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Overview

In the last two decades, companies’ environmental, social and governance (ESG) information began to draw
increasing attention from various stakeholder groups, e.g., customers, suppliers, or investors, and thus companies
started to disclose this kind of information on a voluntary basis. These movements have also motivated the
European Union (EU) to regulate this kind of information disclosure under the Non-Financial Reporting Directive
(NFRD) in 2014, thus increasing relevance, comparability, and consistency of disclosed information. While the
NFRD can be regarded as first attempt to introduce standardised ESG-related reporting in the EU, a new directive
is already being prepared, namely the Corporate Sustainability Reporting Directive (CSRD), to further support
the EU Green Deal. While the CSRD will come to effect earliest in 2025, its aim is to increase the current
requirements in terms of reporting content, scope and affected companies. For instance, the number of affected
companies increases from roughly 12,000 to more than 50,000 and companies are required to be certified by an
external and independent auditor. As can be seen, a considerable amount of bureaucratic effort will be required
going forwards, both on regulator side for development and enforcement of the regulation and on company side
for compliance with those new rules. While the introduction of such mandatory reporting is on the one hand
corroborated by various authors who find regulations to assure a standardisation of disclosed information, make
reports more understandable for multiple stakeholders and increase transparency overall which eventually can
result in higher ESG performance and as such also shareholder value. On the other hand, mandatory reporting
regulations’ critics describe mandatory regulations as effectless or stark and argue that companies which are forced
to disclose information are faced with significant cost increases as well as changes in corporate processes.

Given the observed tensions among previous authors in this field on one side and the relevance of the CSRD given
its upcoming introduction on the other side, we analyse the effects of mandatory reporting regulations on
companies’ ESG disclosures and investors’ reactions to the provided information with our research, thus
contributing to the literature concerning voluntary and mandatory ESG reporting.

Methods

We analyse the effects of mandatory reporting regulations on companies’ ESG disclosures and investors’ reactions
in an experimental approach. Therefore, we conduct an in-person, one-shot experiment at the experimenTUM,
i.e., TUM's laboratory for experimental research in economics, among 210 students. The experimental approach
chosen allows us to isolate the effects of regulation from other influencing factors as voluntary ESG information
disclosure has been increasing in the past and as such an increase of information over time does not necessarily
prove an impact of previously introduced regulations. Moreover, our aim is to study the future impact of the
upcoming CSRD and here the experimental approach allows for a forward-looking analysis based on students
which potentially represent future investor behaviour. The experiment is inspired by the approach taken by Falk
and Kosfeld (2006) who identified hidden costs of control when a principal controls an agent in his choice of
performing an activity at a certain effort. In our experiment, two companies each choose a specific amount of
ESG disclosure which is associated with certain costs. The investor then decides to invest in one of the two
companies whereas the investor’s success probability and pay-out depend on the amount of information disclosed,
i.e., the more information a company discloses, the smaller the investor’s failure risk but also pay-out. We thus
adjust and extend the inspirational experiment in three main aspects, i.e., (1) we replace the linear cost function
with an exponential cost function motivated by increasing proprietary costs with more disclosure and increasing
complexity when disclosing high information levels, e.g., high complexity in Scope 3 greenhouse gas emission
reporting vis-a-vis simple Scope 1 & 2 reporting, (2) we deploy a 1:2 principal-agent relationship resulting in a
competitive situation among agent’s thus modelling reality more closely and (3) we base the investor’s pay-out
on a risk-return relationship, thus factoring in investors’ risk propensities. We conduct a total of four different
scenarios of which one is the control scenario, i.e., companies can choose their level of disclosure freely, and three
are treatment scenarios in which companies are exogenously required to disclose a certain minimum amount of
information which differs across treatments (low, medium, high).
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Results

Based on the described experiment, we were able to achieve several results. First, we can confirm our hypothesis
that the amount of information disclosed by companies increases after introducing a regulatory minimum for
disclosing ESG-related information as companies, independent of the scenario, have shown a tendency to disclose
as little information as possible. Second, we can also confirm our hypothesis that the amount of capital invested
by investors increases after introducing a regulatory minimum for disclosing ESG-related information resulting
from a general risk aversion among investors and a higher willingness to invest when risk failure is comparably
low. Both findings can be confirmed with significance. Third, we discovered a general tendency of companies’
disclosed information amounts converging towards the respective minimum set by the regulator, yet we where
not able to confirm this finding with significance. Fourth and last, we identified a tendency among investors to
invest in companies disclosing at least half of the potential disclosure amount, yet disclosing beyond this average
level was not valued by investors and much rather was seen as investment of too little return. We were not yet
able to confirm this finding with significance but aim at studying further subjects to potentially confirm the
finding.

Conclusions

We believe to contribute to the existing literature on voluntary and mandatory information disclosure with this
paper and provide information relevant to companies, investors, and regulators. First, for companies it is valuable
to understand how investors value an average level of information disclosure but no incremental information
beyond this point. In today’s business context many companies are facing competitive situations in which they
want to differentiate themselves through ESG disclosure. As the effort of providing such incremental information
exceeds the benefit in the market at a certain point, companies can optimise their resources as a result of this
paper. Second, investors can discover how other investors react when facing similar situations to adjust their
behaviour accordingly and third, our results stress the importance of regulatory authorities as we identified the
regulation to impact both disclosed amount of information and invested capital positively. Moreover, it is
interesting to understand as a regulator that the disclosure level needs to be chosen wisely to avoid an excessive
cost burden on companies for providing additional information of little incremental value to investors.
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