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Introduction the concept of sustainable development has
In the 215t century, with the growing prominence  received greater attention from all walks of life.
of social problems such as energy crisis, re- In 2004, the United Nations Global Compact
source scarcity, and environmental pollution, introduced the concept of ESG for the first
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time in its report “Who cares wins,” which re-
fers to environmental, social, and governance
factors. The report points out that in the face
of increasingly fierce market competition in
the context of globalization, only by effectively
responding to ESG-related issues will enter-
prises have the opportunity to stand out from
the competition. Since then, various types
of ESG evaluation systems and ESG invest-
ment products have entered the market, with
a large number of investors taking ESG as
a key reference indicator of firm performance
(Nazir et al., 2022).

As the influence of the ESG concept
gradually expanded, there has been a gradual
realization among enterprises of the paramount
importance of ESG. Hence, companies are
now increasingly incorporating ESG into their
strategic planning and management practices,
and ESG has also emerged as a research
hotspot for academic circles (Gazman, 2023;
Qureshi et al., 2021). Studies document that
corporate ESG information disclosure and en-
hanced ESG practices can improve corporate
competitiveness and sustainability and opti-
mize long-term corporate value in the following
three ways. First, corporate ESG information
disclosure can play a positive role in urging
companies to take the initiative to assume so-
cial responsibility and improve their own en-
vironmental performance. Consequently, this
enables the firms to gain a positive reputation
and competitive advantage, thus generating
higher corporate value (Qureshi et al., 2020).
Second, superior ESG performance of firms
can reduce the cost of corporate financing,
alleviate corporate financing constraints, and
enable firms to gain higher value in the capital
markets (Li & Zheng, 2022). Finally, ESG prac-
tices of firms can reduce risks such as corporate
financial risks, default risks, and share price
crash risks (Wang & Huang, 2022).

In 2018, as China’s A-shares were included
in MSCI, FTSE Russell, and other relevant indi-
ces, the relevant concepts of the ESG evalua-
tion systemgradually beganto have a substantial
impact on the information disclosure, corporate
governance, corporate strategy, and resource
allocation activities of China’s listed companies.
According to the Report on ESG development
of listed companies in China, as of December
2022, 31.07% of A-share companies have
disclosed ESG-related information, totaling
1,462 companies, with the disclosure ratio

of CSI 300 index companies reaching 92%.
However, there is still a problem of insufficient
investments for ESG undertakings in China.
ESG endeavors by enterprises entail substan-
tial corporate operating resources, requiring
increased investment in environmental protec-
tion, carbon emissions reduction, building green
industrial chains, taking more social responsi-
bility, and even making changes in corporate
strategies. It has been observed that when firms
increase the inputs of strong externalities such
as environmental and social responsibility, they
will directly or indirectly escalate the overall cost
of the firm. This will have a negative effect on
the business and reduce economic efficiency,
thus weakening the overall competitiveness
of the firms (Li & Zheng, 2022).

This paper makes the following key research
contributions in the extant literature on ESG.
First, it extends the literature on the drivers
of corporate ESG performance by incorporat-
ing the internal aspects of ESG performance,
such as executive incentives. The literature
on ESG drivers encompasses the role of ex-
ternal factors such as urban digital economy
development, local government debt, and
greening tax system, internal drivers such as
enterprise digital transformation and corpo-
rate R&D investment on corporate ESG per-
formance (Wang et al., 2022). However,
we expand this line of research by empirically
examining the key internal drivers of corporate
ESG performance from an executive incentive
standpoint. Hence, our study offers a fresh per-
spective on how firms can optimize ESG per-
formance through internal drivers. Second,
we reveal the underlying mechanism of the role
of executive incentives in promoting corporate
ESG performance.

By examining the channels of corporate
strategic change and green technological in-
novation, this paper aims to uncover the “black
box” of the causal relationship between execu-
tive incentives and ESG performance, which has
certain practical significance. Third, our study
enriches the research on the economic effects
of corporate ESG performance. The existing lit-
erature on the economic consequences of cor-
porate ESG performance examines the impact
of a firms’ ESG performance on operational
and financial activities such as production
and operation, audit costs, the cost of capital
such as financing constraints, debt, and equity
financing costs, enterprise performance such
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as enterprise value and financial performance,
and corporate risks such as credit risk and
stock price crash risk (Li & Zheng, 2022). How-
ever, to offer a novel perspective, we examine
the economic effects of executive incentives
on ESG performance in terms of reducing
litigation risk and idiosyncratic risk to provide
targeted suggestions for the promotion of green
and sustainable corporate development.

1. Theoretical analysis and research
hypothesis

Existing research has made a full discussion
on the drivers of corporate ESG performance.
Starting from the external drivers, it is found
that the market environment and macro policies
have a significant impact on corporate ESG per-
formance; cities and enterprises are the main
carriers of resource elements, which play an im-
portant role in realising green development, and
the development of digital economy in cities
and responsible bank lending positively affect
corporate ESG performance (Zhu & Wei, 2023).
Meanwhile, corporate ESG performance largely
depends on the efficiency of related policy for-
mulation and implementation, and government
subsidies and the greening of the tax system
all contribute to corporate ESG performance
(Chen et al., 2023).

Starting from internal drivers, it is found that
enterprise digital transformation can internalise
ESG externalities, improve enterprise internal
information transparency and decision-making
efficiency, and thus enhance enterprise ESG
performance (Wang et al.,, 2022); enterprise
R&D activities will encourage enterprises to in-
dependently innovate product upgrades, improve
enterprise productivity, and optimise manage-
ment performance in terms of enterprise ESG,
in addition, corporate ESG performance is also
affected by the nature of corporate equity and its
own strategy (Wang et al., 2022).

Research on the internal drivers of corpo-
rate ESG performance is still relatively scarce,
especially corporate executives, who, as strate-
gic decision-makers, determine whether or not
a company implements an ESG development
strategy and are an important part of the inter-
nal drivers of corporate ESG practices. With
the World Economic Forum making it clear
in 2019 that ESG metrics need to be incorpo-
rated into leadership incentive programmes,
the impact of executive incentives on corporate
ESG performance is self-evident. Therefore,

companies need to establish an incentive sys-
tem that can motivate executives to practice
ESG concepts and ESG practices. Effective
design of incentive and constraint mechanisms
can achieve synergy of interests between
shareholders and executives and reduce
agency costs (Grossman & Hart, 1983), which
can motivate them to take risks and mitigate
risk-averse behaviours of executives in innova-
tion investment (Zhou et al., 2018). Common
executive incentives in practice are monetary
compensation incentives and equity incentives.

1.1 Executive monetary compensation
incentives and corporate
ESG performance

There is no unanimous conclusion about
the impact effect of monetary compensation in-
centives, and studies have confirmed that cor-
porate executives have a risk-averse tendency,
and that monetary compensation incentives can
increase the level of risk-taking by executives,
and increase the investment in risky long-term
investments such as corporate innovation and
research and development (Weng & Ma, 2022).
At the same time, the setting of monetary
compensation incentives for executives will
weaken the tendency of executives to adopt
environmentally polluting behaviours in order
to maintain business performance and improve
the quality of CSR disclosure (Jia et al., 2016).
However, some scholars conclude that mon-
etary compensation incentives have no or little
incentive effect, and that executives are more
willing to keep their compensation and maintain
the status quo based on the principle of loss
aversion (Dong et al., 2020).

On the one hand, giving executives a high
level of remuneration protects their basic
returns when innovation fails, easing their
risk-averse tendencies and having a compen-
satory effect. According to risk management
theory, because executives use their own man-
agement knowledge and skills as human capi-
tal, which is a kind of specialised investment,
when external environmental shocks increase
the risk of a company or industry, as long as
the corresponding risk premium does not rise
at the same time, executives with a risk-averse
tendency may avoid the risk in two ways.
One is to eliminate the risk directly by resign-
ing; the other is to adopt short-term strategies
to maintain stable financial performance and
increase job security, even at the cost of giving
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up risky but NPV-positive investments (Zhang
et al.,, 2013). If executives fail to take action
to avoid risks that result in damage to firm or
executive performance and reputation, they will
have a difficult time finding jobs in the manage-
rial market in the future, which makes execu-
tives wary of formulating risky and long-cycle
strategies such as ESG strategies. Monetary
compensation incentives, on the other hand,
can compensate executives for the losses they
may suffer from executing riskier decisions, al-
leviating their worries (Akbar et al., 2021; Weng
& Ma, 2022).

On the other hand, monetary compensa-
tion incentives can inhibit the opportunistic
behaviour of executives, reduce the agency
problem, and have an incentive effect. Ac-
cording to the principal-agent theory, because
of the separation of enterprise ownership and
operation rights, there is information asymmetry
between owners and managers, the owner’s
goal of pursuing enterprise value maximisation
and the manager’s goal of pursuing self-interest
maximisation are inconsistent, and the conflict
between the two is difficult to be avoided (Guo
et al., 2018). Owners are more concerned
about the long-term stable development of the
enterprise, while managers are keen to get
the salary to achieve the accumulation of their
own wealth, preferring low-risk, fast-return
short-term investment activities. Monetary
compensation incentives alleviate the conflict
between the two sides to a certain extent.
The increase in compensation can stimulate
the work motivation of executives, and in or-
der to maintain their high compensation level,
executives will put more energy into focusing
on company management activities, reducing
opportunistic behaviour and agency problems
(Yin et al., 2021). In addition, a reasonable
compensation incentive system should reflect
the company’s strategic objectives, and higher
compensation often implies stricter conditions
for reaching them, which will require manag-
ers to take into account environmental perfor-
mance, social responsibility commitment and
many other aspects in the process of operation
to achieve the long-term value of the enterprise
to be maximised. There are even many compa-
nies that include ESG indicators in the assess-
ment of short-term and long-term incentives
for executives, respectively, and executive
compensation is directly linked to corporate
ESG performance. Therefore, despite the fact

that increasing corporate ESG inputs will cause
current costs and risks to rise, executives with
suppressed risk aversion tendencies will active-
ly engage in ESG practices in order to achieve
performance appraisal targets and obtain
higher compensation levels. In summary, mon-
etary compensation incentives make execu-
tives choose ESG development strategies that
are riskier and more costly in the short term but
beneficial to the firm in the long term through
the compensation and incentive effects.

Based on the above discussion, we pro-
pose the following competing hypotheses:

H1a: Qualifying other conditions, there
is a positive relationship between executive’s
monetary compensation incentives and corpo-
rate ESG performance.

H1b: Qualifying other conditions, there
is a negative relationship between executive’s
monetary compensation incentives and corpo-
rate ESG performance.

1.2 Executive equity incentives
and corporate ESG performance

Equity incentives make the interests and goals
of executives and shareholders converge,
and alleviate corporate agency problems.
As a long-term incentive mechanism, equity
incentives combine the pursuit of maximising
the personal interests of the company’s em-
ployees with the demand of the company’s
shareholders for maximising long-term interests
by assigning executives the right to acquire
the residual value in the operation of the en-
terprise (Lv et al., 2009), realising the self-
motivation of the managers, increasing their
concern for the future performance of the enter-
prise, strengthening the executives’ motivation
to work and their enthusiasm to create value,
and enhancing their sense of responsibility and
participation in corporate governance. When
executives’ shareholding is low or when they
do not hold shares in the company, executives
may seek personal benefits for themselves
through short-term opportunistic behaviours
that are detrimental to the company. Even
if executives understand that carrying out
ESG practices can benefit the firm in the long
run and thus increase firm value, because
the increase in firm value is not related to their
own remuneration, executives are happier
to maintain the status quo than the cost of their
own human capital and the risks they may have
to bear in carrying out ESG practices.
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Equity incentives can transform executives
from agents to owners, and executives and
the company will both prosper and suffer. When
executives formulate corporate strategies, they
are no longer limited to fulfilling expected perfor-
mance targets, but are committed to improving
the environmental performance of the company
from the perspective of ownership, assuming
more social responsibility, maintaining a good
reputation and image of the company, and
making the company sustainable in the long
term, thus enhancing the ESG performance
of the company (Zheng et al., 2023). As a result,
executives and shareholders’ interests become
more convergent, prompting them to incor-
porate corporate sustainability into their deci-
sion-making scope, and promoting top-down
changes in organisational members’ percep-
tions, so as to implement ESG development
strategies that are conducive to the long-term
development of the enterprise, and to enhance
the ESG performance of the enterprise.

Therefore, this paper proposes the follow-
ing hypothesis:

H2: Qualifying other conditions, there is
a positive relationship between executive’s eq-
uity incentives and corporate ESG performance.

2. Research design

21 Data source

In this study, all A-share listed companies
from 2013-2022 are selected as the research
sample. The ESG data are based on the rat-
ing results provided by the China Securities
ESG Evaluation System, which is obtained
from the Wind database. All remaining data was
obtained from CSMAR and CNRDS databases.
Financial, ST/*ST and firms with less than three
years of listing were excluded from the sample.
To eliminate the influence of extreme values on
the results, continuous variables were scaled
down at the upper and lower 1% levels. Sta-
ta 17.0 software was used for data processing.

2.2 Variable descriptions
Explained variables. Corporate ESG perfor-
mance (ESG). We refer to the study of Wang
et al. (2022) and adopt the ESG scores pub-
lished by the China Securities ESG evaluation
system as the explanatory variable. The ratings
of “AAA, AA, A, BBB, BB, B, CCC, CC, C” are
assigned from 9 to 1.

Explanatory variables. The explanatory
variables of this paper are executive incentives,

which are divided into executive monetary
compensation incentives (Top,) and executive
equity incentives (Comp). Monetary compensa-
tion is the most direct form of executive incen-
tive, which directly reflects the recognition and
incentive strength of the company’s contribu-
tion to the executive. The top three senior ex-
ecutives usually include the core management,
such as the CEO and CFO, who occupy a key
position in the company’s decision-making and
operation and have an important impact on
the company’s performance. Therefore, the top
three executives with more representative
executive compensation are selected. Refer-
ring to the studies of Weng and Ma (2022),
monetary compensation incentive (Top,) is
measured by using the natural logarithm
of the total compensation of the top three senior
executives of listed companies. The proportion
of company shares held by executives directly
reflects the degree of alignment between their
interests and those of the company. A higher
shareholding ratio indicates a stronger cor-
relation between executives’ benefits and
the company’s performance. Given that equity
incentives are not widely implemented in Chi-
nese listed companies and are primarily granted
to key executives, we chose to measure the to-
tal shareholding ratio of all executives in listed
companies. This approach ensures data avail-
ability and eliminates the impact of company
size. Therefore, the equity incentive (Comp)
is measured by using the number of shares
held by senior executives of listed companies
as a proportion of the total number of shares in
the enterprise.

Control variables. To better measure the ac-
tual impact of executive incentives on corporate
ESG performance, we account for the impact
of following control variables: corporate size
(Size), debt level (Lev), growth capacity
(Growth), profitability (Roa), operational capaci-
ty (Operat), equity concentration (Shrhold), sole
director ratio (LnDrcRat), board size (Lnboard),
and age at IPO (Age). In addition, a year dummy
variable (Year) and an industry dummy variable
(Industry) are also included. The main variables
in this paper are defined in Tab. 1.

2.3 Model construction

Since the explanatory variable ESG is a dis-
crete ordered variable, this study employs
the Ologit multiple ordered regression model
based on the cumulative distributed Logit
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Definition of main variables

Variable type Variable name allable Variable description
symbols
Exp.lamed ESG score ESG Corporate ESG performance
variables
Executive mopetary Ln(total compensation of top three
compensation Top, .
Explanatory incentives executives)
variables - - -
Executive equity Cumulative number of shares held
: : Comp )
incentives by executives/total number of shares
Enterprise size Size Ln(total assets)
(operating income current period amount
Growth capacity Growth — operating income previous period amount)/
(operating income previous period amount)
Profitability Roa Net profit/total assets
Operating capability Operat Sales revenue/total assets
Control -
variables Sharehold{ng Shrhold Shareholding ratio of the largest shareholder
concentration
Proportion of sole Number of independent directors/number
. LnDrcRat .
directors of directors
Board size Lnboard Ln(number of board of directors)
. Ln(current year — year the company went
Business age Age public + 1)

technique to test hypothesis H7 and hypoth-
esis H2, as follows.

ESG = B, + B, Exincentives +
+ Y.Controls + Y, Year +
+ Y. Individual + €

(1

where: ESG — the explanatory variable for corpo-
rate ESG performance; Exincentives - the ex-
planatory variable for executive incentives, di-
vided into monetary compensation incentives
(Top,) and equity incentives (Comp); and Con-
trols represents the set of control variables.

3. Empirical results and analysis

3.1 Descriptive statistics

Tab. 2 shows the descriptive statistics of the
main variables in this study. The mean value
of ESG performance of enterprises is 4.077
and the standard deviation is 1.133, with
the minimum value of 1.000 and the maxi-
mum value of 8.000, indicating that there are

Source: own

differences in ESG performance among differ-
ent enterprises. However, the average rating
is between B and BB, and the overall level still
needs to be improved. The standard of the core
explanatory variable executive monetary com-
pensation incentive (Top,) is 0.083, indicating
that the gap between the executive compen-
sation of the sample companies is small and
the distribution is reasonable. The standard
deviation of executive equity incentive (Comp)
is 7.213, and there are about 27% of firms with
zero shareholding, indicating that the level
of equity incentive varies widely among differ-
ent companies. The equity incentive policy has
not yet been implemented or the level of equity
incentive is very low in a considerable number
of companies in China.

3.2 Baseline regression results

The regression results are shown in Tab. 3.
The results in column (1) show that the regres-
sion coefficient of executive monetary compen-
sation incentives (Top;) is significantly positive
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Descriptive statistics of variables

Variable Observations Mean Std. dev. Min Max
ESG 29,988 4.077 1.133 1.000 8.000
Top, 30,809 0.076 0.083 0.001 0.476

Comp 29,801 0.070 0.136 0.000 0.594
Size 30,864 22.279 1.322 19.724 26.352

Growth 30,864 0.433 0.209 0.061 0.955

Roa 30,808 0.384 1.049 -0.790 7.491
Operat 30,864 0.030 0.075 -0.360 0.201

Shrhold 30,861 0.594 0.407 0.054 2.463

LnDrcRat 30,864 33.426 14.751 8.260 73.560

Lnboard 30,862 0.378 0.054 0.333 0.571
Age 30,864 2.251 0.206 1.792 2.944

Source: own

Executive incentives and corporate ESG performance — Part 1

(1) (2) (3)
ESG ESG ESG
0.432** 0.390**
Top,
(2.400) (2.130)
0.400*** 0.404***
Comp
(4.620) (4.660)
0.497*** 0.477*** 0.494***
Size
(36.870) (41.860) (35.560)
-0.058*** -0.055*** -0.054***
Growth
(-4.890) (-4.470) (-4.440)
5.437*** 5.479*** 5.438***
Roa
(29.250) (29.080) (28.720)
-0.012 -0.010 -0.014
Operat
(-0.380) (-0.310) (-0.440)
0.004*** 0.004*** 0.004***
Shrhold
(5.360) (4.830) (4.970)
3.297*** 3.192*** 3.153***
LnDrcRat
(13.890) (13.250) (13.060)
0.426*** 0.441*** 0.422***
Lnboard
(6.750) (6.900) (6.570)
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Executive incentives and corporate ESG performance — Part 2

(1) (2) (3)
ESG ESG ESG
Age -0.417** -0.396*** -0.393**
(-25.230) (-22.210) (-21.990)
Year Yes Yes Yes
Industry Yes Yes Yes
N 29,897 28,934 28,891
Wald Chi? 5,948.500 5,661.080 5,668.770
Pseudo — R? 0.072 0.071 0.071

Note: * * *, * *, * represent significance at the level of 1, 5, and 10%, respectively; Z statistics are given in parentheses.

at the 1% significance level, which indicates
that the executive compensation incentives play
both a motivating and compensatory role. They
alleviate executives’ concerns, encouraging
them to dedicate more effort to the company’s
management activities. This, in turn, motivates
executives to adopt ESG development strate-
gies that benefit the company in the long term.
Column (2) shows that the regression coeffi-
cient of executive equity incentives (Comp) is
significantly positive at a 1% significance level,
which indicates that the equity incentives align
the personal interests of company employees
with those of the company, enhancing execu-
tives’ sense of responsibility and engagement
in corporate governance. This, in turn, posi-
tively impacts the corporate ESG performance.
Column (3) shows the regression results
after including both compensation incentive
in model (1). The regression coefficients of both
Top, and Comp are significantly positive at
the 1% level of significance, indicating that
executive monetary compensation incen-
tives and equity incentives do not negatively
affect each other. This suggests that it is fea-
sible for a company to implement both types
of incentives simultaneously.

3.3 Robustness check
In order to increase the reliability of the findings
of this paper, the following robustness tests are
conducted.

The measure of the executive monetary
compensation incentive indicator is replaced

Source: own

with the natural logarithm of total senior man-
agement compensation (Top,), and the mea-
sure of the executive equity incentive indicator is
replaced with the ratio of the number of shares
held by senior management to the total number
of shares in the firm (Comp,). The regression
results are shown in columns (1-2) of Tab. 4.
The correlation coefficient of Top, and Comp,
are both significantly positive, which verifies
the core hypothesis of this paper is robust.

Considering the lagged effect of executive
incentives on corporate ESG performance,
in order to avoid the possible endogeneity prob-
lem on the findings of this paper, the lagged
one-period regressions of executive mon-
etary compensation incentives (L.Top;) and
executive equity incentives (L.Comp) are used.
The regression results are shown in Tab. 4.
The positive relationship between executive
monetary compensation incentives and corpo-
rate ESG performance remains significant.

The empirical testing process in this paper
may suffer from endogeneity due to mutual
causality. On the one hand, firms’ incentives
to executives affect firms’ ESG performance,
on the other hand, firms with better ESG per-
formance are more inclined to improve incen-
tives to senior executives. Therefore, this paper
draws on the studies of Li et al. (2020) to select
the mean value of executive monetary com-
pensation incentives (mTop,) and the mean
value of executive equity incentives (mComp)
in their industries and provinces as instrumental
variables for the 2SLS test, respectively. In this
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Executive incentives and corporate ESG performance — results of substitution
Tab. 4: - -
variables and lagged one-period tests

(1) (2) (3) (4)
ESG ESG ESG ESG
0.169***
Top, (8.540)
0.020***
Comp, (10.720)
L.Top, 06767
(3.540)
L.Comp 027777
(3.030)
Controls Yes Yes Yes Yes
Year Yes Yes Yes Yes
Industry Yes Yes Yes Yes
N 29,879 28,934 26,403 25,531
Wald Chi? 6,045.970 5,763.520 5,282.650 4,949.310
Pseudo - R? 0.073 0.072 0.072 0.070

Note: * * *, * *, * represent significance at the level of 1, 5, and 10%, respectively; Z statistics are given in parentheses.

paper, these two indicators are selected as
instrumental variables because, first, they sat-
isfy the requirement of correlation. The external
macroeconomic environment and internal
management characteristics of listed enter-
prises in the same industry and province are
somewhat similar, thus the level of executive
incentives of one enterprise is correlated with
the average level of executive incentives in
the same industry and province. Second, satis-
fying the exogeneity requirement, the averages
within the same industry and province do not
affect the ESG performance of individual firms.

Tab. 5 presents the regression results
using two-stage least squares with instru-
mental variables. The first-stage results
in columns (1) and (3) show that the regres-
sion coefficients for the instrumental variables
mTop, and mComp are both significantly
positive, and the Kleibergen-Paap rk LM sta-
tistics both reject the original hypothesis, and
the Kleibergen-Paap rk Wald F-statistics are all
greater than the critical value of the Stock-Yogo
weak instrumental variable identification F-test
at the 10% significance level, which means
the selected instrumental variables are all valid.

Source: own

The results of the second stage in columns (2)
and (4) show that the regression coefficients
of the mTop, and the mComp are both signifi-
cantly positive, indicating that executive incen-
tives can still significantly improve corporate
ESG performance after eliminating the recipro-
cal causality problem. Thus, the core findings
of this paper remain robust.

3.4 Mechanism of action

Corporate ESG performance is influenced
by executives’ strategic choices because
executives have a decisive influence on
the strategic decisions of the firm. If executives’
strategic choices are more aggressive, then
firms are more likely to engage in aggressive
ESG practices. For example, executives may
choose to invest more resources in product
development to develop environmentally friend-
ly products or reduce pollution emissions from
production processes, among other measures.
It has been seen that managers largely influ-
ence firms’ strategic direction of an enterprise.
Moreover, implementing incentives for execu-
tives makes them motivated to put in more ef-
fort to drive strategic change (Olaoye, 2024).
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Executive incentives and corporate ESG performance — instrumental variables

(1) (2 (3) 4)
Top, ESG Comp ESG
0.501***
mTop, (39.350)
1.115%**
Top; (3.640)
mComp 0.780**
(55.600)
Comp 0.489***
(3.580)
K'eiberg(‘i_"M‘) Paaprk| 4 102.730% 1,882.058™*
Kleibergen — Paap rk 1,548.677 3,091.637
(Wald F) (16.380) (16.380)
Controls Yes Yes Yes Yes
Year Yes Yes Yes Yes
Industry Yes Yes Yes Yes
N 29,897 29,897 28,934 28,934
FIWald Chi? 216.010 7,143.130 152.790 6,791.180
Adjusted R? 0.533 0.194 0.351 0.193

Note: * * *, * *, * represent significance at the level of 1, 5, and 10%, respectively; T statistics are given in parentheses.

In addition, executives may enhance ESG
performance by adopting employee welfare
initiatives and promoting community benefit
activities to improve corporate performance in
social responsibility. However, strategic change
is a high-risk game that requires companies
to make decisions that involve huge risks,
such as increasing investment in product de-
velopment, upgrading industrial chains, and
adjusting market targets, which means that ex-
ecutives who make and execute strategic deci-
sions undertake substantial risks. This includes
describing specific risk dimensions in terms
of key elements affecting corporate strategy
such as strategic decision-making, strategic ex-
ecution and strategic resources (Ross, 2014).

Based on Bentley et al. (2013) research
on corporate strategic change, we calculate
the following six indicators: R&D expenditure
as a percentage of sales revenue, the ratio

Source: own

of employees to sales revenue, the historical
growth rate of sales revenue, sales and ad-
ministrative expenses as a percentage of sales
revenue, employee turnover, and the proportion
of net fixed assets to total assets. The specific
calculation process is as follows. First, compute
the moving averages for these six indicators.
Then, rank the indicators by year and industry,
dividing them into five groups based on their
rank in ascending order. The smallest group
receives 0 points, the next smallest receives
1 point, and so on, with the fifth group receiv-
ing 4 points. For the proportion of net fixed
assets to total assets, the scoring is reversed,
with the smallest group receiving 4 points and
the largest group receiving 0 points. Finally,
the six indicators of each sample enterprise are
added together, and the sum of the indicators
is the enterprise strategy variable. The range
of values is between 0 and 24, with larger
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values representing more aggressive corporate
strategy and smaller values representing more
conservative corporate strategy. The results
are shown in columns (3—4) of Tab. 6. The re-
gression coefficients of executive monetary
compensation incentive (Top,) and executive
equity incentive (Comp) are both significantly
positive, indicating that executive incentive
enhances the strategic aggressiveness of ex-
ecutives to promote innovation and change and
ESG practices.

Drawing on the study by Li and Shen
(2020), the patent search system of the State
Intellectual Property Office of China and the
China Research Data Service Platform were
used to obtain the green patents obtained
by listed companies, and the sum of the number

of green inventions and green utility models ob-
tained independently and jointly by the sample
companies was obtained, and the total num-
ber of green patents obtained by the sample
companies was used as the corporate green
technological Innovation (GP). The results are
shown in columns (3-4) of Tab. 6. The regres-
sion coefficients of executive monetary com-
pensation incentive (Top,) and executive equity
incentive (Comp) are both significantly positive,
indicating that executive incentives encourage
companies to increase investment in green
technology innovation, promoting healthy and
sustainable development. This, in turn, further
optimizes the enterprise’s ESG manage-
ment performance and enhances corporate
ESG performance.

of corporate strategic change and green technological innovation

Executive incentives and corporate ESG performance — a mechanistic test

(1) (2) (3) 4)
Strategy Strategy GP GP
1.908*** 0.685***
Top,
(4.260) (9.100)
2.641*+* 0.114***
Comp
(11.980) (2.770)
Controls Yes Yes Yes Yes
Year Yes Yes Yes Yes
Industry Yes Yes Yes Yes
N 22,969 22,168 30,579 29,593
Adj — R? 0.248 0.252 0.385 0.382

Note: * * *, * *, * represent significance at the level of 1, 5, and 10%, respectively; Z statistics are given in parentheses.

3.5 Further analysis

Due to the special property rights nature and
governance structure of SOEs, the effect
of executive incentives on corporate ESG per-
formance may differ somewhat under different
ownership nature. On the one hand, the soft
budget constraint problem and multi-level prin-
cipal-agent relationship are created by the char-
acteristics of state ownership. The soft budget
constraint weakens the executive compensa-
tion-performance sensitivity, and the multi-level
principal-agent relationship leads to the owner
deficiency problem, which makes executives

Source: own

more sensitive to political promotion incentives,
thus weakening the promotion effect of execu-
tive compensation and equity incentives on cor-
porate ESG performance. On the other hand,
the advantages of state-owned capital in policy,
capital, and technology confer higher compen-
sation incentives to executives, further increas-
ing their level of risk-taking and strengthening
their willingness to invest in strategic ventures.
Thus, the relationship between compensation
incentives and corporate ESG performance
presents different characteristics among firms
with different ownership properties.
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To examine the role and influence of different
ownership natures in the relationship between
executive incentives and corporate ESG perfor-
mance, this paper introduces state holding as
a moderating variable in the regression model,
with state holding taking the value of 1 and
non-state holding otherwise taking the value
of 0. Based on model (1), the interaction term
Soe x Top, of executive monetary compensa-
tion incentive and enterprise ESG score and
the interaction term Soe x Comp of executive
equity incentive and enterprise ESG score are
introduced. The regression results are shown
in columns (1-2) of Tab. 7.

The regression coefficients of the inter-
action term Soe x Top, and Comp x Top,
in columns (1-2) are both significantly posi-
tive, indicating that state-owned holding plays
a negative moderating role in the process
in which executive compensation and equity in-
centive affect ESG performance of enterprises.
This may be because, compared to private
enterprises, SOEs are often controlled or influ-
enced by the government. As a result, the in-
centive mechanisms for executives in SOEs are
more influenced by political considerations than
market-oriented economic factors. The govern-
ment imposes stricter regulations on the imple-
mentation of equity incentives in state-owned
enterprises. Consequently, executives may
prioritize achieving government-set economic
goals while neglecting ESG factors. Additional-
ly, executives in SOEs typically prioritize higher
political status and stable career prospects over

performance-based incentive mechanisms
driven by market competition.
Corporate pollution level. In the con-

text of green and low-carbon development,
heavy-polluting enterprises are expected to re-
ceive higherdisclosure in terms of environmental
protection and social responsibility due to their
high energy consumption and pollution and their
motivation to improve their ESG performance is
stronger. On one hand, environmental regula-
tions are more stringent for heavily polluting
enterprises, and the implementation of carbon
trading policy makes the cost of environmental
regulations for heavily polluting enterprises far
greater than the benefit of rough development.
On the other hand, compared with non-heavily
polluting enterprises, the public is more sen-
sitive to the environmental performance
of heavily polluting enterprises. Hence, heav-
ily polluting enterprises need to maintain their

legal status through ESG disclosure. Under
the Porter hypothesis of the “push-back” effect,
shareholders as principals will be more active
in motivating executives to carry out green in-
novation activities. Therefore, we expect that
executive’s motivation will have a stronger
effect on ESG performance in the heavily
polluting enterprises.

The regression results are shown in col-
umns (3—4) of Tab. 7. While the regression
coefficient of the interaction term Hp x Top, is
significantly positive,the regression coefficient
of the interaction term Hp x Comp in column (4)
is insignificant. We consider the reason for these
results to be that the ESG practices of heav-
ily polluting enterprises require long-term
investment and governance far exceeding that
of non-heavy polluting enterprises, with higher
associated risks. Unlike monetary compensa-
tion incentives, which directly increase execu-
tives’ risk-taking levels, the synergistic benefits
of equity incentives do not provide immediate
motivational effects for executives in the short
term. On the contrary, these incentives may
trigger self-protective behaviors in execu-
tives, leading them to adopt more conserva-
tive strategies, thereby inhibiting the positive
impact of equity incentives on the company’s
ESG performance.

Superior corporate ESG performance
can effectively reduce a firm’s litigation risk
and idiosyncratic risks. First, through positive
ESG performance, companies can improve
their reputation and enhance the trust of con-
sumers and investors, thus reducing their
exposure to litigation. Moreover, companies
with superior ESG performance usually have
better governance structures. An effective gov-
ernance structure can prevent misconduct and
corruption within the company, thus reducing
the company’s risk of facing litigation. Finally,
Reber et al. (2022) document that ESG disclo-
sure helps to reduce information asymmetry
between firms and investors after going public,
build strong reputation, and make firms face
less idiosyncratic risks. At the same time, firms
with superior ESG performance are more
likely to take measures to improve energy
efficiency and through the use of renewable
energy alternatives. Such firms will also pay
more attention to employee’s welfare, social
responsibility, optimize corporate governance,
and reduce the likelihood of excessive risk for
the firm.
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Executive incentives and corporate ESG performance — a mechanistic test

of corporate strategic change and green technological innovation

(1) (2) (3) (4)
ESG ESG ESG ESG
0.617*** 0.133
Top,
(3.120) (0.670)
0.650*** 0.387***
Comp
(7.060) (3.890)
0.442*** 0.401***
Soe
(11.920) (12.870)
-0.218** -0.127
Hp
(-2.410) (-1.440)
s T -1.500***
oe x Top
: (-4.610)
—1.924***
Soe x Comp
(-5.740)
Ho x T 1.002***
p > Top.
: (3.140)
. -0.044
p x Comp
(-0.250)
Controls Yes Yes Yes Yes
Year Yes Yes Yes Yes
Industry Yes Yes Yes Yes
N 28,654 27,728 29,592 28,636
Wald Chi? 5,765.920 5,499.280 5,861.570 5,576.060
Pseudo — R? 0.072 0.071 0.072 0.070

Note: * * *, * *, * represent significance at the level of 1, 5, and 10%, respectively; Z statistics are given in parentheses.

Source: own

Therefore, effective executive incentives
can enhance corporate ESG performance
and further influence corporate litigation risk
and corporate idiosyncratic risk. Drawing
from the work of Hu et al. (2019), litigation
risk (Litiamount) is measured by dividing
the firm’s last year’s litigation amount by its
total assets. Corporate idiosyncratic risk
(Idiosyncratic,,) is measured by using indi-
vidual stocks’ standard deviation of weekly
excess returns, following Zhao et al. (2020)
and others. The specific test results are

shown in column (1) and column (2) of Tab. 8.
The regression coefficients of ESG with
Litamount and Idiosyncratic,, are both
significantly negative, which implies that
the economic effect of executive incentives
on corporate ESG performance can improve
corporate governance, enhance overall risk
management capabilities, and boost sustain-
able development. This, in turn, enhances
the company’s reputation, reduces the likeli-
hood of litigation, and effectively prevents
the occurrence of special risks.
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ESG performance and enterprise risk — litigation risk and idiosyncratic risks

(1) ()
Litiamount Idiosyncratic,;,
=@ -0.013*** -0.001***
(-17.600) (-19.290)
Controls Yes Yes
Year Yes Yes
Industry Yes Yes
N 29,945 29,934
F 0.115 0.464
Adjusted R? 10.114 336.672

Note: * * *, * *, * represent significance at the level of 1, 5, and 10%, respectively; T statistics are given in parentheses.

Conclusions

With the implementation of green and low-
carbon development strategy in China, actively
practicing ESG policies has become the con-
sensus of enterprises. We empirically examine
the effects and mechanisms of executive incen-
tives on corporate ESG performance by using
Chinese A-share listed enterprises from
2013-2022 as the research sample. Empirical
testing shows that, first, monetary compensa-
tion incentives generate both incentive and
compensatory effects, while equity incentives
align the interests of executives and share-
holders. Both types of incentives significantly
enhance the corporate ESG performance with-
out negatively affecting each other, and the ro-
bustness of these results remains consistent.
Furthermore, corporate strategic change and
green technology innovation act as mediators
between executive incentives and corporate
ESG performance. Implementing incentives
for executives increases their strategic aggres-
siveness, prompting them to initiate strategic
changes. At the same time, it leads executives
to focus more on green technology innovations
that are beneficial for the company in the long
run, maintaining its sustainable development.
Lastly, due to the higher level of salary con-
straints in state-owned enterprises, the effec-
tiveness of implementing executive incentives
in these firms is relatively low. In heavily polluting
enterprises, where ESG governance costs are
higher, there is a stronger inclination to enhance

Source: own

the more direct effects of executive monetary
compensation incentives. In terms of economic
outcomes, excellent ESG performance can
improve corporate governance, boost the com-
pany’s reputation, and consequently reduce
litigation risk and idiosyncratic risk.

Based on the findings and conclusions
of this study, the following countermeasures
are proposed: the government should improve
the ESG information disclosure system and
guidelines, formulate relevant laws, regula-
tions and policies to regulate the content and
requirements of ESG information disclosure.
Furthermore, relevant policymakers should es-
tablish a regulatory mechanism for information
disclosure to supervise the disclosure behavior
of Chinese companies and penalize violations
to increase the publicity on ESG performance.

We investigate the effects and the influ-
ence mechanism of executive incentives
on ESG performance, as well as the heteroge-
neity and ESG effect under different scenarios.
However, there are still some shortcomings
which could be addressed by future studies.
With the development of ESG concept, more
and more companies now link executive incen-
tives with ESG performance. Currently, firms
disclose limited information on executive incen-
tives linked to ESG performance. Future studies
can explore the reasons behind this and identify
ways to encourage more comprehensive re-
porting. Investigating the association between
executive incentives and ESG performance
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across Western and Chinese firms would be
an interesting avenue for further research.
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