Beyond Profits: A comparison of the Impact of ESG on Islamic and Conventional Banks Performance in the GCC and MENAT Countries
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ABSTRACT 
The integration of Environmental, Social and Governance (ESG) practices in the financial sector has been steadily gaining headwind on the back of more environmentally conscious stakeholders and stricter regulations. This integration comes in adherence to the Sustainable Development Goals (SDGs). Aspinall et al. (2018) and Ferreira et al. (2016) argue that conventional finance is perceived as an inadequate tool in financing SDGs because environmental and social dimensions are often disregarded in their investments, which conflicts the main role of banks in promoting financial stability and growth. On the contrary, Islamic Banks are based on Maqasid al-Shari'ah which provide a holistic approach that promotes financial and social inclusion as well as environmental preservation (Bukhari et al., 2019). This implies that Islamic Banks easily align with the ESG principles, unlike their conventional counterparts. The current body of research hold conflicting opinions on the impact of ESG performance, where the trade-off hypothesis argues that firms investing on ESG activities are likely to suffer from inefficient use of resources (Alam, Banna, & Hassan, 2022), while other research argue for the advantages of efficient ESG performance (Buallay, Kukreja & Hassan, 2020). Several studies discussed the relationship between ESG and firm performance with few researches covering the banking industry. Investigating the impact of ESG performance on Islamic banks remains an untapped area of research. This paper examines the impact of ESG performance on the financial performance of banks in the Gulf Cooperation Council (GCC) countries and countries in the MENAT region, over the period 2017-2021. We further investigate whether the impact of ESG performance on Islamic banks is different than that on conventional banks. We extend our analysis to compare both regions. This study employs the triangulation techniques, where the model consists of a Bayesian panel auto regression, a Generalised Method of Moments (GMM) dynamic panel, and multivariate statistical methods. We test for the ESG performance using data of 58 banks spread across the GCC, Turkey, Egypt, Lebanon, Morocco, and Jordan from 2017 to 2021, available in MSCI and Refinitiv databases. We test for financial performance using Return on Assets (ROA), Return on Equity (ROE), Tobin’s Q (TQ) and Market Return (TR) with macroeconomic and bank specific control variables. The findings indicate a positive relationship between financial performance & ESG, with Islamic Banks performing better than their conventional counterparts. However, breaking down the ESG pillars, we expect the Social and Environmental factor to contribute positively, with ENV requiring more investments before yielding returns. Conversely, we expect GOV to show no impact on the profitability, if not a negative return. This paper contributes to the existing literature on Islamic banks and ESG, where no studies examined the relationship between ESG scores and bank performance in the GCC and MENAT region. This would have significant implications, in terms of corporate social responsibility and ESG, to market players, policy makers, and regulatory bodies of Islamic and conventional banks in the regions under study. 
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