asymmetry and increasing transparency,

all of which will eventually boost firm value (Buallay & AlDhaen, 2018). Additionally, the
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ownership dummy's statistical significance shows that private banks tend to be greater in value
but also face larger insolvency risk because of their profit-driven policies. The COVID-19
pandemic significantly lowered the overall value of banks and increased bank risk. The
negative coefficient for interaction of ESG*COV suggests that banks with better ESG
disclosures are less susceptible to the negative consequences of the crisis. Similarly, the
positive coefficient for interaction of ESG*COV suggests that ESG transparency improved
banks' financial performance and resilience during the pandemic (Yuen et al., 2022; Al Amosh
& Khatib, 2023).

Given the significant influence of ESG disclosure scores on banks’ systemic risk levels, the
findings show that banks with higher ESG disclosure scores reduce systemic risk collectively
by contributing less to both SRISK and LRMES systemic risk. Similarly, banks with higher E,
S, and G disclosure scores, banks with more robust corporate governance, social responsibility,
and environmental policies also face lower systemic risk. The results align with the
perspectives of risk mitigation, stakeholder theory, and signaling theory, which assert that ESG
disclosure acts as a certification signal that improves transparency and motivates banks to
implement ethical practices, such as giving preference to lower-risk borrowers and exploring
innovative investment opportunities. Although banks that take on excessive risk are vulnerable
to increased systemic risk, this conservative approach lowers the possible levels of systemic
risk (De Haan & Vlahu, 2016). Furthermore, the COVID-19 pandemic and bank ownership
structure greatly increase the degree to which commercial banks in EMEs contribute to
systemic risk (Yan et al., 2023).

The study finds that higher country-level ESG disclosure scores and their components (E, S,
and G) disclosure scores are linked to increased cross-border banking flows, underscoring the
macroeconomic influence of these scores on international bank transactions and the moderating

effect of green credit on this relationship. This underscores the fact that strong governance,
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social responsibility, and environmental policies make a country more appealing to foreign
capital. These findings support the stakeholder theory, resource-based theory, good
management hypotheses and signaling theory, suggesting that a country's better ESG scores
serves as a reliable signal and draws in more foreign investment. The study also shows that the
association between cross-border banking flows and country-level ESG disclosure scores is
positively moderated by green credit. Green credit not only strengthens the overall
sustainability score but also signals the borrowing country’s strong repayment capacity,
thereby positively impacting cross-border banking flows. These results are consistent with the
theories of environmental risk management and competitive strategy, indicating that green
credit enables commercial banks to prioritize loans to environmentally conscious businesses in
order to manage environmental risks, improve their brand reputation, and take first-mover
advantages.

Implications

The findings of the study offer significant recommendations for academics, investors, bank
managers, and policymakers. To increase financial stability and transparency in emerging
markets, policymakers should support green credit programs, strengthen regulatory
frameworks, and create standardized ESG reporting systems. To reduce financial
vulnerabilities, bank management is urged to establish transparent disclosure procedures,
improve board composition, and incorporate ESG-related risks into core operations. Investors
should prioritize investments in countries with higher sustainability scores and take ESG
factors into account when evaluating risk. Finally, in order to gain a deeper understanding of
sustainability's evolving influence on the banking industry, scholars should investigate the

long-term effects of ESG disclosures on bank performance and financial stability.
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