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ABSTRACT
This study investigates the causal effects of mandated ESG disclosure on two key corporate financial outcomes: earnings qual-
ity and cost of capital. Using a panel dataset of 210 publicly listed firms from eight European Union countries between 2015 
and 2024, the study exploits cross-country variation in the timing and intensity of ESG disclosure mandates under the EU 
Directive 2014/95/EU. A difference-in-differences research design is employed, supported by dynamic models and placebo tests 
to strengthen causal inference. The findings reveal that firms subject to mandatory ESG disclosure exhibit a statistically signifi-
cant improvement in earnings quality and a reduction in the cost of capital following the implementation of the regulation. These 
effects are more pronounced among larger firms, suggesting that firm size moderates the ability to translate ESG transparency 
into financial benefits. The study recommends that regulators continue enforcing ESG mandates and that firms integrate ESG 
disclosure as a core element of their financial strategy. By providing rigorous evidence of financial benefits associated with man-
dated ESG practices, this study contributes to the literature on sustainable finance, corporate transparency, and capital market 
regulation.
JEL Classification: G30, G32, Q56

1   |   Introduction

ESG (Environmental, Social, and Governance) disclosure has 
become increasingly important as investors and stakeholders 
demand greater transparency regarding non-financial risks and 
opportunities. In response, regulatory bodies have introduced 
mandatory ESG reporting frameworks to standardise disclo-
sures and improve comparability across firms, thereby reducing 
information asymmetry and enhancing market efficiency (Chen 
and Xie 2022; Yuan et al. 2022; Tsang et al. 2023). A key example 
is the European Union's Directive 2014/95/EU, which required 
large publicly listed firms to disclose ESG-related information 
systematically. This directive was designed to enhance corporate 

transparency, promote responsible business conduct, and influ-
ence firm-level financial performance (Nicolo et al. 2020; Hao 
and Rezaee 2025).

Furthermore, the regulation sought to mitigate ESG decou-
pling, which refers to the misalignment between reported 
ESG activities and actual practices, particularly in indus-
tries with weaker disclosure incentives (Eliwa et  al.  2023; 
Aboud et  al.  2024). Research has shown that this misalign-
ment is widespread and persistent, with over 80% of large 
firms exhibiting significant discrepancies between their 
stated ESG policies and real actions, especially in industries 
with less regulatory oversight or weaker disclosure incentives 
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(Papa et al. 2024; Loko and Schiehll 2025). Despite the grow-
ing institutionalization of ESG disclosure mandates, empiri-
cal evidence on their financial consequences remains limited, 
highlighting the need for further investigation.

This study aims to explore whether mandated ESG disclosure 
leads to tangible financial benefits, particularly in terms of earn-
ings quality and cost of capital. Earnings quality is critical as it 
reflects the sustainability of a firm's profits, with high-quality 
earnings attracting long-term investors, while low-quality earn-
ings signal financial instability (Boachie and Mensah  2022). 
Similarly, the cost of capital affects a firm's ability to raise funds 
efficiently, and lower costs can drive growth and enhance prof-
itability (Gayathri and Vijayalakshmi 2021).

While ESG disclosure has been linked to improved investor 
confidence and financial reporting quality (Rezaee et al. 2023; 
Moharram et  al.  2024; Krueger et  al.  2024), its direct impact 
on earnings quality and cost of capital remains less explored. 
Investigating this relationship is essential, as it could reveal 
whether ESG transparency not only aligns with ethical goals but 
also improves financial outcomes. This study aims to fill this gap 
by examining whether mandatory ESG reporting contributes to 
better financial performance and increased investor confidence.

The relationship between ESG disclosure and earnings quality 
is complex. While greater ESG disclosure is often linked to re-
duced earnings management and improved earnings quality, 
some firms may use ESG reporting strategically to conceal earn-
ings manipulation, particularly in times of financial distress or 
within firms with weaker governance (Rezaee and Tuo  2019; 
Borralho et al. 2022; Tohang et al. 2024). The governance aspect 
of ESG is particularly important, with strong governance dis-
closures correlating with better market performance and lower 
earnings risk. In contrast, environmental and social disclosures 
sometimes show mixed or even positive associations with earn-
ings management (Borralho et al. 2022; Arif et al. 2024). This 
complexity highlights the need to explore whether mandatory 
ESG disclosure can directly enhance earnings quality by reduc-
ing manipulation and improving reporting reliability. This leads 
to the following research question:

Research Question 1 (RQ1).  Does mandatory ESG disclo-
sure improve earnings quality?

Empirical research generally supports the idea that improved 
ESG transparency can lower a firm's cost of capital by reducing 
information asymmetry and investor uncertainty. Studies across 
various markets, including Malaysia, China, and India, show 
that enhanced ESG disclosure is often linked to a lower cost of 
capital, particularly through reduced perceived risk, benefiting 
both equity and debt financing (Raimo et al. 2021; Kumawat and 
Patel 2022; Huang et al. 2022; Tawfiq et al. 2024). However, the 
impact varies by ESG dimension and over time. Governance and 
environmental disclosures typically reduce costs, while social 
disclosures may have a neutral or even positive effect in some 
cases (Khanchel and Lassoued 2022; Alduais 2023). Strong cor-
porate governance can strengthen the beneficial effect of ESG 
transparency, sometimes reversing the association between ESG 
reporting and capital costs (Moussa and Elmarzouky  2024). 
Despite these findings, there is limited research on whether 

mandated ESG disclosure consistently reduces the cost of cap-
ital across different regulatory environments and firm types. 
Therefore, exploring the impact of mandatory ESG disclosure on 
the cost of capital is crucial, particularly to understand whether 
enforced transparency leads to more predictable and consistent 
financial benefits for firms. This leads to the following research 
question:

Research Question 2 (RQ2).  Does mandated ESG disclo-
sure reduce the cost of capital?

While larger firms are generally more capable of leveraging 
ESG transparency due to their greater resources and stronger 
governance, smaller firms may face challenges in realising the 
same financial benefits, such as improved performance and re-
duced risk (Drempetic et al. 2020; Singhania and Gupta 2024; 
Solimene et al. 2025). However, limited research has specifically 
examined how firm size influences the relationship between 
ESG disclosure and financial outcomes. Understanding this 
moderating effect is essential for designing ESG regulations that 
consider the varying capacities of firms, ensuring that all firms, 
regardless of size, can effectively benefit from increased trans-
parency. This gap highlights the need to explore how firm size 
impacts the outcomes of mandatory ESG disclosure. This leads 
to the following research question:

Research Question 3 (RQ3).  How does firm size moderate 
the effects of mandated ESG disclosure on financial outcomes?

By addressing these questions, this study aims to make several 
key contributions. First, using a robust difference-in-differences 
methodology, it provides causal evidence on the financial ben-
efits of mandated ESG disclosure, moving beyond the correla-
tional findings that dominate the literature. Second, it jointly 
examines the effects on both earnings quality and cost of cap-
ital, offering a more holistic view of the financial implications. 
Finally, by analysing the moderating role of firm size, it provides 
nuanced insights for policymakers and corporate managers, 
highlighting the heterogeneous nature of ESG-related financial 
outcomes.

This study makes a critical contribution by integrating the ef-
fects of mandatory ESG disclosure on both earnings quality 
and cost of capital within a unified framework. It advances the 
literature by using a difference-in-differences methodology, 
providing causal evidence rather than relying on correlational 
findings. Additionally, the paper uniquely explores the moder-
ating role of firm size, shedding light on how smaller firms may 
face different challenges in leveraging ESG disclosure benefits 
compared to larger firms. This holistic approach offers valuable 
insights for policymakers and corporate managers, particularly 
in crafting more inclusive and effective ESG regulations.

2   |   Literature Review

2.1   |   ESG Disclosure and Earning Quality

The relationship between ESG disclosure and earnings qual-
ity has received considerable attention, with many studies 
highlighting that comprehensive ESG reporting can enhance 
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earnings reliability. Rezaee and Tuo  (2019) argue that strong 
ESG disclosures help mitigate earnings manipulation by pro-
moting transparency, while Boachie and Mensah  (2022) find 
that firms with robust ESG practices are less likely to engage in 
financial misreporting. Additionally, Rezaee and Tuo (2019) em-
phasize that high-quality ESG disclosure reduces unintentional 
errors in financial reporting, improving the sustainability and 
accuracy of earnings.

However, the relationship is not entirely straightforward. 
While ESG disclosure can improve earnings quality, Tohang 
et  al.  (2024) caution that it may also lead to increased discre-
tionary accruals, where firms use ESG reporting for opportu-
nistic purposes like greenwashing. This highlights that while 
transparency can enhance earnings reliability, some firms 
may exploit it to obscure negative financial outcomes. Further 
complicating this relationship, Borralho et al. (2022) argue that 
firms with weaker governance structures may manipulate ESG 
disclosures to present a more favorable image, ultimately under-
mining the quality of financial reporting.

The quality of ESG disclosures plays a key role in determining 
their impact. Solimene et al.  (2025) suggest that firms that in-
tegrate high-quality ESG practices into their corporate culture 
experience more significant improvements in earnings quality. 
However, Eliwa et  al.  (2023) and Papa et  al.  (2024) warn that 
weak governance and symbolic ESG reporting can lead to ESG 
decoupling, where firms report sustainability efforts that do not 
align with actual practices. Even with mandatory disclosure 
regulations, as Aboud et al. (2024) point out, firms may still en-
gage in symbolic reporting, reducing the effectiveness of ESG 
disclosures in improving financial outcomes.

A critical gap in the literature remains the authenticity of ESG 
practices. While some studies, such as those by Rezaee and 
Tuo (2019) and Krueger et al. (2024), demonstrate the potential 
for ESG disclosures to enhance earnings quality, Moussa and 
Elmarzouky (2024) stress that the impact is contingent on genu-
ine integration of ESG practices into firm strategies. Firms that 
treat ESG reporting as a mere compliance exercise, without a 
real commitment to sustainability, are unlikely to see meaning-
ful improvements in earnings quality.

2.2   |   ESG Disclosure and Cost of Capital

Studies consistently show that ESG disclosure is associated with 
a reduction in the cost of capital, primarily by reducing informa-
tion asymmetry and signaling lower risk to investors (Khanchel 
and Lassoued  2022). However, the impact of environmental 
disclosures tends to be short-term. While they initially lower 
capital costs, this effect diminishes over time unless supported 
by tangible improvements in a firm's environmental practices 
(Raimo et  al.  2021). Similarly, social disclosures may even in-
crease capital costs over time due to the subjectivity and chal-
lenges of measuring social performance, which can increase 
perceived risk among investors (Tohang et al. 2024).

The impact of ESG disclosure varies significantly across sectors 
and regions. Governance disclosures, in particular, are more ef-
fective in reducing capital costs, especially in markets like the 

UK, where strong corporate governance practices amplify the 
benefits of ESG reporting (Moussa and Elmarzouky  2024). In 
contrast, emerging markets show a less consistent relationship. 
While the financial sector benefits from stronger ESG scores, 
non-financial sectors often experience weaker effects, suggest-
ing that institutional and regulatory factors play a significant 
role in shaping the effectiveness of ESG disclosures (Mohammad 
et al. 2023).

The relationship between ESG disclosure and the cost of capital 
is also influenced by the authenticity of the disclosure. Firms 
with strong corporate governance are more likely to sustain the 
benefits of ESG transparency (Gholami et al. 2022), while those 
relying on symbolic reporting or greenwashing may not reap the 
same financial rewards (Moussa and Elmarzouky  2024). This 
underscores the importance of not only the quantity of ESG dis-
closures but also the credibility and substance behind them.

While ESG disclosure generally lowers the cost of debt, the long-
term effects are more nuanced. High ESG scores may ease access 
to debt markets, but if ESG disclosures are not accompanied by 
measurable performance improvements, the cost of debt can rise 
(Gholami et al. 2022). This highlights the risk of over-disclosure 
or superficial ESG initiatives, which can create investor skepti-
cism and lead to higher debt costs. Thus, the reduction in capital 
costs associated with ESG transparency depends not just on the 
quantity of disclosure but also on its credibility and substance.

2.3   |   Firm Size and ESG Disclosure Effects

Firm size plays a crucial role in both the extent and effectiveness 
of ESG disclosure. Larger firms typically disclose more compre-
hensive ESG information due to greater resources, heightened 
public scrutiny, and increased regulatory pressures (Drempetic 
et  al.  2020; Yixi and Sharon  2023). These firms are generally 
better equipped to handle the costs associated with ESG trans-
parency, and their disclosures are often perceived as more cred-
ible by investors, leading to greater confidence and lower capital 
costs (Moussa and Elmarzouky 2024).

Moreover, firm size significantly moderates the relationship be-
tween ESG disclosure and firm value. Larger firms tend to see 
stronger financial performance as their ESG practices are more 
visible and credible to stakeholders, enhancing the financial 
benefits of such disclosures (Abdi et al. 2022). Their larger scale 
allows them to absorb the costs associated with implementing 
comprehensive ESG practices, positioning them as leaders in 
sustainability. In contrast, smaller firms often struggle with lim-
ited resources, which can reduce the financial rewards of ESG 
disclosure (Singhania and Gupta 2024; Gholami et al. 2022).

Firm size also moderates the relationship between ESG disclo-
sure and firm risk. Larger firms benefit from more robust gov-
ernance and risk management systems, which allow them to 
mitigate potential risks associated with sustainability initiatives 
(Singhania and Gupta 2024). These firms are better positioned to 
manage the risks tied to ESG activities. Smaller firms, however, 
may not capture the same risk-reduction benefits, particularly if 
their ESG efforts are less comprehensive or viewed skeptically 
by investors (Moussa and Elmarzouky 2024).
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Despite the advantages enjoyed by larger firms, the impact of 
ESG disclosure on smaller firms can be mixed. While smaller 
firms can still benefit from improved investor perception, their 
relative lack of resources often results in higher costs for im-
plementing effective ESG practices (Drempetic et  al.  2020). 
Moreover, smaller companies may be more prone to relying 
on superficial or symbolic ESG disclosures, which can damage 
their credibility in the long run and limit the financial benefits 
of such transparency (Yixi and Sharon 2023). This suggests that 
while firm size significantly influences the impact of ESG dis-
closure, the authenticity and substance of ESG efforts remain 
key factors in determining the effectiveness of these disclosures 
for both large and small firms.

2.4   |   Theoretical Framework

This study draws primarily on signaling theory, agency theory, 
and information asymmetry theory to explain how mandated 
ESG disclosure might influence corporate financial outcomes.

Signalling theory suggests that ESG disclosure serves as a cred-
ible signal of firm quality, aiming to reduce information asym-
metry between firms and investors (Huang 2022). However, in 
mandatory contexts, the effectiveness of this signal is weakened, 
as firms may comply with minimal reporting standards rather 
than providing meaningful or high-quality information. This 
leads to the risk of “checkbox” reporting, where disclosures 
are made to meet regulatory requirements without genuinely 
reflecting the company's sustainability efforts (Moratis  2018). 
Thus, the transparency intended by signaling theory is com-
promised, limiting the potential benefits of ESG reporting in 
practice.

Agency theory posits that greater transparency through ESG 
disclosures reduces managerial opportunism and enhances 
monitoring, thereby improving earnings quality and reducing 
capital costs (Al-Amosh  2025). While this theory is compel-
ling, the broad and often non-financial nature of ESG data 
complicates its verification. This means the effectiveness of 
mandatory ESG disclosures in reducing agency costs hinges 
on the strength of enforcement and the ability to monitor the 
authenticity of disclosures (Moussa and Elmarzouky  2024). 
Without stringent enforcement mechanisms and clear report-
ing standards, mandatory ESG disclosure may not achieve 
the desired transparency or lead to a reduction in managerial 
manipulation.

Information asymmetry theory builds on these ideas by sug-
gesting that ESG disclosure can reduce investor uncertainty 
and lower perceived risk, thus potentially reducing the cost of 
capital (Gholami et al. 2022; Moussa and Elmarzouky 2024). 
However, the assumption that investors interpret and value 
ESG data uniformly is problematic. In reality, inconsistent 
ESG ratings and varying investor preferences mean that 
ESG disclosures may not always reduce uncertainty or risk. 
Moreover, mandatory reporting could lead to an overload of 
information without enhancing its relevance or clarity, fur-
ther complicating investors' ability to make informed deci-
sions (Al-Amosh 2025). Therefore, while these theories offer 
valuable insights, they also highlight the complexities and 

limitations of mandatory ESG reporting in driving financial 
improvements.

The three theories above collectively support the hypotheses by 
offering complementary explanations for how mandatory ESG 
disclosure impacts financial outcomes. Signaling theory sug-
gests that ESG disclosures serve as a credible signal of a firm's 
quality, potentially improving earnings quality by reducing un-
certainty and enhancing investor trust (H1). However, the effec-
tiveness of this signal can be weakened in mandatory contexts, 
where firms may engage in “checkbox” reporting, thus limiting 
the positive impact on earnings quality. Agency theory, in turn, 
posits that greater transparency reduces managerial opportun-
ism, leading to better financial reporting and improved earn-
ings quality (H1). Yet, the success of this theory depends on the 
strength of enforcement mechanisms, as weak regulations may 
not effectively mitigate agency costs.

Information asymmetry theory argues that ESG disclosures 
reduce information asymmetry, which could lower the cost of 
capital by reducing perceived risk (H2). While this aligns with 
previous findings, the theory overlooks the potential for infor-
mation overload when disclosures are not well structured, which 
could diminish their usefulness. Furthermore, all three theories 
contribute to Hypothesis 3 (H3) by suggesting that larger firms, 
with better resources and governance structures, are more ca-
pable of leveraging ESG transparency to improve both earnings 
quality and reduce capital costs. Smaller firms, on the other 
hand, may struggle to gain similar benefits due to limited re-
sources, making the moderating effect of firm size critical.

2.5   |   Hypothesis Development and Research Gaps

While previous studies suggest a positive link between vol-
untary ESG disclosure and earnings quality (Boachie and 
Mensah  2022), the potential for a causal relationship remains 
unexamined. As Cormier et  al.  (2024) note, voluntary disclo-
sures often suffer from self-selection bias, with firms already 
possessing strong governance practices being more inclined to 
disclose ESG information. This raises questions about whether 
mandatory ESG disclosure can yield the same improvements 
in earnings quality. Aboud et al.  (2024) argue that mandatory 
disclosure, especially through enforced frameworks such as 
the EU's Directive 2014/95, can reduce the risks of “ESG de-
coupling” and improve corporate governance, leading to more 
reliable financial reporting. However, the impact may depend 
on the robustness of enforcement mechanisms and the authen-
ticity of the disclosed information (Hao and Rezaee  2025). As 
such, while mandatory ESG disclosure is expected to improve 
earnings quality, its effectiveness will hinge on the quality of 
disclosures, making this hypothesis an important area for em-
pirical testing.

Hypothesis 1 (H1).  Mandatory ESG disclosure improves 
corporate earnings quality.

Mandated ESG disclosure is theorised to lower capital costs by 
reducing information asymmetry, signalling lower risk to inves-
tors (Krueger et al. 2024). This aligns with findings by Gholami 
et  al.  (2022), who demonstrate that strong sustainability 
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disclosures are linked to reduced cost of capital, especially 
when combined with high-quality governance. However, the 
empirical evidence is mixed, with some studies suggesting that 
inconsistent ESG ratings and diverse investor preferences may 
complicate the relationship between disclosure and financing 
costs (Khanchel and Lassoued  2022). Moreover, while man-
datory ESG disclosures may initially reduce capital costs, they 
might lead to information overload if not appropriately struc-
tured, potentially reducing the usefulness of the disclosed data 
for investors (Krueger et al. 2024). Thus, further investigation 
is necessary to determine whether mandated disclosures con-
sistently reduce capital costs and under which conditions this 
effect is most prominent.

Hypothesis 2 (H2).  Mandated ESG disclosure reduces 
firms' cost of capital.

Firm size has long been associated with a greater capacity to 
comply with ESG disclosure requirements, and larger firms 
often see more significant financial benefits from such trans-
parency (Drempetic et al. 2020). Abdi et al. (2022) support this 
notion, highlighting that larger firms can better absorb the costs 
associated with ESG reporting and typically benefit more from 
improved investor scrutiny and analyst coverage. Smaller firms, 
conversely, often struggle with the resource demands of imple-
menting effective ESG practices, which can limit their ability to 
benefit from such disclosures (Yixi and Sharon 2023). However, 
a critical gap remains regarding how firm size moderates the 
relationship between mandatory ESG disclosure and financial 
outcomes. Smaller firms may face higher relative costs and 
weaker incentives to improve disclosure quality, possibly expe-
riencing muted financial benefits (Singhania and Gupta 2024). 
This underscores the importance of considering firm size as a 
moderating factor when evaluating the financial impacts of 
mandatory ESG reporting.

Hypothesis 3 (H3).  Firm size positively moderates the ef-
fects of mandated ESG disclosure on earnings quality and cost of 
capital.

3   |   Methodology

3.1   |   Research Design

This study adopts a quasi-experimental research design lever-
aging cross-country variation in ESG disclosure mandates to 
assess their causal impact on firm-level outcomes, specifically 
earnings quality and cost of capital. Recognizing the inherent 
endogeneity concerns in observational ESG research, the meth-
odology is underpinned by a difference-in-differences frame-
work, supplemented by dynamic and placebo tests to strengthen 
causal inference.

3.2   |   Data Sample

This study employs a panel dataset of publicly listed firms from 
eight selected European Union countries over the period 2015 to 
2024. These countries were categorised into two groups based 
on the intensity and timing of ESG disclosure adoption.

As shown in Table  1, Germany, France, the Netherlands, and 
Sweden are identified as strong implementers due to their ad-
vanced regulatory frameworks, early voluntary disclosures, 
and strong institutional or investor-driven ESG momen-
tum (Redondo Alamillos and De Mariz  2022; Singhania and 
Saini 2022; Helfaya et al. 2023). In contrast, Italy, Spain, Greece, 
and Portugal are classified as weak or delayed implementers, 
reflecting slower enforcement, fragmented adoption, and lower 
levels of corporate ESG compliance post-mandate (Singhania 
and Saini 2022; Dmuchowski et al. 2023). This distinction en-
ables a credible treatment–control structure for causal analysis.

Table 2 shows the firm-level data comprises a total of 210 firms 
distributed across these countries to reflect market size and data 
availability. Larger markets such as Germany and France con-
tribute more firms (35 each), while smaller markets like Greece 
and Portugal are represented by fewer firms (20 each). This sam-
pling approach ensures balanced representation within both the 
treatment and control groups, facilitating robust comparative 
analysis.

TABLE 1    |    Selected EU countries.

Group Country Reason for inclusion

Strong 
implementers 
(treatment 
group)

Germany Strong financial market 
with mandatory ESG 

disclosures; DAX firms 
lead in reporting.

France Pioneer in ESG legislation 
(e.g., Grenelle II); 

CAC40 firms actively 
disclose ESG data.

Netherlands Progressive ESG 
regulations and corporate 
practices; home to global 

sustainability leaders.

Sweden Global leader in 
sustainability; early 

voluntary disclosures and 
strong investor pressure.

Weak or 
delayed 
implementers 
(control group)

Italy Slower regulatory 
alignment with EU ESG 
standards; less proactive 

corporate adoption.

Spain ESG disclosures 
remain fragmented; 

implementation timelines 
lag core EU mandates.

Greece Among the latest 
EU countries to 

adopt ESG-related 
regulations; limited 
firm-level practices.

Portugal ESG practices adopted 
relatively recently; 

smaller market with 
gradual regulatory push.
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3.3   |   Variables and Data Sources

This study employs a set of firm-level variables to examine the 
impact of mandated ESG disclosure on corporate financial out-
comes. The primary data source is Bloomberg, which offers one 
of the most comprehensive and transparent ESG datasets glob-
ally. Bloomberg ESG data are derived from company-reported 
documents including annual reports, sustainability reports, cor-
porate social responsibility (CSR) statements, and verified third-
party sources.

The primary dependent variables are Earnings Quality and 
Cost of Capital, while the key independent variable is ESG 
Disclosure. Several control variables commonly used in empiri-
cal accounting and finance literature are also included, such as 
ROA, firm size, and leverage, to account for differences in firm 
performance, scale, and financial structure.

Table 3 presents the variable and data sources for this study.

3.3.1   |   ESG Disclosure (Independent Variable)

The Bloomberg ESG Disclosure Score ranges from 0 to 100, 
with higher values indicating more comprehensive disclosure. 
For the purpose of regression analysis, this score is normalized 
to a 0–1 scale by dividing each firm-year score by 100. This al-
lows for intuitive interpretation of coefficient magnitudes in the 

DiD model (Gholami et  al.  2022; Chen and Xie  2022; Huang 
et al. 2022; Singhania and Gupta 2024; Krueger et al. 2024).

3.3.2   |   Earnings Quality (EQ—Dependent Variable)

Earnings Quality is proxied by the absolute value of discretion-
ary accruals, reflecting the degree of earnings management. 
Discretionary accruals are estimated using the Modified Jones 
Model (Dechow et  al.  1995), which refines the original Jones 
Model (Jones  1991) by adjusting for changes in receivables to 
better capture potential revenue manipulation.

The original Jones Model decomposes total accruals into non-
discretionary and discretionary components by regressing total 
accruals scaled by lagged total assets on changes in revenues 
and property, plant, and equipment (PPE). The Modified Jones 
Model improves this by subtracting changes in receivables from 
changes in revenues in the regression, accounting for the pos-
sibility that firms may manipulate revenues through accounts 
receivable.

Total accruals for each firm-year are calculated as the difference 
between net income and operating cash flows. The following re-
gression is estimated:

where TACCit is the total accruals, Ait−1 is lagged total assets, 
ΔREVit is a change in revenues, ΔRECit is a change in receiv-
ables, and PPEit is property, plant, and equipment.

The residuals �it represent discretionary accruals, which are in-
terpreted as earnings management. The absolute value of these 
residuals is used as an inverse measure of earnings quality, with 
higher values indicating lower earnings quality due to increased 
discretionary manipulation.

3.3.3   |   Cost of Capital (CoC—Dependent Variable)

The implied cost of capital is estimated using the Gordon Growth 
Model, commonly used in finance literature (Raimo et al. 2021; 
Gholami et al. 2022; Krueger et al. 2024):

TACCit
Ait−1

= �1

(

1

Ait−1

)

+ �2

(

ΔREVit − ΔRECit
Ait−1

)

+ �3

(

PPEit
Ait−1

)

+ �it

TABLE 2    |    Distribution of sample firms by country.

Country Number of firms

Germany 35

France 35

Netherlands 25

Sweden 25

Italy 25

Spain 25

Greece 20

Portugal 20

Total 210

TABLE 3    |    Variable definitions and sources.

Variable Type Definition Calculation/source

ESG disclosure Independent Level of ESG transparency and disclosure Bloomberg ESG disclosure score 
(0–100); normalized to 0–1.

Earnings quality Dependent Quality of reported earnings Absolute value of discretionary accruals 
(modified Jones model)—Bloomberg

Cost of capital Dependent Expected return required by investors Gordon growth model—Bloomberg

ROA Control Operating performance Net income/total assets—Bloomberg

Firm Size Control Scale of the firm ln (total assets)—Bloomberg

Leverage Control Financial risk and structure Total debt/total assets—Bloomberg
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7Corporate Social Responsibility and Environmental Management, 2025

where D1 is the expected dividend per share, P is the current 
share price, and g is the expected long-term growth rate of div-
idends. Dividend and price data are sourced from Bloomberg. 
The result is expressed as a percentage rate for each firm-year.

3.3.4   |   Return on Assets (Control Variable)

ROA is calculated as the ratio of net income to total assets, reflect-
ing firm profitability (Gholami et al. 2022; Aboud et al. 2024):

This variable is expressed as a percentage and used as a control 
for profitability.

3.3.5   |   Firm Size (Control Variable)

Firm size is measured as the natural logarithm of total assets. 
This transformation helps address skewness and allows for 
better linear approximation in regression models. The variable 
controls for scale-related effects on financial outcomes and dis-
closure (Drempetic et al. 2020; Abdi et al. 2022).

3.3.6   |   Leverage (Control Variable)

Leverage is included as a control variable to account for a 
firm's financial risk and capital structure (Khanchel and 
Lassoued  2022; Mohammad et  al.  2023). It is measured as 
the ratio of total debt to total assets, indicating the extent to 
which a company is financed through debt. Higher leverage 
may affect both the cost of capital and earnings quality, as 
firms with greater financial obligations may face more pres-
sure to manage earnings or face higher risk premiums from 
investors:

This metric provides insight into a firm's solvency and its reli-
ance on external financing.

3.4   |   Econometric Model

3.4.1   |   Baseline DiD Model

The following difference-in-differences (DiD) regression model 
is employed to estimate the causal effect of mandated ESG dis-
closure on firm-level outcomes, specifically earnings quality 
and cost of capital (Gholami et  al.  2022; Krueger et  al.  2024; 
Aboud et al. 2024; Hao and Rezaee 2025):

In this model, Yit denotes the dependent variable for firm i in 
year t, capturing either earnings quality or the cost of capital. 
The term α represents the intercept, indicating the baseline 
value of the dependent variable for untreated firms before 
the policy intervention. The variable Postt is a binary indica-
tor equal to one for years after the ESG disclosure mandate 
came into effect and zero otherwise, with its coefficient β1 
capturing time-specific effects common to both treated and 
control groups. Treatmenti is a dummy variable that equals 
one for firms in countries subject to mandated ESG disclosure 
and zero for those in the control group, with β2 capturing any 
pre-existing differences between the two groups. The inter-
action term 

(

Postt X Treatmenti
)

 is of primary interest, with 
its coefficient β3 identifying the Average Treatment Effect on 
the Treated, that is, the differential change in the outcome 
for treated firms after the mandate, relative to control firms. 
Xit denotes a vector of firm-level control variables (including 
ROA, firm size, and leverage), and εit is the error term cap-
turing unobservable influences. This model structure allows 
for isolating the impact of ESG disclosure mandates while ac-
counting for time trends, group differences, and relevant firm 
characteristics.

The DiD methodology is widely used in empirical research to 
identify causal effects of policy changes. For example, Schiozer 
et al. (2020) utilized the Baseline DiD model to assess the impact 
of government guarantees on banks' risk during the 2008 finan-
cial crisis, highlighting the practical application and robustness 
of the model. Similarly, St. Clair and Cook (2015) emphasized 
the widespread use of Baseline DiD models in public finance 
research to evaluate the effects of taxation and government 
spending, showing their broad applicability. In the context of 
ESG disclosure, Gholami et al. (2022) and Krueger et al. (2024) 
have used DiD models to explore the effects of mandated ESG 
reporting on corporate transparency and financial performance, 
further validating the method's ability to isolate the causal im-
pact of policy changes in finance.

3.4.2   |   Dynamic DiD Model

The following model represents a dynamic DiD specification, 
designed to capture how the treatment effect evolves over 
time around the implementation of mandatory ESG disclosure 
(Lechner 2011):

In this model, Yit denotes the outcome variable of interest for 
firm i in year t. The key component is the set of event-time 
dummies Dt=k, where k indexes the number of years relative to 
the treatment year (e.g., k = 0 is the year of the ESG mandate, 
k = −1is the year before, and so on). The coefficients �k estimate 
the effect of the ESG mandate in each year before and after 
implementation, allowing for a detailed examination of pre-
treatment trends and post-treatment dynamics. This structure 
facilitates a robust test of the parallel trends assumption by eval-
uating whether outcomes in treated firms differed from controls 

r =
D1

P
+ g

ROA =
Net Income

Total Assets

Leverage =
Total Debt

Total Assets

Yit = α + β1Postt + β2Treatmenti + β3
(

Postt X Treatmenti
)

+ γXit + εit

Yit = α +

+ 6
∑

k= − 3

�kDt=k + γXit + ϑi + θt + εit
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8 Corporate Social Responsibility and Environmental Management, 2025

before the policy was enacted. The term γXit represents a vector 
of time-varying firm-level controls, such as return on assets, 
firm size, and leverage. Firm fixed effects ϑi account for unob-
servable, time-invariant characteristics specific to each firm, 
while year fixed effects �t control for common shocks affecting 
all firms in a given year. The error term εit captures idiosyncratic 
influences not explained by the model. This dynamic specifica-
tion enhances the credibility of the identification strategy by ex-
plicitly modelling treatment timing and allowing for lagged or 
cumulative effects.

The dynamic DiD model is particularly useful for evaluating the 
evolving effects of policy interventions over time. Lechner (2011) 
applied dynamic DiD to assess the long-term impacts of labor 
market reforms, and similar approaches have been used in ESG-
related studies. For instance, studies by Gholami et  al.  (2022) 
and Aboud et al. (2024) have employed dynamic DiD models to 
examine how the impact of ESG disclosures unfolds over sev-
eral years, allowing for a nuanced understanding of how firm 
behaviors and financial outcomes change in response to manda-
tory reporting. This dynamic approach is essential for address-
ing concerns around the parallel trends assumption and for 
capturing lagged effects that may not be immediately apparent 
post-treatment.

3.4.3   |   Placebo Test

The following model represents a placebo DiD specification 
used to test the parallel trends assumption of the main analysis 
(Lechner 2011):

In this model, Yit denotes the outcome variable for firm i in 
year t, while PlaceboPostt is a dummy variable equal to 1 for a 
pre-treatment year (e.g., 2016) chosen arbitrarily to simulate a 
“fake” policy implementation before the actual ESG mandate 
in 2018. Treatmenti identifies firms in countries that were later 
subject to ESG disclosure regulation. The interaction term 
(

PlaceboPostt X Treatmenti
)

 tests whether any significant effect 
occurred before the actual treatment period. The model includes 
firm-level control variables Xit, and the error term εit captures 
unobserved influences.

4   |   Findings

This section presents the research findings.

Table 4 summarizes key financial and ESG metrics, showing an 
average ESG Disclosure score of 0.62 with high variability, in-
dicating diverse ESG practices among firms. Earnings Quality 
averages 0.19, reflecting moderate reliability in reported earn-
ings, with variation suggesting differing accounting quality. The 
Cost of Capital averages 7.8%, capturing a range of firm-specific 
risk profiles. ROA stands at 7.5% on average, though some firms 
experience losses. Firm Size centres around 22.9, suggesting 
mostly large firms but with some mid-sized firms included. 
Leverage averages 0.44, indicating moderate debt usage, though 
with wide variation.

Table 5 presents a correlation matrix. The moderate positive cor-
relation between ESG Disclosure and Earnings Quality (0.40) 
suggests that greater ESG transparency is associated with more 
reliable financial reporting. ESG Disclosure also shows a notable 
negative correlation with Cost of Capital (−0.35), indicating that 
enhanced ESG practices may reduce firms' financing costs. The 
positive correlation between ESG Disclosure and ROA (0.25) im-
plies improved firm performance linked to better ESG disclosure. 
Earnings Quality is strongly negatively correlated with Cost of 
Capital (−0.45), reinforcing the role of earnings reliability in low-
ering financing risk. The positive correlation between Earnings 
Quality and ROA (0.30) is consistent with more accurate earnings 
reflecting higher profitability. While Firm Size and Leverage ex-
hibit weaker correlations with other variables, their inclusion ac-
counts for structural firm differences. Overall, these correlations 
support the view that mandated ESG disclosure contributes to 
improved earnings quality, reduced capital costs, and enhanced 
performance, but the moderate strength of relationships suggests 
other factors also influence these outcomes.

Table 6 shows that all variables have very low VIF values close 
to 1, indicating no multicollinearity concerns. This suggests the 
independent variables are not highly correlated and can be reli-
ably used together in the analysis.

Table  7 presents the results of a Difference-in-Differences re-
gression estimating the impact of mandated ESG disclosure 
on earnings quality. The key finding is the positive and statis-
tically significant interaction term (Post × Treatment = 0.028, 
p = 0.001), indicating that firms subject to the ESG mandate ex-
perienced a meaningful improvement in earnings quality after 
the regulation was implemented. The coefficient for ROA (0.195, 
p < 0.001) suggests that more profitable firms tend to have 
higher earnings quality. Firm Size also positively influences 
earnings quality (0.009, p = 0.026), consistent with larger firms 
having more reliable financial reporting. Conversely, Leverage 
has a negative and significant effect (−0.038, p = 0.012), indicat-
ing that firms with higher debt levels may exhibit lower earn-
ings quality, possibly due to greater financial risk or pressure. 
The coefficients for Post and Treatment alone are not statisti-
cally significant, as expected in DiD models where the focus is 
on their interaction. Overall, the results support the hypothesis 
that mandatory ESG disclosure improves the transparency and 
reliability of financial reporting.

Table  8 displays the results of a Difference-in-Differences re-
gression examining the effect of mandated ESG disclosure on 

Yit=α+β1PlaceboPostt+β2Treatmenti

+β3
(

PlaceboPostt X Treatmenti
)

+γXit+εit

TABLE 4    |    Summary statistics.

Variable Mean
Std. 
dev. Min Max N

ESG disclosure 0.62 0.38 0.05 0.93 2100

Earnings quality 0.19 0.08 0.03 0.31 2100

Cost of capital (%) 7.80 1.80 4.50 13.4 2100

ROA (%) 7.50 3.50 −2.20 21.0 2100

Firm size (log) 22.90 1.60 19.1 26.4 2100

Leverage 0.44 0.17 0.02 0.81 2100
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9Corporate Social Responsibility and Environmental Management, 2025

firms' cost of capital. The key coefficient, the interaction term 
(Post × treatment = −0.013, p = 0.032), is negative and statisti-
cally significant, indicating that firms subject to the ESG man-
date experienced a reduction in their cost of capital following 
the regulation. This suggests that enhanced ESG disclosure 
improves the information environment and reduces financing 
costs. The negative and significant coefficient on ROA (−0.095, 
p < 0.001) suggests that more profitable firms benefit from lower 
capital costs. Similarly, Firm Size negatively correlates with cost 
of capital (−0.006, p = 0.047), implying larger firms generally 
face cheaper financing. Conversely, Leverage has a positive and 
significant coefficient (0.020, p = 0.013), indicating that more 
highly leveraged firms incur higher capital costs, likely due to 

TABLE 5    |    Correlation matrix.

Variable 1 2 3 4 5 6

1. ESG disclosure 1.000 0.40 −0.35 0.25 0.10 0.05

2. Earnings quality 0.40 1.000 −0.45 0.30 0.05 0.10

3. Cost of capital −0.35 −0.45 1.000 −0.25 −0.05 −0.10

4. ROA 0.25 0.30 −0.25 1.000 0.10 0.05

5. Firm size 0.10 0.05 −0.05 0.10 1.000 −0.15

6. Leverage 0.05 0.10 −0.10 0.05 −0.15 1.000

TABLE 6    |    Variance inflation factors.

Feature VIF

ESG disclosure 1.02

Earnings quality 1.02

Cost of capital 1.02

ROA 1.01

Firm size 1.01

Leverage 1.02

TABLE 7    |    DiD regression: ESG disclosure → earnings quality.

Variable Coefficient Std. error t-statistic p

Post (after mandate) 0.010 0.006 1.67 0.096

Treatment (mandated firms) 0.005 0.005 1.00 0.320

Post × treatment interaction 0.028 0.008 3.50 0.001

ROA 0.195 0.023 8.48 < 0.001

Firm size 0.009 0.004 2.25 0.026

Leverage −0.038 0.015 −2.53 0.012

Constant 0.055 0.027 2.04 0.042

TABLE 8    |    DiD regression: ESG disclosure → cost of capital.

Variable Coefficient Std. error t-statistic p

Post (after mandate) −0.004 0.003 −1.33 0.185

Treatment (mandated firms) 0.003 0.004 0.75 0.452

Post × treatment interaction −0.013 0.006 −2.17 0.032

ROA −0.095 0.018 −5.28 < 0.001

Firm size −0.006 0.003 −2.00 0.047

Leverage 0.020 0.008 2.50 0.013

Constant 0.104 0.020 5.20 < 0.001
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10 Corporate Social Responsibility and Environmental Management, 2025

increased financial risk. The main effects of Post and Treatment 
alone are not statistically significant, consistent with DiD ex-
pectations where the focus is on their interaction. Overall, the 
results support the hypothesis that mandatory ESG disclosure 
contributes to reducing firms' cost of capital, improving their 
financial conditions.

Table 9 presents a Dynamic DiD analysis that tracks the impact 
of mandated ESG disclosure over time on both EQ and CoC rel-
ative to the year before the regulation (2017, t–1), which serves as 
the reference period. The coefficients before the mandate (2015–
2016) are small and statistically insignificant, supporting the 
parallel trends assumption, a key requirement for DiD validity.

Starting from the event year (2018, t = 0), the interaction coef-
ficients for EQ become positive and statistically significant, 
growing over time and peaking around 2020–2021, suggesting 
a sustained and increasing improvement in earnings quality fol-
lowing the ESG disclosure mandate. This pattern indicates that 
the benefits of enhanced transparency may take time to materi-
alise and persist in the long run.

For Cost of Capital, the post-treatment coefficients are negative 
and gradually increase in magnitude, with significance emerg-
ing from 2019 (t + 1) onward. This trend shows that mandated 
ESG disclosure consistently reduces financing costs over time, 

supporting the view that better ESG reporting improves a firm's 
information environment and lowers investor risk premiums.

Overall, the dynamic DiD results reinforce the main findings; 
that is, mandated ESG disclosure has a gradual but lasting posi-
tive effect on financial reporting quality and a consistent reduc-
ing effect on the cost of capital.

Table 10 reports the results of a placebo DiD test using 2016 as 
a fake policy implementation year to assess the robustness of 
the main findings. The key coefficient which is Placebo Post × 
Treatment (0.006, p = 0.391), is statistically insignificant, indi-
cating no effect of the placebo treatment on earnings quality. 
This supports the validity of the original DiD analysis by con-
firming that observed effects in the main model were not driven 
by pre-existing trends or spurious correlations. Control variables 
remain significant with consistent signs, further reinforcing 
model reliability. Overall, the placebo test provides strong evi-
dence against false positives and strengthens the causal inter-
pretation of the impact of mandated ESG disclosure.

Table  11 provides evidence of heterogeneity in the impact of 
mandated ESG disclosure by firm size. The interaction effect 
(Post × Treatment) on earnings quality is positive and signif-
icant for both small (0.020, p = 0.045) and large firms (0.035, 
p = 0.008), but notably stronger for large firms, indicating they 

TABLE 9    |    Dynamic DiD.

Calendar year Relative year (t) Coefficient (EQ) Std. error p Coefficient (CoC) Std. error p

2015 t−3 0.002 0.006 0.728 −0.001 0.004 0.823

2016 t−2 0.004 0.006 0.531 0.002 0.004 0.663

2017 t−1 (ref) — — — — — —

2018 t = 0 0.017 0.007 0.021 −0.008 0.005 0.095

2019 t + 1 0.026 0.008 0.003 −0.012 0.006 0.034

2020 t + 2 0.034 0.009 0.001 −0.018 0.007 0.010

2021 t + 3 0.031 0.010 0.004 −0.016 0.008 0.018

2022 t + 4 0.030 0.010 0.006 −0.015 0.008 0.022

2023 t + 5 0.029 0.011 0.009 −0.014 0.008 0.030

2024 t + 6 0.028 0.011 0.011 −0.013 0.009 0.041

TABLE 10    |    Placebo DiD test.

Variable Coefficient Std. error t-statistic p

Placebo post (post-2016) 0.002 0.005 0.40 0.692

Treatment (mandated firms) 0.004 0.006 0.67 0.505

Placebo post × treatment 0.006 0.007 0.86 0.391

ROA 0.192 0.022 8.73 < 0.001

Firm size (log) 0.010 0.004 2.50 0.014

Leverage −0.035 0.014 −2.50 0.013

Constant 0.052 0.025 2.08 0.039
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11Corporate Social Responsibility and Environmental Management, 2025

experience greater improvements in financial reporting qual-
ity post-regulation. Similarly, the reduction in cost of capital is 
more pronounced for large firms (−0.017, p = 0.002) compared 
to small firms (−0.009, p = 0.040). These results suggest that 
while ESG mandates benefit all firms, larger firms, possibly due 
to better resources, more analyst coverage, and greater investor 
scrutiny, are better positioned to translate ESG disclosure into 
improved financial outcomes.

Table  12 reports robustness checks using alternative model 
specifications for both EQ and COC. The Post × Treatment co-
efficients remain statistically significant and directionally con-
sistent across all variants, confirming the stability of the main 
findings. Specifically, the EQ effect remains positive in both 
alternative models (0.024, p = 0.003 and 0.021, p = 0.007), while 
the COC effect stays negative (−0.011, p = 0.010 and −0.014, 
p = 0.006). These results strengthen confidence in the causal 
interpretation by demonstrating that the estimated effects are 
not sensitive to changes in model specification or estimation 
approach.

5   |   Discussion

The findings of this study indicate that mandated ESG dis-
closure significantly improves earnings quality, which 
aligns with prior research suggesting that transparency in 
non-financial reporting enhances the reliability of financial 
statements (Aboud et  al.  2024). The DiD regression results, 
particularly the positive and statistically significant inter-
action term between Post and Treatment (0.028, p = 0.001), 
confirm that firms subject to the ESG mandate show substan-
tial improvements in earnings quality over time. This result 
is consistent with previous studies that have emphasized the 
role of ESG disclosure in enhancing corporate governance and 
reporting accuracy (Krueger et al. 2024; Helfaya et al. 2023). 
By mandating ESG disclosures, firms may feel pressured to 
align their financial reporting practices with higher stan-
dards, which, in turn, improves the reliability of their earn-
ings (Borralho et al. 2022).

Additionally, the observed link between ESG disclosure and 
earnings quality may stem from the heightened scrutiny firms 
experience once they are obligated to disclose ESG information. 
As these disclosures are subject to external verification and 
regulatory oversight, firms may be compelled to improve their 
internal control mechanisms, ultimately improving the qual-
ity of their earnings (Huang  2022; Gholami et  al.  2022). This 
finding has important implications for policymakers, as it sug-
gests that mandatory ESG disclosure can serve as a tool to foster 
greater financial transparency and reduce the risk of earnings 
manipulation.

In response to the second research question, the analysis re-
veals that mandated ESG disclosure significantly reduces 
firms' cost of capital. The negative and statistically significant 
coefficient of the Post × Treatment interaction term in the DiD 
regression for cost of capital (−0.013, p = 0.032) supports the 
hypothesis that enhanced ESG practices lower the cost of cap-
ital by improving the information environment for investors. 
This finding is consistent with the broader literature that sug-
gests firms with better ESG disclosures are perceived as less 
risky, which translates into lower financing costs (Gholami 
et al. 2022; Arif et al. 2024).

Furthermore, this reduction in the cost of capital appears to be 
driven by increased investor confidence, which is fostered by 
greater transparency. ESG disclosures provide investors with 
valuable insights into a firm's long-term sustainability, reduc-
ing uncertainty and risk perception (Mohammad et  al.  2023). 
Moreover, firms with better ESG practices may attract a broader 
pool of investors, including those who prioritise sustainability, 
thus driving down their capital costs (Krueger et al. 2024). This 
finding underscores the potential financial benefits of manda-
tory ESG disclosure, suggesting that firms could improve their 
financial conditions by simply adhering to sustainability report-
ing standards.

H1.  Mandated ESG disclosure improves earnings quality.

The hypothesis that mandated ESG disclosure improves earn-
ings quality is strongly supported by the empirical evidence 
presented in this study. The statistical significance of the Post 
× Treatment interaction (0.028, p = 0.001) in Table 7 confirms 
that ESG mandates lead to tangible improvements in financial 
reporting reliability. This aligns with the findings of previous 
studies which have argued that regulatory pressures related 
to non-financial disclosures compel firms to adopt more rig-
orous financial reporting practices (Huang  2022; Cormier 
et al. 2024). In particular, the evidence from this study supports 
the idea that ESG mandates not only encourage firms to disclose 

TABLE 11    |    Heterogeneity by firm size.

Subgroup

Post × 
treatment, 

(EQ) EQ, p

Post × 
treatment, 

(COC) COC, p

Small firms 0.020 0.045 −0.009 0.040

Large firms 0.035 0.008 −0.017 0.002

TABLE 12    |    Robustness checks.

Model variant Post × treatment coefficient (EQ) p Post × treatment coefficient (COC) p

Alternative EQ model 1 0.024 0.003 — —

Alternative EQ model 2 0.021 0.007 — —

Alternative COC model 1 — — −0.011 0.010

Alternative COC model 2 — — −0.014 0.006
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sustainability-related information but also enhance their finan-
cial reporting processes.

The improvement in earnings quality observed after the man-
date may be attributed to the broader impact of ESG practices on 
corporate governance. Studies suggest that companies focusing 
on sustainability are more likely to engage in long-term plan-
ning and adopt better governance mechanisms, which in turn 
improve the quality of their financial disclosures (Khanchel 
and Lassoued 2022). The findings of this research reinforce the 
notion that regulatory frameworks governing ESG disclosures 
can lead to improvements in the transparency and reliability of 
financial reporting.

H2.  Mandated ESG disclosure reduces the cost of capital.

The second hypothesis, which posited that mandated ESG 
disclosure reduces the cost of capital, is also confirmed by 
the results. The significant negative coefficient for the Post × 
Treatment interaction term (−0.013, p = 0.032) indicates that 
firms subject to the ESG mandate experienced a reduction in 
their cost of capital. This finding is consistent with prior liter-
ature, which has highlighted the link between ESG practices 
and financing costs. Research has shown that firms with stron-
ger ESG performance are perceived as less risky by investors, 
leading to lower required returns on equity and debt (Hao and 
Rezaee 2025; Arif et al. 2024).

Furthermore, this reduction in the cost of capital may be at-
tributed to the increasing importance of ESG factors in in-
vestment decision-making. As ESG disclosures become more 
standardised and transparent, investors are better equipped to 
assess the long-term risks and opportunities associated with 
firms, leading to a reduction in the risk premium demanded 
by investors (Solimene et  al.  2025). In this context, mandated 
ESG disclosure not only enhances firms' reputations but also 
serves as a signal of lower financial risk, thus reducing their 
capital costs.

H3.  The impact of ESG disclosure on earnings quality and cost 
of capital varies by firm size.

Finally, the third hypothesis, which proposed that the impact 
of ESG disclosure on earnings quality and cost of capital may 
vary by firm size, was also supported by the results. As shown 
in Table 11, the Post × Treatment interaction effect on earnings 
quality is stronger for larger firms (0.035, p = 0.008) compared to 
smaller firms (0.020, p = 0.045). Similarly, the reduction in cost 
of capital is more pronounced for larger firms (−0.017, p = 0.002) 
than for smaller firms (−0.009, p = 0.040). This finding is con-
sistent with research suggesting that larger firms, due to their 
size and resource base, are better positioned to absorb the costs 
associated with ESG reporting and are more likely to experience 
significant improvements in financial outcomes (Drempetic 
et al. 2020). Larger firms may also benefit from better analyst 
coverage and investor scrutiny, which amplifies the positive ef-
fects of ESG disclosures on financial performance (Dmuchowski 
et al. 2023).

This heterogeneity by firm size highlights the varying capacity 
of firms to implement ESG practices effectively. Smaller firms, 

which may lack the resources or incentives to disclose compre-
hensive ESG information, might not experience the same imme-
diate financial benefits as their larger counterparts (Drempetic 
et al. 2020; Solimene et al. 2025). However, the overall positive 
impact of mandated ESG disclosure on financial outcomes 
across all firm sizes suggests that ESG regulations could con-
tribute to improving the transparency and efficiency of capital 
markets globally (Dmuchowski et al. 2023; Krueger et al. 2024).

The findings of this study show that mandated ESG disclosure 
significantly improves earnings quality and reduces the cost 
of capital, supporting the hypotheses derived from signalling, 
agency, and information asymmetry theories. Signalling theory 
explains that ESG disclosures signal firm quality, enhancing fi-
nancial reporting. Agency theory suggests that increased trans-
parency reduces managerial opportunism, improving earnings 
quality. Information asymmetry theory highlights that better 
ESG reporting lowers investor uncertainty, reducing capital 
costs. These results underscore the importance of regulatory 
frameworks that mandate ESG disclosures, enhancing transpar-
ency, reducing risks, and benefiting financial outcomes, partic-
ularly for larger firms with more resources to implement robust 
reporting practices.

Building on these findings, the study also highlights significant 
policy implications. Policymakers should consider strengthen-
ing and expanding ESG reporting mandates to improve corpo-
rate transparency, reduce information asymmetry, and foster 
investor confidence. To maximize the effectiveness of these reg-
ulations, it is crucial to enforce independent verification of ESG 
disclosures, ensuring their authenticity and preventing superfi-
cial reporting. Moreover, recognizing the differing capacities of 
firms, particularly smaller ones, policymakers could introduce 
tailored support, such as simplified reporting frameworks or fi-
nancial incentives, to ensure that all firms, regardless of size, 
can effectively participate in ESG reporting and realize its finan-
cial benefits.

6   |   Conclusion

This study demonstrates that mandatory ESG disclosure leads 
to significant improvements in earnings quality. By requiring 
firms to provide standardized and transparent ESG information, 
the framework curtails earnings manipulation and enhances 
the reliability and credibility of financial reporting. These ben-
efits develop progressively, reflecting firms' necessary adjust-
ments to comply effectively with the new regulatory framework.

Building on these improvements in financial reporting, man-
datory ESG disclosure also contributes to a reduction in firms' 
cost of capital. By lowering information asymmetry and investor 
uncertainty, enhanced transparency decreases the risk premi-
ums demanded by capital providers. This effect strengthens over 
time as market participants increasingly integrate ESG informa-
tion into their valuation and risk assessment processes, thereby 
improving firms' access to capital on more favorable terms.

Firm size significantly moderates the impact of ESG disclosure 
mandates. Larger firms are better equipped with resources, 
governance mechanisms, and analyst coverage to leverage ESG 
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transparency into more pronounced improvements in earnings 
quality and greater reductions in financing costs. In contrast, 
smaller firms experience comparatively modest benefits, under-
scoring the necessity for policy measures that address their spe-
cific challenges and support their ESG reporting efforts.

Policy and managerial recommendations include sustained reg-
ulatory enforcement of ESG disclosure mandates, alongside ini-
tiatives to alleviate compliance burdens for smaller enterprises. 
Firms should embed ESG reporting within their financial 
strategy, ensuring data quality and transparency to maximize 
associated financial advantages. Investors and analysts are en-
couraged to incorporate ESG factors systematically into their 
decision-making frameworks to better capture firms' long-term 
value and risk profiles.

This research contributes to the existing literature by providing 
robust causal evidence on the financial benefits of mandatory 
ESG disclosure, overcoming prior methodological limitations 
through a quasi-experimental approach. It advances understand-
ing of how ESG regulation can enhance corporate transparency 
and capital market efficiency, with significant implications for 
regulators, corporate managers, and investors.

Limitations of the study include its geographic focus on 
European publicly listed firms, which may limit applicability to 
other markets or private entities. Additionally, the observation 
window following the mandate is relatively short, restricting 
insight into long-term effects. Future research should explore 
broader financial impacts, cross-industry variations, and the 
evolving nature of ESG standards to provide a more comprehen-
sive understanding of mandatory ESG disclosure outcomes.
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