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Abstract

We examine the effect of mandatory sustainability reporting on several measures of socially responsible
management practices. Using data for 58 countries, we show that after the adoption of mandatory
sustainability reporting laws and regulations, the social responsibility of business leaders increases. We
also document that both sustainable development and employee training become a higher priority for
companies, and that corporate governance improves. Furthermore, we find that companies implement
more ethical practices, reduce bribery and corruption, and that managerial credibility increases. These
effects are larger for countries with stronger law enforcement and more widespread assurance of
sustainability reports. We conclude with thoughts about mandatory sustainability and integrated reporting.
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I Introduction

In the last decade, reporting of non-financial information has become widespread. According to the
Global Reporting Initiative (GRI), only 44 firms followed GRI guidelines to report sustainability
information® in 2000. By 2010, the number of organizations releasing sustainability reports, mostly
on a voluntary basis, grew to 1,973.% Concurrently, national governments and stock exchange
authorities have promoted sustainability reporting further by adopting laws and regulations that
mandate sustainability reporting. In this paper, we investigate whether mandatory disclosure of
sustainability information has significant consequences on managerial practices. For the purposes of
this study we term a “sustainability report” as a firm-issued general purpose non-financial report,
providing information to investors, stakeholders (e.g., employees, customers and NGOs), and the
general public about the firm’s activities around social, environmental and governance issues, either
as a stand-alone report or as part of an integrated® (e.g. financial and sustainability) report.

The case against short-term biases and in favor of promoting a culture of long-term corporate
management has been frequently advocated (Eccles et al., 2001; Jensen and Fuller, 2002). In the last
decade, a wave of corporate scandals has fueled criticisms of the way corporations conduct business.
Moreover, many commentators have argued that one of the fundamental causes of the recent financial
crisis has been the incentive structure of the markets that led a large number of market participants to
focus excessively on short-term profits (UNPRI, 2009), instead of concentrating on long-term value
creation. A compounding problem was that much of the public information on executive pay, the
environmental and social impact of a company, on financial structuring and on management practices

was itself short-term focused and inadequate (UNPRI, 2009).

The terms “sustainability”, “environmental, social and governance” (ESG), “non-financial” or “corporate social
responsibility” (CSR) reporting have been used interchangeably in the past, to describe reports with different
degrees of focus on environmental, social or governance issues.

%For a complete listing of these organizations see http://www.globalreporting.org/ReportServices/GRIReportsList/.
®An integrated report is a single document that presents and explains a company’s financial and non-financial—
environmental, social, and governance—performance (Eccles and Krzus, 2010).
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In response, a growing number of regulators around the world are reviewing the governance
arrangements of corporations to ensure that companies maintain a healthy long-term focused
organizational culture. Corporate reporting is one aspect of the governance structure that regulators
are considering to change, with momentum being created for the case of either mandatory
sustainability reporting (consider for example, the revision of Danish Financial Statements Act in
Denmark and the guidelines for external reporting by state-owned companies in Sweden) or
mandatory integrated reporting (consider here the Grenelle 11 Act in France and the King Code 111 in
South Africa).

To better understand how mandatory sustainability reporting may affect collective firm actions
and people’s attitudes across countries, we collect data on laws and regulations that mandate a
minimum level of disclosure on environmental, social, and governance matters. We comprehensively
search a plethora of resources and we code the year of enforcement for the law(s) and regulation(s)
we identify in each country. The data on socially responsible management practices* come from the
IMD World Competitiveness Report.” To isolate the effect of mandatory reporting, we control for the
level of economic development, the quality of living standards, the quality of governmental decisions
in each country-year, and for year fixed effects. In addition, we include the lagged value of the
dependent variable in all of the specifications to account for all unobservable factors that affect the
dependent variable before the enforcement of the law or regulation. This way, we control for all
unobserved historical factors that influence the level of the dependent variable before the adoption of
the law in the focal country (Wooldridge, 2002).

The results show that mandatory sustainability reporting effectively promotes socially responsible
managerial practices. In particular, after the adoption of mandatory disclosure laws and regulations,

perceptions regarding the social responsibility of business leaders improve. We investigate further the

* We use the term socially responsible management practices to describe management practices that promote the
environmental, social and governance performance of corporations and an ethical way of doing business.

® This database has been used in many papers examining a wide range of issues at the country-level (e.g. Alesina
and Weder, 2002; Swift and Zadec, 2002; Brunetti and Weder, 2003; Di Tella and MacCulloch, 2005; Richardson,
2006; loannou and Serafeim, 2010b; Healy et al., 2011).



effect of mandatory sustainability reporting on managerial practices by examining the three pillars of
corporate social responsibility: environment, society, and governance. We find that after the adoption
of mandatory disclosure employee training becomes a higher priority for companies (social pillar),
and corporate boards supervise management more effectively (governance pillar). We also find
directionally consistent but insignificant results for the prioritization of sustainable development by
firms (environmental pillar).

Next, we investigate the effect that sustainability reporting has on the implementation of ethical
practices by businesses. We also examine the effect of sustainability reporting on bribery and
corruption, which is one fundamental aspect of ethical dealings within and across organizations. We
find that corporations implement more ethical practices, and directionally consistent but insignificant
results that corruption decreases after the adoption of mandatory disclosure laws and regulations.

The next analysis tests whether managerial credibility increases after mandatory sustainability
reporting. This may be the result of companies showing a heightened socially responsible behavior by
treating employees and the environment with prudence and implementing ethical practices across
their operations and supply chains. An increase in managerial credibility is a necessary element in
forging a relationship of trust between business and society, which in turn is an important determinant
of the competitiveness and economic development of nations (Knack and Keefer, 1997). We find
strong results that managerial credibility increases following the year of mandatory sustainability
reporting.

Consistent with a stream of literature that emphasizes the importance of enforcement (La Porta,
Lopez-de-Silanes, and Shleifer, 2006; Hail and Leuz, 2006), we find that the strength of the
enforcement of government decisions in each country moderates the effects of mandatory disclosure.
Specifically, after the adoption of sustainability reporting, the social responsibility of business leaders
increases and sustainable development becomes a higher priority relatively more for countries with
stronger enforcement capabilities. The same holds true for investments in employee training,
implementation of ethical practices, and reductions in bribery and corruption.
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Moreover, we find these positive effects to be stronger for countries where assurance of
sustainability reports is more widespread. For each country, we construct a variable that measures the
percentage of GRI-compliant sustainability reports that are assured by a third party, and we find that
this variable moderates the relationship between mandatory reporting and the measures of socially
responsible management practices. The effect on social responsibility, sustainable development,
employee training, efficient supervision of managers by corporate boards, and bribery and corruption,
is higher in countries where assurance is more frequent.

Finally, we conduct a series of additional tests to examine the robustness of our results. First, we
use an instrumental variables estimation strategy and find that the results are robust to this alternative
identification methodology. The social responsibility of business leaders increases, sustainable
development becomes a higher priority for companies, investments in human capital increase,
supervision of managers by boards of directors improves, bribery and corruption decreases, and
credibility of managers in society increases, after the enforcement of sustainability reporting laws and
regulations. Second, we show that the results apply to both developed and developing economies,
albeit with higher significance in developed countries: the social responsibility of business leaders
increases, investments in human capital increase, supervision of managers by boards of directors
improves, bribery and corruption decreases, and credibility of managers in society increases.
Interestingly, the two dependent variables of interest that are not significantly influenced for
developed countries - sustainable development and ethical practices - are those that are affected by
the adoption of mandatory disclosure in developing economies. This finding is consistent with prior
work on sustainable development that underscores the importance that such policies have particularly
in developing countries (e.g. Markandya and Halsnaes, 2002). Third, we show that the results are
robust when we include control variables for the development of voluntary guidelines or standards for
sustainability reporting, or for laws and regulations that mandate disclosure about a narrow

environmental, social, or governance topic.



We note a number of caveats that could potentially affect our results. First, the laws and
regulations that we include in our analysis are likely to have smaller effects compared to the possible
effects of laws and regulations that institute more specific requirements across all companies or laws
that mandate integrated reporting. Such laws and regulations are more likely to expand sustainability
reporting considerably and, in the case of integrated reporting, force companies to embed
sustainability in their strategy and operations (Eccles and Krzus, 2010). Moreover, laws and
regulations that mandate sustainability reporting are likely to generate effects that take a number of
years to materialize, making it more difficult for researchers to detect these effects. If this is the case,
then the results of this paper underestimate the effects of sustainability reporting.

Finally, most of our dependent variables are, arguably, perceptions of managerial practices rather
than variables generated from hard data; the concern here is that reporting might impact perceptions
without necessarily changing the underlying reality. However, we believe this is unlikely for several
reasons. First, positive effects on the dependent variables of interest are likely to be transient and
non-systematic if expectations about socially responsible management practices are not eventually
met by corporate actions. Should such information turn out to be invalid, then perceptions will adjust.
In our sample we have data that, on average, extend for five years after the adoption® of mandatory
sustainability reporting, allowing for these reversals to happen. In addition, the emergence of third
parties who check and certify sustainability reports (Simnett, Vanstraelen and Chua, 2009), signals
the increasing legitimacy and credibility of communicating ESG information to stakeholders. This
kind of assurance and external validation of sustainability disclosures makes us more confident that
the dependent variables characterize real firm actions as opposed to symbolic management (e.g.

Westphal and Zajac, 1994, 1998, 2001).

® The first country to adopt a mandatory sustainability reporting law in the sample is Finland, in 1997. Other
countries that adopted a mandatory sustainability reporting law in the sample are: Australia, Austria, Canada, China,
Denmark, France, Germany, Greece, Indonesia, Italy, Malaysia, Netherlands, Norway, Portugal, Sweden and the
United Kingdom.



The results of this paper contribute to the literature, to managerial practice and to policy making
in several ways. First, to our knowledge, this study is the first to show that mandatory sustainability
reporting may effectively promote socially responsible management practices and may improve
perceptions of corporate social responsibility by stakeholders. These results are potentially
economically important because socially responsible managerial practices could enhance the
competitiveness of a country by generating higher levels of trust in business and its leaders (European
Commission, 2008; King Code of Governance Principles for South Africa, 2009). This has important
implications for regulators and policy makers who have already mandated or are considering
mandating sustainability or integrated reporting. For example, the European Union has consistently
emphasized the importance of sustainable development and building trust between business and
society to increase the competitiveness of Europe (European Commission 2001, 2005, 2006). Finally,
the results suggest that managers may use reporting as a tool for building better and more effective
communication channels between the firm and its stakeholders by making the firm more transparent
and more accessible. Developing a reputation for responsible corporate behavior may also result in a
competitive advantage in labor, product, and capital markets and/or may secure the license to operate
by establishing social legitimacy (e.g. Godfrey, 2005; Margolis, Elfenbein and Walsh, 2007; Hawn,
Chatterji and Mitchell, 2011).

The remainder of the paper is organized as follows. Section Il discusses the motivation for this
study and describes the history of sustainability reporting to date. Section Il develops the hypotheses.
Section IV presents the data sources and sample. Section V shows the research design. Section VI

presents the results and section VII concludes.

1. Background and Motivation

Various ways exist to promote sustainability reporting. One option is for the regulator to be passive
and let sustainability reporting emerge as the result of market forces. Alternatively, the regulator may
choose to introduce a range of measures to supplement the market forces: a) through regulations
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dictating mandatory reporting by firms; b) by providing incentives for companies to report; c)
governmental endorsement of the GRI Guidelines’ and material encouragement for adoption; d) by
recommending or proposing voluntary guidelines with or without reference to international standards
such as the United Nations Global Compact (UNGC) and GRI; or e) by transferring the regulatory
power to self-regulating authorities like a stock exchange, whose statutes may be either voluntary or
mandatory. Across countries, different combinations of the above options have been implemented in
recent years. However, the general consensus is that corporate disclosure on sustainability issues
remains poor.

Sustainability reporting was driven, both in the US and in Europe in the 1960s and 1970s, by a
renewed awareness of external responsibilities unfulfilled by governmental institutions, and ones that
business could account for. Early experiments with social reporting, primarily in the Netherlands and
France, paved the way for the introduction of environmental reports in countries such as Germany,
Austria, and Switzerland.

During the 1980s, ethical investment funds in the UK and the US implemented an investment
approach - broadly known as “negative screening” - that excluded firms from their investment
universe based on their social and ethical performance. Initially based on religious principles, such
funds excluded firms operating in the alcohol or tobacco industries. Following the 1989 Exxon
Valdez disaster, the US-based Coalition for Environmentally Responsible Economies (CERES)
developed The “CERES/Valdez Principles” on behalf of the Social Investment Forum (SIF),
introducing a set of environmental reporting guidelines.

The 1990s saw increased levels of reporting with coverage becoming more and more
comprehensive, through the search for new financial metrics (e.g. Rappaport, 1998; Stewart, 1999), as
well as the development of other non-financial measures of firm value (e.g. Kaplan and Norton, 1992;

Sveiby, 1997). This trend was best showcased by innovative and pioneering disclosures of firms such

7 See http://www.globalreporting.org/ReportingFramework/G3Guidelines/




as the Body Shop International’s first Values Report® (1995) in which the firm reported on
environmental, animal protection and social issues. In 1997, CERES and the United Nations
Environment Program (UNEP) launched the GRI to develop reporting guidelines for the “triple
bottom line:” economic, environmental and social performance. The aim was to elevate sustainability
reporting to the same level and rigor as financial reporting.

Overall, developments in reporting were the result of a variety of factors, ranging from legalistic
and technical requirements under company law and accounting rules, all the way to managerial
creativity around new ways of brand reputation building and new demands and expectations by
various stakeholders. As a consequence, the 1990s witnessed a growth in voluntary corporate social
responsibility reports.

In more recent years, growing social (e.g., poverty, deteriorating social equality, and corruption)
and environmental (e.g., carbon emissions, water usage, and waste) concerns have pressured
companies towards a more systematic treatment of sustainability reporting; through reporting, the
firm would disclose how it is utilizing, developing (or depleting) and more generally affecting human
capital and natural resources. Moreover, as a result of several high-profile corporate scandals and the
recent global financial crisis, there has been a general sense of distrust regarding companies’ ability to
self-regulate (Edelman Trust Barometer, 2009) and a belief that existing company disclosures tell an
incomplete story regarding past corporate performance and future prospects (e.g. Kaplan and Norton,
1992; Simnett, Vanstraelen and Chua, 2009). A broader set of stakeholders, including the investment
community, is now demanding a more active and substantive role by governments in the
sustainability reporting field. In parallel, information intermediaries in capital markets, such as sell-
side analysts, increasingly integrate ESG data in their valuation models, creating more demand for
sustainability reporting. In fact, evidence suggests that in recent years, sell-side analysts generate
more positive recommendations for firms that score high on the ESG dimensions (loannou and

Serafeim, 2010a).

8 See: http://www.independent.co.uk/news/business/stakeout-at-the-body-shop-1324992.html
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Another significant development has been the launch of the sustainable stock exchanges initiative
by the United Nations Principles for Responsible Investment (UNPRI). The initiative aims to explore
how exchanges can work together with investors, regulators, and companies to enhance corporate
transparency, and ultimately performance, on ESG issues and encourage responsible long-term
approaches to investment. In January 2011, investors (belonging to the UNPRI) representing $1.6
trillion in assets under management, sent a letter to the top 30 stock exchanges asking them to
encourage better internal corporate governance by firms, and disclosure of how sustainability issues
are addressed at the board level. Investors also asked the stock exchanges to consult with firms on
how to integrate sustainability into long-term strategic decision-making and to encourage firms to
adopt integrated reporting.®

In 2009, the European Commission hosted a series of multi-stakeholder workshops on ESG
disclosure, culminating in a debate on a series of hypothetical scenarios, including some regulatory
options, for the future of European policy on this issue. In South Africa, one of the leading countries
in corporate governance and reporting, regulators moved decisively towards mandating integrated
reporting, with the issuance of the King Il Report on Corporate Governance. This report was
preceded by the issuance of the King Report on Corporate Governance in 1994, and by the King
Report on Corporate Governance for South Africa in 2002.

In the US, the Securities and Exchange Commission (SEC) issued the ‘Guidance Regarding
Disclosure related to Climate Change’ in February 2010, to clarify the existing rules, by requiring
companies to disclose material risks relating to climate change. Following the Gulf of Mexico oil spill
in April 2010, the US government raised expectations for regulation on mandatory ESG disclosure
(Ciurea, 2010). In June 2010, the SIF asked the SEC for mandatory ESG reporting based on the GRI
reporting guidelines.

In the standard setting arena, an important development was the formation of the International

Integrated Reporting Committee (IIRC) in August 2010. The primary objective of the IIRC is to

9See http://ww.unpri.org/files/SSE%20L etters%20t0%20exchanges%20-%20public%20version.pdf

10



create a globally accepted integrated reporting framework that brings together financial,
environmental, social and governance information in a clear, concise, consistent and comparable
format. The aim is to contribute to the development of more comprehensive and comprehensible
information about organizations, prospectively as well as retrospectively, and to meet the needs of a
more sustainable, global economy. Finally, in November of 2010, the International Organization for
Standardization (ISO) launched an international standard providing guidelines for social
responsibility as well as social responsibility reporting, named ISO 26000. This I1SO standard
emphasizes the value of public reporting on social responsibility performance to both internal
stakeholders, such as employees, and external stakeholders, such as local communities, investors, and

regulators.

1. Hypotheses Development

Sustainability reporting may have two effects. First, reporting can increase transparency around the
social and environmental impact of companies, and their governance structure. Second, reporting can
change internal management practices by creating incentives for companies to better manage their
relationships with employees, investors, customers, suppliers, regulators, and civil society. For this
second effect to take place it is necessary that the first effect is substantial and that transparency of the
firm’s ESG performance increases. Reporting of sustainability-related issues may shed light on both
opportunities and risks that the firm is facing, but which might not have become apparent otherwise.
Examples would include opportunities for increased efficiency through water and/or energy
management, managing reputational risks within the supply chain due to the prevention of human
rights violations, or identifying undetected bribery and corruption activities. In other words, extensive
disclosure may lead to increased transparency on ESG issues, which contributes towards a better
understanding of how sustainability is linked to economic value, and a consequent change in

corporate behavior towards ESG matters.
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Moreover, to the extent that financial performance for shareholders is realized at the expense of
other stakeholders’ expectations, reporting could more accurately characterize the sources and the
persistence of such performance. Firms that generate profits by imposing significant negative
externalities on society are at a higher risk of regulatory action, and eventually may lose their license
to operate. Customers might turn their back on firms that engage in socially and environmentally
irresponsible behavior or they may even actively boycott them (Friedman, 1999). Attracting and
retaining high quality human capital is also more difficult and costly for these companies (Turban and
Greening, 1996; Greening and Turban, 2000). The recent emergence of ESG data integration in
valuation models by sell side analysts (loannou and Serafeim, 2010a), and ESG integration and
engagement by activist investors (Cheng, loannou and Serafeim, 2011), suggest that irresponsible
firms might be penalized by capital market participants (Dhaliwal et al., 2011)." Therefore, as a
result of regulatory, customer, and investor pressure the profitability of firms with bad ESG
performance is less likely to persist (Choi, and Wang, 2009).

In addition, better disclosure of sustainability data could enable and push more investors towards
taking a long-term approach to investing. This may happen because in many cases, laws and
regulations that mandate sustainability reporting require financial firms to disclose how they take into
account ESG factors when making investment decisions.* This increased visibility of ESG factors
could drive financial firms towards embedding this new information in their investment decisions and
avoiding having to state explicitly that ESG data has not been part of their information set. In
addition, increased disclosure of ESG data by corporations could enable more investors to integrate
ESG data into valuation models. Without credible, relevant and comparable ESG data across firms, it

is difficult for investors to perform analyses and make investment decisions that take into account

1% For example, Goldman Sachs is one of the firms to have carried out analysis of the relationship between how
companies address these ESG issues and the returns they generate (Goldman Sachs, 2009): it contends that in a
number of sectors there is a positive correlation between sustainable business practices and the longer-term financial
success of that company.

1 For example, the Financial Services Act of 2001 in Australia, the Bank Act - Section 459.3(1) of 2001 in Canada,

and the Credit Institutions Act of 2008 in Ireland.
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ESG factors (Goldman Sachs, 2009; Peeva and Noetzel, 2009). Moreover, better disclosure would
enable investors to engage with companies and actively improve a company’s ESG performance
(UNPRI, 2009). Because much of companies’ short-term orientation comes from the short-term
orientation of investors (loannou and Serafeim, 2011), both ESG integration and engagement might
fundamentally shift the managerial focus from the short-term to the long-term, while broadening the
idea of value creation to include financial as well as environmental, social and governance metrics.

Therefore, sustainability reporting may change managerial practices by holding managers
accountable for multiple dimensions of performance. Garz and Volk (2007) studied sustainability
reporting by 540 European firms and found that the process of drafting such a report was among the
most important catalysts for organizational change, contributing to the accumulation of knowledge,
guestioning of processes, and the establishment of suitable structures and practices.

Although voluntary disclosure may have firm-specific consequences, mandatory sustainability
reporting has the potential to generate positive systemic effects at the level of society. Forcing most
companies in a country to disclose their ESG performance has the potential to systematically
influence managerial practices across all companies in that country. Mandating sustainability
reporting is a strong signal, sent from regulators to the business community, about the long-term
goals and objectives of the country as whole. For example, South African regulators, by adopting the
King Code of Governance Principles for South Africa (2009), highlighted the importance of a need
for a fundamental shift in the way managers and directors act.

For all the above reasons, we expect that mandating sustainability reporting will change
managerial practices and increase the social responsibility of business leaders. Corporate social
responsibility is built upon three foundational pillars: environmental, social and governance.
Consequently, we predict that mandating sustainability reporting will increase the extent to which
sustainable development is a priority for companies (environmental pillar). Sustainable development

is a pattern of resource use that aims to meet human needs while preserving the environment so that

13



these needs can be met not only in the present, but also for generations to come.'? Efficient and
prudent use of resources by corporations reduces the likelihood of higher costs in the future through
tax mechanisms, and secures a corporation’s license to operate. In addition, we expect that firms will
increase investments in human capital in the form of employee training as a result of a renewed focus
on managing human capital (social pillar). Human capital has received increased attention in the last
two decades with companies, investors and regulators increasingly recognizing its importance for
economic development, and the United Nations establishing the Human Development Index. On the
governance pillar, we expect that boards of directors will function more effectively, by considering a
broader set of issues that the corporations need to address to be sustainable in the long-term. Effective
supervision of management by the board could also be facilitated by directors getting more and better
information on social and environmental issues.

We also predict that businesses will implement more ethical practices and will compete in a more
ethical way, resisting bribery and corrupt practices. Corruption is recognized to be one of the world's
greatest challenges. It is a major obstacle to sustainable development and is corrosive on the very
fabric of society (UNGC, 2010). The impact of corruption on the private sector is also considerable.
Corruption impedes economic growth, distorts competition and represents serious legal and
reputational risks (Transparency International, 2009).

Finally, and as a consequence of all the above effects, we expect managerial credibility to
increase. Managers that behave in a socially responsible way will be able to build social capital and
gain society’s trust in business. Moreover, responsible managers will be able to build long-term
relationships within their supply chains, ensuring the sustainability not only of their own firms, but
also of the ecosystem in which their firms are embedded. In addition, socially responsible behavior
may lead to a better relationship of corporations with government agencies thus further enhancing

managerial credibility within society. Sustainability reporting may also help strengthen the

' The term was used by the Brundtland Commission which coined what has become the most dominant definition
of sustainable development as development that “meets the needs of the present without compromising the ability of
future generations to meet their own needs”.
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relationship between corporations and local communities by revealing the contribution of firms to the
development of such communities; information that might not have been otherwise accessible by
social actors. Disclosure of such information in turn, highlights the role that managers play in their
local communities, and increases the trust and credibility with which managers are regarded. We
summarize all the predictions made above in the following hypothesis:

Hypothesis 1: After the adoption of mandatory sustainability reporting, corporations implement more
socially responsible management practices.

However, we note that it is possible that mandatory sustainability reporting is less effective than
voluntary reporting. If regulators impose a number of required disclosures, companies may simply
focus on meeting these requirements rather than considering core issues that are more material to their
business in a more sophisticated or strategic way. Moreover, forcing companies to produce
sustainability reports disrupts a separating equilibrium between companies that do not report vs.
companies that do report and creates a pooling equilibrium where all firms report (Spence, 1973;
Verrecchia, 1983). This could impair the signaling value of sustainability reports and impede all

stakeholders’ ability to distinguish between firms.

The Role of Enforcement

Countries around the world are not homogenous in how they create and enforce laws and regulations.
Considerable variation exists across several dimensions that may influence the impact of mandatory
disclosure laws and regulations. First, countries differ in terms of the mechanisms that they have in
place to enforce laws and regulations. In fact, prior literature has documented that a variety of
enforcement mechanisms exist and this variation leads to a differential impact of such laws and
regulations on society (La Porta, Lopez-de-Silanes, and Shleifer, 2006). We expect that in countries
with relatively weak enforcement processes, laws and regulations will have a more limited impact

because firms are less likely to comply. Therefore, we argue that mandatory sustainability reporting
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will have a stronger impact on socially responsible management practices in countries where laws and
regulations are more effectively enforced.

Hypothesis 2: After the adoption of mandatory sustainability reporting, corporations implement more
socially responsible management practices in countries with stronger law enforcement relative to

countries with weaker law enforcement.

The Role of Assurance
Furthermore, countries vary with regards to the extent to which third parties provide reporting
assurance. Financial statements are always accompanied by an audit statement from a third party,
providing certification of the reported financial numbers. Moreover, in contrast to sustainability
reports, financial statements can be audited only by regulated entities that have been certified and
given the right to audit and sign financial statements. Third party assurance is considered an
important element of the corporate reporting function and the broader corporate governance domain
since it increases the credibility of the reported numbers; more credibility, in turn, determines the
level of trust that stakeholders place on managerial disclosure. In addition, assurance of sustainability
data is voluntary and there are no universally accepted auditing principles to guide the certification
process of a sustainability report.*®

Whether sustainability data are assured, then, depends on the demand and supply forces for
assurance in the market (Simnett, Vanstraelen and Chua, 2009). From a signaling perspective

(Spence, 1973), firms may seek assurance of their sustainability reports to credibly distinguish

13 The AA1000 Assurance Standard (AA1000 AS) is a standard for assessing and strengthening the credibility and
quality of an organization’s social, economic and environmental reporting. AA1000 AS was created by the not-for-
profit professional institute, AccountAbility, which offers assurance-related services to its members through
working in partnership. International Standard on Assurance Engagements (ISAE 100) was designed to provide a
basic framework for large scale audits concerned with non-financial data process monitoring. These types of audits
include environmental, social and sustainability reports; auditing of information systems, internal control, and
corporate governance processes; and compliance audits for grant conditions, contracts and regulations. Three years
later, to clarify the definition of "moderate assurance engagements,” ISAE 3000 was established to further address
ethical requirements; quality control; engagement acceptance; planning; expert materials; obtaining evidence;
documentation; and preparing assurance reports.
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themselves from peers that might engage in “green-washing” or symbolic compliance with the law,
thus reducing asymmetric information and/or agency costs (Simnett, Vanstraelen and Chua, 2009).
Other factors that may influence the firm’s decision to seek third party assurance include the cost of
assurance, and the ability and availability of accounting and consulting firms to audit sustainability
data.™

Consequently, expanded assurance by third parties after the adoption of mandatory reporting will
result in more credible sustainability reports. Additionally, during the assurance engagement process,
assurors can provide valuable insights on the robustness of management systems and practices, target-
setting procedures, and data collection mechanisms, thus improving both the way a company manages
sustainability related issues and the associated disclosure (Corporate Register, 2008). Therefore, we
expect that mandatory reporting laws will have a stronger impact in countries where sustainability
reports are more frequently assured.
Hypothesis 3: After the adoption of mandatory sustainability reporting, corporations implement more
socially responsible management practices in countries where a higher percentage of sustainability

reports is assured relative to countries where a lower percentage of sustainability reports is assured.

V. Data and Sample

We collected data on laws and regulations that mandate sustainability reporting in three stages. First,
we employed a trained research associate to collect all country-level laws and regulations that
mandate some type of environmental, social, and/or governance disclosure. The most useful resources
to locate these laws and regulations were local or regional websites that describe sustainability
reporting in each country. We also examined relevant publications that collect data on reporting laws
and regulations around the world. These included the Carrots and Sticks for Starters — Current

Trends and Approaches in Voluntary and Mandatory Standards for Sustainability Reporting report

Y A certification can be a statement of reasonable or limited assurance. The evidence-gathering procedures
for limited assurance are more restricted than for reasonable assurance.

17



prepared by KPMG and the UNEP, the Carrots and Sticks — Promoting Transparency and
Sustainability report prepared by KPMG, the Unit for Corporate Governance in Africa, GRI, and the
UNEP, and the book The World Guide to CSR: A Country-by-Country Analysis of Corporate
Sustainability and Responsibility. For some countries, the websites of the national government and/or
the legislative branch, and/or the national stock exchange, also proved valuable resources for reading
about and accurately classifying the relevant laws and regulations. In stage two, after the research
associate coded all available data, the authors jointly reviewed each of the candidate laws and
regulations on that list to confirm that the law or regulation mandated reporting of corporate
sustainability data and to verify the year in which it was enforced. In stage three, for cases where the
law or regulation was not clear about the reporting requirements, we reviewed actual disclosures from
companies domiciled in the country that the law or regulation was adopted to ensure that it had an
effect on reporting practices. After this third stage, we arrived at the final list of laws and regulations.
Countries that have adopted laws and regulations that mandate sustainability reporting include
Australia, France, Italy, Malaysia, Netherlands, and Sweden.

We collected all*®

other country-level data from the IMD World Competitiveness Yearbook
(WCY)®, which analyzes and ranks the ability of nations to create and maintain an environment that
sustains the competitiveness of enterprises. The yearbook benchmarks the performance of
58 countries based on more than 300 criteria measuring different facets of competitiveness.
Approximately two thirds of the data come from statistical databases (international/national sources)
and the remaining third from surveys (Executive Opinion Survey). Statistical indicators are acquired

from international, national and regional organizations, private institutions and a network of 54

partner institutes worldwide.

5 The sample includes the following countries: Argentina, Australia, Austria, Belgium, Brazil, Bulgaria, Canada,
Chile, China, Colombia, Croatia, Czech Republic, Denmark, Estonia, Finland, France, Germany, Greece, Hong
Kong, Hungary, Iceland, India, Indonesia, Ireland, Israel, Italy, Japan, Jordan, Kazakhstan, Korea, Lithuania,
Luxembourg, Malaysia, Mexico, Netherlands, New Zealand, Norway, Peru, Philippines, Poland, Portugal, Qatar,
Romania, Russia, Singapore, Slovak Republic, Slovenia, South Africa, Spain, Sweden, Switzerland, Taiwan,
Thailand, Turkey, Ukraine, United Kingdom, United States, and Venezuela.

18 For more information, see http://www.imd.org/research/publications/wcy/index.cfm
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Whereas the statistical indicators show how competitiveness is measured over a specific period of
time, the survey data measure competitiveness as it is perceived within society. The survey is
designed to quantify issues that are not easily measurable, such as management practices, labor
relations, corruption, environmental concerns, and quality of life. The survey responses reflect
perceptions of competitiveness by business executives who are dealing with international business
situations.

The Executive Opinion Survey is sent to executives in top and middle management positions in
all of the economies covered by the WCY. The surveys are sent in January and are returned in April.
In order to be statistically representative, IMD selects a sample size that is proportional to the GDP of
each economy. The sample of respondents is representative of the entire economy, covering a cross-
section of the business community in each economic sector: primary, manufacturing, and services,
based on their contribution to the GDP of the economy. The survey respondents are nationals or
expatriates, located in local and foreign enterprises in the country and which, in general, also have an
international operating dimension. They are asked to evaluate the present and expected
competitiveness conditions of the economy in which they operate and have resided during the
previous year, drawing from their extensive international experience, thereby ensuring that the
evaluations portray an in-depth knowledge of their particular environment.

Finally, we collected data on assurance practices from the GRI."’

From all companies that publish
sustainability reports as of 2008 we counted the number of reports that have been assured by a third
party. The percentage of reports that have been assured presents a proxy for the level of corporate
commitment to sustainability because we expect that companies spending more time addressing

sustainability risks and opportunities will be more likely to certify their reports. A higher percentage

of assured reports is also a signal of corporate sophistication because assurors are likely to improve

7 While not all sustainability reports are covered by GRI, we believe this is a reasonable measure of assurance
practices across countries. This is because the largest corporations, which are more likely to provide an assurance
statement with their report, report under the GRI principles.

18 We concentrated on 2008 to measure assurance practices after the enforcement of laws. Measuring assurance
practices in 2006, 2007 or 2009 makes no difference for our analysis.
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both the way companies manage sustainability related issues and the associated disclosures.
Moreover, the percentage of reports that have been assured represents a proxy for the level of

credibility of the reports in each country.

V. Research Design

To identify the consequences of mandatory sustainability reporting laws we use panel data that extend
from 1995 to 2008, or for fewer years depending on the availability of data for the various dependent
variables.”® To control for other correlated omitted factors that might influence the dependent
variables, we control for the contemporaneous fundamental economic conditions in each country. The
control variables include the natural logarithm of the Gross Domestic Product (GDP), GDP per
capital®’, and the unemployment rate. We also control for the quality of governmental decisions, by
including a variable that measures the adaptability of government decisions to changing business
conditions. Moreover, we control for the general quality of living conditions in each country by
including a variable measuring life expectancy at birth. We also include the lagged value of the
dependent variable, measured at the first available year and always before the adoption of the law, as
an independent variable to control for persistent unobservable differences in the dependent variable
across countries (Wooldridge, 2002). Effectively, we isolate all unobserved historical factors that
influence the level of the dependent variable before the adoption of the law. Finally, we include year
fixed effects to eliminate any systematic variation in the dependent variables across years. The

estimated model is:
CountryMeasure,=a, +f x Reporting;,+2 vy x Control;+6 x CountryMeasure;..te; (1)

where i is country i, ¢ is year t, and Reporting; takes the value of one for country-year observations

following the enforcement of a mandatory sustainability reporting law or regulation, or otherwise is

9 In particular, for sustainable development and ethical practices data is available for the period 2000-2008. For the
remaining dependent variables the sample covers the full 1995-2008 period.

% Both measures are denominated in US $. Redefining these two measures in a purchasing power parity basis does
not affect our results.
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zero. A positive and significant coefficient f shows that mandatory sustainability reporting positively

impacts the dependent variable.

VI. Results

Table 1 presents summary statistics for all the variables that we use in our specifications. All
variables are defined in the Appendix. On average, countries score higher on prioritizing sustainable
development (mean = 6.38), and the credibility of managers in society also tends to be higher (mean
= 6.12) than the rest of the dependent variables. With regards to sustainable development, Singapore,
Austria, and Denmark are on the top of the list, if we take the average score over all the years in the
sample, whereas Venezuela, Argentina, and Italy are at the bottom. Similarly, Singapore, Finland, and
Denmark, top the list for the credibility of managers in society, whereas Russia, Poland, and the
Czech Republic are at the bottom.

Countries score lower, on average, on the absence of bribery and corruption (mean = 4.80) and on
the perceived social responsibility of business leaders (mean = 5.58). More specifically, Venezuela,
Russia, and Romania are at the bottom of the list for the absence of bribery and corruption, whereas
Denmark, Finland, and New Zealand are at the top. Furthermore, when we consider the perceived
social responsibility of business leaders, Russia, Romania, and Poland score the lowest, whereas
Denmark, Austria, and Sweden score the highest. About 11% of the observations in the sample are
effectively used as our treatment group; the Reporting indicator is equal to one at the corresponding
firm-year observations, starting at the year after the adoption of the disclosure law or regulation.
Assurance, the percentage of GRI-compliant sustainability reports that are assured by a third party has
a mean of 14%. Indicatively, 37.5% of the reports were assured by third parties in Finland, 35.3% in
Austria, 32.5% in Italy and 29.7% in Taiwan. The list of countries with essentially no third party
assurance of the reports includes countries like Indonesia, Thailand, Jordan, Venezuela and the

Philippines.
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The Enforcement indicator, which takes the value of one for countries that score above the
median level of enforcement of government decisions, has a mean of 0.53 (or 53%). Singapore,
Denmark, and Finland are the countries with the strongest enforcement score, whereas Venezuela,
Argentina, and the Philippines are the countries with weakest law enforcement. Finally, the mean per
capita GDP stands at $19,598 and a standard deviation of $16,971, indicating considerable variation
of living standards across the 58 countries in our sample.

Table 2 shows univariate correlations for all the variables used in the analysis. The Reporting
indicator is positively correlated with all the dependent variables of interest ((1) — (7)). As expected,
the Enforcement variable is also positively correlated with the dependent variables, and to a lesser
magnitude so is the Assurance variable. In addition, per capita GDP as well as the Adaptability of
government policy, and Life expectancy at birth are positively correlated with the dependent variables
of interest, indicating that countries with higher living standards or countries with governments that
are more responsive in terms of adopting and implementing laws and regulations overall, are
associated with higher scores on the sustainability country-level measures. The natural logarithm of
GDP, a proxy for country size and economic development, is marginally correlated with the
independent variables, and this correlation is positive or negative.

Table 3 shows the estimated coefficients of model (1), our baseline specification. Column (1)
shows that the coefficient on Reporting is positive and significant (0.307, p-value<0.01); after
mandatory sustainability reporting, the perceived social responsibility of business leaders increases.
In column (2), the coefficient is positive but insignificant: we do not find a statistically reliable effect
of mandatory disclosure on the prioritization of sustainable development by firms. On the other hand,
the coefficient on Reporting is positive and highly significant in columns (3) and (4); after mandatory
sustainability reporting, employee training becomes a higher priority (0.260, p-value<0.01) and
boards of directors supervise managers more effectively (0.214, p-value<0.01). In column (5), the
coefficient on Reporting is positive and significant, suggesting that implementation of ethical
practices by corporations increases (0.195, p-value<0.01) and in column (6) the coefficient on
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Reporting is positive but insignificant when the dependent variable is the absence of bribery and
corruption. Column (7) shows that managerial credibility in society increases after mandatory
sustainability reporting (0.207, p-value<0.01).

Across all specifications, the coefficients on the Lagged dependent variable are positive highly
significant and in the range of 0.50 to 0.75, suggesting that these country characteristics exhibit time
variation but also high persistence. All else equal, larger countries score lower on Managerial
credibility, (p-value<0.01), Bribery and corruption (p-value<0.01) and Corporate boards (p-
value<0.05). GDP per capita enters the regressions consistently with a positive coefficient.
Adaptability of government policy also enters all the models with a positive coefficient, as expected.
Life expectancy at birth and the unemployment rate do not enter the models with coefficients of
consistent sign. Finally, the baseline specification of Table 3 explains a considerable part of the
variation in the dependent variables, ranging from 60.6% for the effectiveness of corporate boards, to

91.3% for bribery and corruption.

The Role of Enforcement

In Table 4 we introduce a new variable - the interaction between the Reporting indicator and the
Enforcement indicator - to capture the marginal effect that enforcement mechanisms have on the
dependent variables of interest in countries that mandate sustainability reporting. Consistent with our
expectations, we find that in countries with mandatory sustainability reporting and strong
enforcement mechanisms, perceived social responsibility of business leaders increases (0.449, p-
value<0.01), the prioritization of sustainable development increases (0.455, p-value<0.01), and
investments in employee training increase (1.015, p-value<0.01) more, relative to countries with low
enforcement. We also find that enforcement moderates the relationship between Reporting and the
implementation of ethical practices (0.329, p-value<0.1) as well as the relationship with bribery and
corruption (0.372, p-value<0.1). The coefficient on the interaction term Reporting*Enforcement is
insignificant when the dependent variable is Corporate Boards or Managerial Credibility. Taken
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together, the results of Table 4 confirm the moderating role of Enforcement and highlight that the
positive effects that we documented in Table 3 are amplified in the presence of strong law

enforcement.

The Role of Assurance

Table 5 investigates the role of assurance of sustainability reports in moderating the relationship
between sustainability reporting and socially responsible management practices. We find that in
countries that mandate sustainability reporting, assurance has a positive marginal effect on our
dependent variables. In particular, we find that sustainability reporting improves perceptions of social
responsibility (1.091, p-value<0.1), puts emphasis on sustainable development by corporations
(1.669, p-value<0.01), increases investments in human capital (1.064, p-value<0.1), and the
effectiveness of corporate boards’ supervision of management (0.990, p-value<0.1) more in countries
where a high percentage of the reports are assured. Moreover, the coefficient on the interaction term
between Reporting and Assurance is positive and significant suggesting that the perceived levels of
bribery and corruption are reduced following mandatory sustainability reporting (2.270, p-
value<0.01). We note that in the specifications of Table 5, we also control for the impact of
enforcement; similar to Table 4, the coefficient on the interaction term between Reporting and
Enforcement remains positive and highly significant for most of the columns. Our results therefore,

highlight the moderating role of assurance in addition to the moderating role of enforcement.

Instrumental Variables Estimation

One concern with the analysis so far, is that Reporting might be correlated with the error term
because we have been unable to control for time-varying country characteristics that may correlate
both with Reporting and the dependent variables. To control for this type of endogeneity bias, we use
instrumental variables developed by La Porta et al. (1998). Legal systems with European origins can
be classified into four major legal families: the English common law countries, and the French,
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German, and Scandinavian civil law countries (Reynolds and Flores, 1996). All four legal families
descend from the Roman law as compiled by Byzantine Emperor Justinian in the sixth century, and
from interpretations and applications of this law in subsequent centuries. The four legal families
developed distinct characteristics during the last four centuries. The English legal system is based on
common law, where the laws were primarily formed by judges trying to resolve particular cases.
Through colonialism, it was spread to Australia, Israel, Malaysia, New Zealand, North America,
South Africa, Thailand and many African nations. The French civil code was written in 1804,
following the directions of Napoleon. Through occupation, it was adopted by other European
countries, such as Italy and Poland, and through its influence on the Spanish and Portuguese legal
systems, the legal French tradition spread to Latin America. Through colonization, it was adopted in
many African countries, and Caribbean nations. The German civil code was completed almost in
1896, and influenced Austria, Switzerland, China, Taiwan, Czech Republic, Slovakia, and Hungary.
Also, the German civil code influenced the Japanese civil code, which helped spread the German
legal tradition to South Korea. In the 17th and 18th centuries, the Scandinavian countries formed their
own legal codes.

There are two conditions under which the legal origin variables serve as appropriate instruments
for the adoption of mandatory sustainability reporting laws and regulations. First, they have to be
exogenous to socially responsible management practices during our sample period (exogeneity
condition). Second, they have to be correlated with the adoption of mandatory sustainability reporting
laws and regulations (relevance condition). In terms of exogeneity, the English, French, and German
legal systems were spread mainly through occupation and colonialism. Thus, we take the legal origin
of a country as an exogenous endowment. In terms of relevance, a body of evidence suggests that
legal origin determines regulatory strategies. La Porta et al. (1998) show that the legal origin of a
country influences its legal treatment of shareholders, the laws governing creditor rights, the

efficiency of contract enforcement, and accounting standards. French legal origin countries tend to
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have weak shareholder and creditor rights, and less comprehensive company financial statements
compared to countries with other legal origins.

Table 6 Panel A shows the results of the first-stage estimation. Panel B shows the results of the
second-stage estimation. In Panel A, the instruments are highly relevant. The F-statistic on all
instruments is in the range of 14 to 15 (p-value<0.01), across all specifications. In Panel B, the
coefficient on the exogenous component of Reporting is positive and significant across all
specifications, except for FEthical Practices. Both Sustainable Development and Bribery and
Corruption are now significantly associated with Reporting. Exogeneity of the instruments is not
rejected, suggesting that the instruments are valid. The Sargan test of over-identifying restrictions is
2.86 (p-value=0.24) for the specification where Social Responsibility is the dependent variable.

In unreported results, we use an alternative instrument, to further examine the robustness of our
results. We estimate the economic cost of damages caused by natural disasters in each country
between 1980 and 1999. We collect these data from the International Disaster Database provided by
the Center for Research on the Epidemiology of Disasters. We expect that this is an exogenous
instrument as natural disasters are exogenous events that are not related to managerial practices.
Moreover, countries with more severe natural disasters might be less likely to mandate sustainability
reporting because in these countries firms are more likely to engage in philanthropic activities and
report on them on a voluntary basis as a response to relief efforts. As a result, in this environment,
regulators might be less likely to mandate sustainability reporting. The countries with the highest
damages from natural disasters are the US, Japan, China and Italy. The countries with the highest
damages from natural disasters are Singapore, Finland, and Iceland. We find that the natural
logarithm of the economic cost of natural disasters is related to Reporting. The t-statistic of the
coefficient on the economic cost of natural disasters is in the range of three to four, suggesting that
the instrument is relevant. Because we have one instrument we are unable to conduct an exogeneity

test. The results of the second-stage estimation show that the coefficient on Reporting is positive and
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significant across all specifications. Overall, the results of the instrumental variables specification

suggest that the results are robust to alternative identification strategies.

Developed vs. Developing Countries

Table 7 offers an exploratory subsample analysis by examining the potentially differential impact that
mandatory disclosure may have on developed and developing countries. Panel A of Table 7 refers to
the subsample of countries that we classified as “developed” (i.e. countries whose average per-capita
GDP for the sample period was above the median per capita GDP across all countries in our sample),
whereas panel B presents results for developing countries (i.e. countries whose average per-capita
GDP for the sample period was below the median per capita GDP). We find that for developed
countries, mandatory sustainability reporting improves perceptions of social responsibility (0.377, p-
value<0.01), increases investments in human capital (0.327, p-value<0.01), improves the monitoring
effectiveness of corporate boards (0.286, p-value<0.01), decreases the perceived levels of bribery and
corruption (0.257, p-value<0.1), and increases managerial credibility within society (0.223, p-
value<0.01). For developing countries, sustainability reporting impacts the prioritization of
sustainable development by firms in the country (0.396, p-value<0.01) and the implementation of
ethical practices (0.647, p-value<0.10).

Taken together, panels A and B seem to suggest that there are different mechanisms at play
within developed countries that characterize the extent to which mandatory disclosure laws and
regulations lead to changes in socially responsible managerial practices. For example, developed
countries may be governed by a distinct set of institutions that facilitate a more effective, credible and
rapid dissemination of information within society and therefore, have a larger impact. In contrast, in
developing countries such institutions may be absent thus assessment of socially responsible
managerial practices by society may occur less rapidly and/or require more time for verification of its

real impact.
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Mandatory vs. Voluntary Guidelines

Some countries have adopted a different approach in promoting sustainability reporting. Instead of
mandating disclosure of sustainability information, they have issued voluntary guidelines to assist
companies to publish sustainability reports. We collected data about voluntary guidelines and
standards, with the same three stage process that we used to collect data on mandatory sustainability
reporting laws and regulations. Examples of voluntary guidelines include the Guide for Preparing
Sustainability Reports in Chile, the Shenzhen Stock Exchange Social Responsibility Guidelines for
Listed Companies in China, the CSR Notice for financial institutions in India, and the Guidelines for
the Integration of Social and Environmental Activities in the Financial Reporting of Companies in
New Zealand.?" In unreported results, we reproduced the basic specifications of Table 3, and included
an additional variable, Voluntary Reporting, to control for the impact of voluntary sustainability
reporting guidelines or standards. The coefficients on Reporting remain virtually unchanged and the
coefficient on Voluntary Reporting is positive and significant for some of the dependent variables. All
else equal, voluntary sustainability reporting increases the perceived social responsibility of business
leaders, increases investments in employee training and, improves the monitoring effectiveness of

corporate boards.

Specialized Laws and Regulations

During the period covered by the sample, some countries’ adopted laws and regulations that
pertained to specific ESG issues or specific industries. For example, the Canadian Environmental
Protection Act of 1999 required firms to report on specific pollutant emissions; in Denmark, the
Green Accounts Act of 1995 required certain listed firms to draw up green accounts and to include a
statement from the authorities; in the US, the Sarbanes-Oxley Act of 2002 imposed a number of new

reporting requirements for listed firms around corporate governance. These laws and regulations were

*! Twelve countries have adopted throughout our sample period voluntary guidelines for sustainability reporting.
%2 |n total, fourteen countries in our sample adopted such specialized laws and regulations.
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also identified with the same three stage process that we implemented for mandatory sustainability
reporting laws and regulations. To control for the impact that such specialized laws and regulations
may have on our dependent variables of interest, we constructed an indicator variable that for each
country, takes the value of one for all the years after the year of enforcement of such laws and
regulations. In unreported results, we reproduced the specifications of Table 3 with this control
variable and we found that the coefficients on Reporting remain unchanged with the exception of the
specification for Sustainable Development, where it becomes significant at the 10% level. The
coefficient on the indicator variable for specialized laws and regulations is insignificant across almost
all specifications indicating that the main impact on the dependent variables originates from the
broader sustainability reporting laws and regulations, rather than these specialized laws and

regulations.

VII.  Conclusion

In this paper, we have provided evidence for the positive impact of mandatory sustainability reporting
on socially responsible management practices. In particular, we show that mandatory disclosure of
sustainability information leads to a) an increase in the social responsibility of business leaders, b) a
prioritization of sustainable development, ¢) a prioritization of employee training, d) more efficient
supervision of managers by boards of directors, €) an increase in the implementation of ethical
practices by firms, €) a decrease in bribery and corruption, and f) an improvement of managerial
credibility within society. We also find that these effects are larger for countries that have stronger
enforcement mechanisms, countries where assurance of sustainability data is more frequent, and
countries that are more developed.

These findings suggest that sustainability reporting not only increases transparency but can also
change corporate behavior. Disclosure of ESG information forces companies to manage these matters
effectively in order to avoid having to disclose bad ESG performance to their multiple stakeholders.
An implication for regulators is that if they want companies to perform better on ESG metrics then
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reporting could be a useful means to achieve this objective. An implication for companies is that
reporting could change the way they conduct business. If better ESG performance provides a
competitive advantage and leads to higher economic value, as it has been argued (Porter and Kramer,

2011), then reporting could enhance the economic value produced by a firm.
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Table 1: Summary statistics

Variable Mean Std. Dev. Min Max
Social Responsibility 5.58 1.07 2.53 7.87
Sustainable Development 6.38 1.09 3.06 9.07
Employee Training 5.78 1.06 2.95 8.22
Corporate Boards 5.74 0.93 3.07 8.15
Ethical Practices 6.02 1.29 3.09 8.32
Bribery & corruption 4.80 2.67 0.34 9.65
Managerial Credibility 6.12 1.00 2.48 8.33
Reporting 0.11 0.31 0 1
Enforcement 0.53 0.50 0 1
Assurance 0.14 0.17 0 1
Log of total GDP 5.52 1.40 1.82 9.57
GDP per capita 19,598 16,971 374 11,9741
Life expectancy at birth 75.19 5.45 48.00 83.00
Adaptability of government policy 4.81 1.44 0.80 9.25
Unemployment rate 7.53 4.67 0.90 31.35

All variables are defined in the Appendix.
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Table 2: Correlation matrix

Variable 1) ) ©) (4) (®) (6) (7) (8) © | 10 | a1 | 12) | (13) | (14
(1) | Social Responsibility 1
(2) | Sustainable Development 0.76 1
(3) | Employee Training 0.82| 0.79 1
(4) | Corporate Boards 0.73 0.63 | 0.61 1
(5) | Ethical Practices 0.88 0.74 0.79 0.77 1
(6) | Bribery and Corruption 0.75 0.72 0.72 | 0.66 0.87 1
(7) | Managerial Credibility 0.80 0.66 0.68 0.80 0.80 0.69 1
(8) | Reporting 0.36 0.27 0.35 0.28 0.43 0.42 0.27 1
(9) | Enforcement 060| 058| 051| 057| 065| 067| 059| 031 1
(10) | Assurance 006 | 006| 005| 009| 012| 0.10| 0.11| 0.14| -0.03 1
(11) | Log of total GDP 0.03| -002| 0.06| -008| 014| 002| -004| 020| -002| 0.13 1
(12) | GDP per capita 052| 041| 055| 035| 062| 071| 045| 043| 043| 016| 0.17 1
(13) | Life expectancy at birth 030| 027| 031| 019| 044| 061| 030| 028| 034| 013| 0.16| 0.63 1
(14) | Adaptability of government policy 0.52 0.65 0.47 0.58 0.49 0.50 0.60 0.09 0.54 0.07 | -0.19 0.20 0.07 1
(15) | Unemployment rate -031| -038| -037| -0.26| -034| -041| -031| -014| -031| -0.21| -0.13| -0.41| -0.54| -0.27

All variables are defined in the Appendix.
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Table 3: Effect of Mandatory Sustainability Reporting

Dependent Variable: Socifal_ _ Sustainable Emp_lo_yee Corporate Ethig:al Bribery_ & Mana}ggr_ial
Responsibility | Development | Training Boards Practices corruption | Credibility
Reporting 0.307*** 0.105 0.260*** 0.214*** 0.195*** 0.143 0.207***
(0.079) (0.091) (0.088) (0.070) (0.066) (0.128) (0.072)
Lagged dependent variable 0.718*** 0.484*** 0.633*** 0.522*** 0.751*** 0.698*** 0.509***
(0.030) (0.046) (0.026) (0.031) (0.032) (0.021) (0.027)
Log of total GDP 0.018 -0.035 -0.004 -0.039** -0.003 -0.081*** | -0.044***
(0.017) (0.023) (0.016) (0.016) (0.017) (0.021) (0.016)
GDP per capita 0.009*** 0.005* 0.020*** 0.005*** 0.005** 0.027*** 0.012***
(0.002) (0.003) (0.002) (0.002) (0.003) (0.004) (0.002)
Life expectancy at birth -0.012* -0.011 -0.035%** 0.000 0.022*** 0.054*** 0.004
(0.007) (0.007) (0.006) (0.005) (0.006) (0.009) (0.005)
Adaptability of government policy 0.196*** 0.238*** 0.151*** 0.202*** 0.159*** 0.234*** 0.200***
(0.019) (0.028) (0.017) (0.020) (0.023) (0.029) (0.018)
Unemployment rate -0.003 -0.032%** -0.010* 0.002 0.006 0.014* 0.003
(0.006) (0.008) (0.005) (0.006) (0.007) (0.008) (0.005)
Constant 1.146** 3.387*** 3.627*** 1.850*** -1.088** -3.612%** 1.730***
(0.477) (0.648) (0.493) (0.461) (0.525) (0.775) (0.442)
Year fixed effects Yes Yes Yes Yes Yes Yes Yes
Observations 689 464 688 689 464 689 689
R-squared 71.7% 67.5% 71.8% 60.6% 84.0% 91.3% 70.2%

OLS regressions. Standard errors are robust to heteroscedasticity. All variables are defined in the Appendix.

*kk p<0.01, *%* p<0.05, * p<0.1
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Table 4: Moderating Role of Enforcement

Dependent Variable Soci_al_ _ Sustainable Emp_lo_yee Corporate Ethig:al Bribery_ & Mangg(_er_ial
Responsibility | Development |  Training Boards Practices corruption | Credibility
Reporting -0.145 -0.305 -0.664*** 0.204 -0.101 -0.251 0.054
(0.158) (0.203) (0.170) (0.163) (0.157) (0.203) (0.117)
Reporting * Enforcement 0.449*** 0.455** 1.015*** -0.046 0.329* 0.372* 0.142
(0.173) (0.212) (0.186) (0.175) (0.171) (0.224) (0.141)
Lagged dependent variable 0.658*** 0.453*** 0.610*** 0.466*** 0.724*** 0.658*** 0.484***
(0.031) (0.048) (0.026) (0.033) (0.034) (0.021) (0.028)
Enforcement 0.345*** 0.125 0.133** 0.323*** 0.108 0.595*** 0.147***
(0.058) (0.079) (0.055) (0.058) (0.073) (0.086) (0.055)
Log of total GDP 0.020 -0.031 0.000 -0.035** 0.002 -0.078*** -0.041**
(0.017) (0.023) (0.015) (0.016) (0.018) (0.020) (0.016)
GDP per capita 0.008*** 0.004* 0.019*** 0.004** 0.005** 0.025*** 0.011***
(0.002) (0.003) (0.002) (0.002) (0.003) (0.004) (0.002)
Life expectancy at birth -0.015** -0.011 -0.035*** -0.003 0.021*** 0.052*** 0.003
(0.007) (0.007) (0.006) (0.005) (0.006) (0.009) (0.005)
Adaptability of government policy 0.151*** 0.225*** 0.130*** 0.170*** 0.146*** 0.169*** 0.186***
(0.020) (0.030) (0.018) (0.021) (0.024) (0.027) (0.018)
Unemployment rate -0.002 -0.032*** -0.010* 0.004 0.007 0.016** 0.003
(0.006) (0.008) (0.005) (0.006) (0.007) (0.008) (0.005)
Constant 1.765%** 3.625*** 3.782*** 2.373*** -0.866 -3.247%** 1.975***
(0.494) (0.683) (0.498) (0.476) (0.537) (0.717) (0.456)
Year fixed effects Yes Yes Yes Yes Yes Yes Yes
Observations 689 464 688 689 464 689 689
R-squared 73.5% 68.0% 73.0% 62.3% 84.2% 92.1% 70.6%

OLS regressions. Standard errors are robust to heteroscedasticity. All variables are defined in the Appendix.

*kk p<0.01, *%* p<0.05, * p<0.1
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Table 5: Moderating Role of Assurance

Dependent Variable Soci_al_ _ Sustainable Emp_lo_yee Corporate Ethipal Bribery_ & Manqggr_ial
Responsibility | Development |  Training Boards Practices corruption | Credibility
Reporting -0.378* -0.617** -0.890*** -0.014 -0.020 -0.693** -0.031
(0.219) (0.272) (0.249) (0.222) (0.183) (0.330) (0.180)
Reporting * Assurance 1.091* 1.669** 1.064* 0.990* -0.395 2.270** 0.369
(0.607) (0.650) (0.645) (0.577) (0.478) (0.996) (0.659)
Assurance 0.061 -0.658*** -0.031 0.151 0.038 -0.700*** 0.121
(0.096) (0.184) (0.104) (0.096) (0.123) (0.267) (0.097)
Reporting * Enforcement 0.460** 0.479* 1.031*** -0.036 0.321** 0.400 0.145
(0.205) (0.244) (0.216) (0.215) (0.163) (0.263) (0.146)
Enforcement 0.353*** 0.078 0.137** 0.340*** 0.107 0.549*** 0.158***
(0.058) (0.082) (0.055) (0.058) (0.073) (0.092) (0.055)
Lagged dependent variable 0.661*** 0.463*** 0.605*** 0.463*** 0.726*** 0.665*** 0.482***
(0.032) (0.048) (0.026) (0.033) (0.034) (0.022) (0.028)
Log of total GDP 0.023 -0.016 0.005 -0.032** -0.001 -0.063*** -0.041**
(0.017) (0.024) (0.015) (0.016) (0.018) (0.021) (0.016)
GDP per capita 0.008*** 0.005* 0.019*** 0.004** 0.005* 0.025*** 0.011***
(0.002) (0.003) (0.002) (0.002) (0.003) (0.003) (0.002)
Life expectancy at birth -0.015** -0.012 -0.035*** -0.003 0.021*** 0.052*** 0.002
(0.007) (0.007) (0.006) (0.005) (0.006) (0.009) (0.005)
Adaptability of government policy 0.147*** 0.227*** 0.129*** 0.165*** 0.147*** 0.172%** 0.184***
(0.020) (0.030) (0.018) (0.021) (0.024) (0.027) (0.018)
Unemployment rate -0.002 -0.036*** -0.010** 0.004 0.007 0.013* 0.003
(0.006) (0.008) (0.005) (0.006) (0.007) (0.008) (0.005)
Constant 1.754*** 3.646*** 3.789*** 2.386*** -0.873 -3.235%** 1.988***
(0.493) (0.692) (0.498) (0.475) (0.539) (0.724) (0.455)
Year fixed effects Yes Yes Yes Yes Yes Yes Yes
Observations 689 464 688 689 464 689 689
R-squared 73.7% 69.0% 73.2% 62.6% 84.2% 92.3% 70.6%
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Table 6: Instrumental Variables Estimation

Panel A: First-stage estimates

Dependent Variable Reporting Reporting Reporting Reporting Reporting Reporting Reporting
Legal origin UK -0.331%** | -0.420*** | -0.332*** | -0.339*** | -0.436*** | -0.320*** | -0.338***
(0.059) (0.073) (0.059) (0.060) (0.074) (0.059) (0.059)
Legal origin French -0.299%** | -0.377*** | -0.306*** | -0.307*** | -0.391*** | -0.217*** | -0.317***
(0.060) (0.078) (0.060) (0.060) (0.078) (0.066) (0.061)
Legal origin Germany -0.364*** | -0.455*** | -0.371*** | -0.355%** | -0.432*** | -0.286*** | -0.369***
(0.058) (0.076) (0.059) (0.058) (0.079) (0.062) (0.059)
Lagged dependent variable§ 0.032*** 0.071*** 0.021* 0.017 0.064*** 0.029*** -0.012
(0.012) (0.017) (0.012) (0.011) (0.017) (0.008) (0.008)
Log of total GDP 0.044%*** 0.048*** 0.042%** 0.044%*%** 0.047%** 0.044%*** 0.045%**
(0.007) (0.009) (0.007) (0.007) (0.010) (0.007) (0.008)
GDP per capita 0.002** 0.002* 0.003*** 0.003*** 0.001 0.002* 0.003***
(0.001) (0.001) (0.001) (0.001) (0.001) (0.001) (0.001)
Life expectancy at birth 0.002 0.005* 0.001 0.001 0.006** -0.003 0.002
(0.002) (0.003) (0.002) (0.002) (0.003) (0.002) (0.002)
Adaptability of government policy 0.020** 0.003 0.020** 0.020** 0.008 0.016* 0.026***
(0.008) (0.012) (0.008) (0.009) (0.012) (0.008) (0.009)
Unemployment rate 0.003** 0.009*** 0.004** 0.003** 0.009*** 0.003* 0.003**
(0.002) (0.003) (0.002) (0.002) (0.003) (0.002) (0.002)
Constant -0.405** -0.820*** -0.340* -0.329* -0.782*** -0.072 -0.259
(0.197) (0.266) (0.189) (0.186) (0.267) (0.183) (0.181)
Year fixed effects Yes Yes Yes Yes Yes Yes Yes
Observations 675 455 674 675 455 675 675
R-squared 0.312 0.359 0.31 0.309 0.356 0.322 0.308

OLS regressions. Standard errors are robust to heteroscedasticity. All variables are defined in the Appendix. *** p<0.01, ** p<0.05, * p<0.1
8 Each column corresponds to the lagged value of the seven (7) dependent variables of interest that we use in the second stage regression.
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Panel B: Second-stage estimates

Dependent Variable Socigl_ _ Sustainable Emp_lo_yee Corporate Ethi_cal Bribery_& Manqge_zr_ial
Responsibility | Development | Training Boards Practices | Corruption | Credibility
Reporting 2.191%** 0.594** 1.742%** 1.413%** 0.237 1.744%** 1.196***
(0.382) (0.234) (0.335) (0.308) (0.192) (0.446) (0.261)
Lagged dependent variable 0.667*** 0.424*** 0.615%** 0.505*** 0.750%** 0.647*** 0.507***
(0.041) (0.051) (0.031) (0.033) (0.034) (0.029) (0.028)
Log of total GDP -0.019 -0.057** -0.037 -0.056*** -0.005 -0.129*** | -0.062***
(0.025) (0.023) (0.023) (0.019) (0.016) (0.026) (0.019)
GDP per capita -0.001 0.002 0.011%** -0.001 0.005* 0.020*** 0.006**
(0.003) (0.002) (0.002) (0.002) (0.003) (0.005) (0.002)
Life expectancy at birth -0.014 -0.010 -0.036*** -0.002 0.022%** 0.061*** 0.002
(0.008) (0.007) (0.007) (0.006) (0.006) (0.011) (0.005)
Adaptability of government policy 0.193*** 0.218*** 0.131*** 0.213*** 0.158*** 0.214%*** 0.199***
(0.025) (0.029) (0.023) (0.022) (0.025) (0.033) (0.021)
Unemployment rate -0.012* -0.034*** -0.017*** -0.004 0.006 0.009 -0.002
(0.007) (0.008) (0.006) (0.006) (0.007) (0.009) (0.005)
Constant 1.999*** 4.007*** 4.265*** 2.305%** -1.093** -3.381*** 2.106***
(0.672) (0.686) (0.582) (0.551) (0.513) (0.885) (0.505)
Year fixed effects Yes Yes Yes Yes Yes Yes Yes
Observations 675 455 674 675 455 675 675
R-squared 0.491 0.621 0.563 0.497 0.841 0.884 0.628

Standard errors are robust to heteroscedasticity. All variables are defined in the Appendix.

Hkk p<0_01, Kk p<0.05, * p<0.1
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Table 7: Developed vs. Developing Countries

Panel A: Developed Countries

Dependent Variable Socigl_ . Sustainable Emplqyee Corporate Ethi_cal Bribery & Mana}gc_ar'ial
Responsibility | Development |  Training Boards Practices corruption | Credibility
Reporting 0.377*** 0.101 0.327*** 0.286*** 0.074 0.257* 0.223***
(0.074) (0.086) (0.085) (0.063) (0.058) (0.141) (0.069)
Lagged dependent variable 0.720*** 0.606*** 0.794*** 0.631*** 0.921*** 0.654*** 0.518***
(0.045) (0.051) (0.036) (0.043) (0.038) (0.027) (0.035)
Log of total GDP -0.061*** -0.071*** -0.078*** | -0.078*** 0.014 -0.121*%** | -0.070***
(0.017) (0.026) (0.023) (0.017) (0.017) (0.024) (0.015)
GDP per capita 0.009*** -0.001 0.019*** 0.005** -0.003 0.023*** 0.010***
(0.002) (0.002) (0.003) (0.002) (0.002) (0.005) (0.002)
Life expectancy at birth 0.031 0.092*** -0.036 0.016 0.075*** 0.060** 0.002
(0.022) (0.029) (0.026) (0.022) (0.017) (0.029) (0.017)
Adaptability of government policy 0.167*** 0.061** 0.115*** 0.192*** 0.032 0.221*** 0.193***
(0.022) (0.031) (0.025) (0.024) (0.024) (0.038) (0.020)
Unemployment rate -0.004 -0.069*** 0.009 0.023** -0.020 0.052*** 0.017*
(0.009) (0.018) (0.011) (0.010) (0.013) (0.019) (0.009)
Constant -1.450 -5.715** 3.284* 0.179 SS.7TT**R* -3.610 1.998
(1.694) (2.517) (1.987) (1.686) (1.452) (2.229) (1.292)
Year fixed effects Yes Yes Yes Yes Yes Yes Yes
Observations 387 253 387 387 253 387 387
R-squared 71.5% 69.7% 72.7% 68.0% 85.0% 81.4% 69.2%

OLS regressions. Standard errors are robust to heteroscedasticity. All variables are defined in the Appendix.
*kk p<0_01, *% p<0.05, * p<0.1
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Panel B: Developing Countries

Dependent Variable Socifal_ _ Sustainable Emp_lo_yee Corporate Ethig:al Bribery_ & Mana}ggr_ial
Responsibility | Development | Training Boards Practices corruption | Credibility
Reporting 0.022 0.396** 0.215 0.332 0.647* -0.102 -0.101
(0.682) (0.159) (0.506) (0.328) (0.340) (0.231) (0.257)
Lagged dependent variable 0.699*** 0.282*** 0.409*** 0.440*** 0.626*** 0.685*** 0.483***
(0.045) (0.062) (0.043) (0.045) (0.049) (0.036) (0.039)
Logged total GDP 0.168*** -0.065* 0.015 -0.015 -0.087** -0.185*** -0.037
(0.032) (0.033) (0.028) (0.031) (0.035) (0.033) (0.042)
GDP per capita -0.025** 0.041*** 0.042*** -0.030** 0.031*** 0.036*** -0.010
(0.011) (0.012) (0.010) (0.012) (0.012) (0.012) (0.013)
Life expectancy at birth -0.001 -0.038*** -0.043*** -0.010 -0.008 -0.005 -0.006
(0.011) (0.009) (0.007) (0.008) (0.008) (0.008) (0.009)
Adaptability of government policy 0.223*** 0.425*** 0.222%*** 0.173*** 0.264*** 0.262*** 0.207***
(0.034) (0.039) (0.025) (0.031) (0.037) (0.030) (0.034)
Unemployment rate 0.013* -0.030*** -0.013** -0.000 0.005 -0.017** -0.001
(0.007) (0.009) (0.006) (0.008) (0.008) (0.007) (0.006)
Constant -0.539 5.425%*** 4.643%** 2.994*** 1.513** 0.944 2.524***
(0.813) (0.842) (0.648) (0.707) (0.763) (0.690) (0.842)
Year fixed effects Yes Yes Yes Yes Yes Yes Yes
Observations 302 211 301 302 211 302 302
R-squared 58.7% 66.0% 62.0% 51.3% 67.6% 82.9% 61.2%

OLS regressions. Standard errors are robust to heteroscedasticity. All variables are defined in the Appendix.
*** p<0.01, ** p<0.05, * p<0.1
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APPENDIX

Variable

Variable Definition

Social Responsibility

Sustainable Development

Employee Training

Corporate Boards

Ethical Practices

Bribery & corruption

Managerial Credibility

Reporting

Enforcement

Assurance

Life expectancy at birth

Adaptability of
government policy

Unemployment rate

Social responsibility of business leaders is high (IMD WCY executive survey
based on an index from 0 to 10)

Sustainable development is a priority in companies. (IMD WCY executive
survey based on an index from 0 to 10)

Employee training is a high priority in companies (IMD WCY executive
survey based on an index from 0 to 10)

Corporate boards do supervise the management of companies effectively.
(IMD WCY executive survey based on an index from 0 to 10)

Ethical practices are implemented in companies. (IMD WCY executive
survey based on an index from 0 to 10)

Bribing and corruption do not exist (IMD WCY executive survey based on an
index from 0 to 10)

Credibility of managers in society is strong (IMD WCY executive survey
based on an index from 0 to 10)

Takes the value of one for country-years after the enforcement of a law that
mandates sustainability reporting. Otherwise it takes the value of zero.

Takes the value of one for country-years that score above median in the
guestion “Are government decisions effectively implemented?” Otherwise it
takes the value of zero.

Percentage of companies that provide third party assurance of their GRI
compliant sustainability report.

The average estimate for life expectancy at birth.

Adaptability of government policy to changes in the economy is high. (IMD
WCY executive survey based on an index from 0 to 10)

Percentage of the labor force that is unemployed.
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