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Objective: This study investigates the relationship between
environmental, social, and governance (ESG) performance and
financial sustainability, with particular emphasis on the mediating role
of external corporate governance mechanisms.

Method: The study examines two research hypotheses using panel
data from 166 firms listed on the Tehran Stock Exchange over the period
2019-2023, comprising 830 firm-year observations. The hypotheses
were tested using multivariate panel regression analysis.

Results: The findings reveal a positive and significant relationship
between ESG performance and financial sustainability. In addition,
external corporate governance mechanisms play a significant mediating
role in this relationship. The results remain robust after excluding
control variables, year and industry fixed effects, and using alternative
measures of the dependent variable.

Conclusion: The findings indicate that superior ESG performance
enhances firms' financial sustainability by strengthening stakeholder
confidence and improving long-term financial resilience. Moreover, ESG
performance contributes to financial sustainability indirectly through its
positive effect on external corporate governance mechanisms. This
evidence suggests that firms with stronger sustainability performance tend
to benefit from more effective external governance structures. The
alignment of these governance mechanisms with ESG practices enhances
corporate transparency, reduces financial risk, and reinforces the positive
impact of ESG performance on financial sustainability. These findings
highlight the complementary roles of ESG performance and external
corporate governance mechanisms in promoting sustainable corporate
growth and long-term financial stability.
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Introduction

Global crises, such as the 2008 financial crisis and the COVID-19 pandemic, have underscored
the importance of addressing non-financial dimensions of corporate performance, including
environmental impacts, social responsibilities, and corporate governance. The integration of
environmental, social, and governance (ESG) factors not only reflects a company’s commitment
to sustainable development but also enhances its financial performance by improving corporate
reputation, reducing costs, and strengthening risk management. Consequently, ESG activities have
become an essential component of corporate sustainability strategies and play a significant role in
promoting firms’ long-term financial health.

Financial sustainability refers to a firm's ability to maintain long-term financial stability
while integrating environmental, social, and governance considerations into its investment and
operational strategies. Strong ESG performance encourages a long-term orientation by
supporting sustainable investments, human capital development, and social value creation.
Moreover, ESG-related performance incentives help align managers’ interests with those of
shareholders and other stakeholders.

Because the interests of shareholders, managers, employees, customers, creditors, and
society are interconnected, sustainable value creation cannot be achieved without balancing the
expectations of these stakeholder groups. Accordingly, effective corporate governance
mechanisms are essential for protecting stakeholders’ interests and ensuring accountability.
Corporate governance mechanisms are generally classified into two categories: internal and
external. External corporate governance mechanisms operate outside the firm's internal
structure through external monitoring by investors, regulators, creditors, financial analysts,
auditors, and the market. Stronger external governance enhances monitoring quality, reduces
information asymmetry, and improves corporate transparency, thereby contributing to greater
financial sustainability.

Accordingly, external corporate governance mechanisms are expected to mediate the
relationship between ESG performance and financial sustainability by reinforcing the positive
effects of sustainability practices on corporate decision-making and financial outcomes. Based
on this premise, the present study investigates the mediating role of external corporate
governance mechanisms in the relationship between environmental, social, and governance
performance and financial sustainability.

Method

The data required for measuring the research variables and testing the hypotheses were collected
from audited financial statements, independent auditors’ reports, and financial databases, including
Rahavard Novin and Tadbir Pardaz. The data were compiled and organized using Microsoft Excel,
and the statistical analyses were performed using EViews software.

The statistical population consisted of all firms listed on the Tehran Stock Exchange during
the study period. After applying the screening criteria, 166 firms, representing 830 firm-year
observations, were selected as the final sample.

Based on the research objectives, the following hypotheses were developed:

Hypothesis 1: Environmental, social, and governance (ESG) performance is positively
associated with financial sustainability.

Hypothesis 2: External corporate governance mechanisms mediate the relationship between
ESG performance and financial sustainability.

The first hypothesis was examined using the following regression model:

F.sustain; = ay+ a,ESGy + ay Y54 Controls;, + & (1)

To test the second hypothesis, the mediation procedure was implemented using three
regression models.
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First, the relationship between ESG performance and financial sustainability was examined
using Model (1).

Second, the effect of ESG performance on external corporate governance mechanisms was
estimated using:

GOV = ag + ayESG; + ay YX=% Controls;, + ;¢ ()

Finally, the following model was estimated to examine whether external corporate
governance mechanisms mediate the relationship between ESG performance and financial
sustainability:

F.sustain; = ay+ a,ESGy + a,GOViy + ay YX=% Controls;, + & 3)

A mediating effect is confirmed if the inclusion of the governance variable reduces the
coefficient of ESG performance while the coefficient remains statistically significant,
indicating partial mediation. If the ESG coefficient becomes statistically insignificant after
including the mediator, full mediation is supported.

Results

The empirical findings reveal a positive and statistically significant relationship between
environmental, social, and governance performance and financial sustainability. In addition,
external corporate governance mechanisms significantly mediate this relationship, indicating
that stronger external governance enhances the positive impact of ESG performance on firms’
financial sustainability.

Robustness tests further demonstrate that the results remain unchanged after excluding the
control variables, controlling for year and industry fixed effects, and employing an alternative
proxy for financial sustainability.

Conclusions

The findings indicate that superior environmental, social, and governance performance
significantly enhances firms’ financial sustainability. Companies with stronger ESG performance
benefit from greater stakeholder confidence, lower financial risk, and improved long-term financial
stability. Furthermore, ESG performance strengthens financial sustainability indirectly by
improving the effectiveness of external corporate governance mechanisms.

These findings suggest that firms with stronger sustainability performance tend to exhibit
more effective external governance structures. The alignment between ESG practices and
external governance mechanisms enhances external monitoring, reduces financial risk, and
reinforces the positive effect of ESG performance on financial sustainability. Therefore,
external corporate governance serves as an important mechanism through which sustainability
initiatives are translated into superior financial outcomes.

The robustness analyses confirm these findings after excluding control variables, controlling
for year and industry effects, and employing an alternative measure of financial sustainability
based on the Z-score.

From a policy perspective, the results suggest that regulators should strengthen external
corporate governance mechanisms by developing appropriate governance regulations and
enhancing the monitoring role of external stakeholders. Such measures can improve corporate
transparency, reinforce ESG practices, and ultimately contribute to greater financial
sustainability among listed firms.
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