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 Assessment of the effectiveness of public environmental policy measures 
is dependent upon a good understanding of environmental management, 
investment and performance within firms and facilities.  Internal 
environmental management capacity seems to play a more significant 
role in the decision to invest, perhaps reflecting the greater technical and 
managerial requirements. Implementation of environmental management 
systems and tools has a positive influence on environmental performance 
and innovation. The costs and benefits of the provision of indirect 
incentives to encourage improved environmental performance (via 
environmental management) need to be balanced carefully.  
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Orthodox economic theory suggests that organizations should invest 

in environmental activities only to the extent that their marginal benefit of 
doing so equals their marginal cost. Interpreted more strictly, investment 
beyond the current regulatory requirements is detrimental to an 
organization’s economic performance and constrains financial opportunities. 
This rationale suggests that there is little incentive for an organization to be 
environmentally proactive, and therefore little reason to examine the 
relationship between environmental and financial performance.  

   Despite this traditional wisdom, anecdotal evidence suggests that 
financial benefits exist for ‘green’ firms, which has caused many companies 
to try to portray themselves as being environmentally friendly.  

   These organizations have not necessarily acted against 
conventional economic wisdom, because companies that invest in proactive 
environmental strategies may benefit substantially. Some benefits relate to 
regulation itself since achieving regulatory compliance is costly. The 
regulatory framework therefore creates an incentive for firms to improve 
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their operational efficiencies by reducing their product inputs, waste 
treatment costs and long-term liabilities*. 

   Other financial benefits may also accrue from markets. Market 
pressures for environmental consideration have increased as firms and 
customers have become increasingly aware of the environment. Information 
about an organization’s environmental performance also affects corporate 
reputation. In the last decade, consumers have increasingly demanded 
environmentally friendly products, and consumers attest consistently that 
the environment, broadly defined, is near the top of the list of public 
concerns. As consumers become more knowledgeable about companies’ 
impacts upon the natural environment, firms are responding by marketing 
themselves as environmentally friendly organizations. Increased product 
sales, consumer satisfaction and environmental efficiency may also translate 
into increased shareholder gains. As the ultimate owners of a corporation, 
shareholders stand to profit from a firm’s good environmental deeds.  

   While a company’s proactive environmental practices may have 
little influence on some customers, these same customers still may be 
persuaded to change their purchasing decisions if a company violates 
environmental laws or emits high levels of toxins. Moreover, when 
environmental crises occur, stakeholders often demand redress to improve 
future performance. Environmental crises, such as chemical spills and 
accidental releases of toxic emissions, can also affect firms financially, 
especially for companies with more liability exposure since their deeper 
pockets attract additional scrutiny by regulators and by environmental 
groups†.  

   Regulatory and market pressures such as these may lead 
companies to invest in improving their environmental records because they 
believe that doing so will improve their image. For these reasons, firms that 
obtain greater external acceptability of their perceived environmental 
performance may derive competitive advantage and subsequently reap 
greater financial rewards.  

   Finally, companies that improve their environmental performance 
faster and earlier than their competitors may also enjoy the advantages of 
being ‘first-movers’, and have a very real opportunity to receive greater 
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purchasing preference than less environmentally conscious competitors, 
thus fortifying their market positions. In instances such as these, customer 
demand may play an important role, especially for firms that have 
operations in Western Europe. For example, US companies that operates in 
Western Europe is experiencing market pressures from large corporate 
buyers who request that they provide them with documentation of their 
environmental procedures. These customers recognize that environmental 
procedures often vary in quality and scope, which is why environmentally 
conscious corporate buyers now scrutinize companies’ environmental 
processes for their potential to reduce impacts upon the natural environment. 
Supply chain pressure and other market-driven pressures also point to the 
potential financial benefits a company may derive from reducing its impacts 
upon the natural environment. All of these examples support the notion that 
companies that reduce their impacts to the natural environment benefit 
financially. 

Organizations that reduce their impacts upon the natural 
environment benefit financially. Drawing on the orthodox economic 
argument that the current regulatory requirements are detrimental to an 
organization’s economic performance and constrain financial opportunities 
we further hypothesize that the stringency of environmental policies reduce 
an organization’s financial performance. 

Organizations that are governed by more stringent environmental 
policies accrue fewer financial benefits.  

In exploring the link between a company’s environmental and 
financial performance further, we first need to ask why a company would 
choose to reduce its environmental impacts. These motivations are 
important to address empirically because of problems associated with 
endogeneity. Endogeneity in this setting relates to the fact that 
environmental performance is an outcome that is correlated potentially with 
unobservable factors that may also affect an organization’s financial 
performance*.  

   There are several reasons why a company might choose to reduce 
its impacts on the natural environment that are also related to its financial 
performance. Institutional theory suggests that pressures external to the 
organization play a role. Within the environmental arena, regulatory 
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pressures are the most frequently cited external drivers for an organization’s 
environmental action. Regulatory pressures exist at the local, county, state, 
national and international levels. They also come in multiple forms and 
include facility mandates to apply for operating permits, to adopt specific 
control technology, to monitor and report on its media-specific 
environmental activities, to allow regulator audits of their environmental 
activities, and to address any emissions violations and their potential legal 
implications. By reducing their environmental impacts, companies may be 
able to decrease their emissions below the reporting thresholds, thus 
reducing reporting burdens and eliminating the need to purchase and install 
costly pollution control technologies.  

Organizations that reduce their environmental impacts endure 
stronger regulatory pressures.  

   From a profit-maximizing viewpoint, rational firms possessing 
sufficient information (regarding costs, substitute products and other 
factors) examine the gross benefits and costs of an environmental strategy 
and undertake it if the strategy offers the best net positive benefits compared 
to other alternatives. This is because firms are driven to increase their 
operational efficiencies, and such a drive is the cause for their 
organizational action. As a result, organizations that believe that reducing 
their environmental impacts will increase their internal efficiency are more 
likely to take action to minimize their impact upon the natural environment*. 

Organizations that reduce their environmental impacts seek to 
increase their internal efficiencies.  

An organization’s corporate headquarters imposes other institutional 
pressures, which are likely to affect its decision to improve the environment. 
Unlike single-facility organizations, multiple-facility organizations with 
corporate headquarters are more likely to be held accountable by 
shareholders. These organizations must also adhere to a reporting system 
whereby information and resources are transferred between the facility and 
the head office and vice versa. Consequently, the facility is highly 
dependent on the head office and is unlikely to resist its institutional 
demands. For these reasons, while implementing actions to improve the 
environment generally occur within the facility, corporate headquarters 
often plays a role. As such, the existence of corporate leadership is 
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anticipated to influence an organization’s financial performance 
opportunities. 

Organizations that reduce their environmental impacts have stronger 
corporate influences.  

   However, external pressures may not be the sole reason for 
companies to reduce their impacts on the natural environment. For instance, 
facilities that have dedicated a portion of their budgets to environmental 
research and development demonstrate a culture for proactively managing 
their impacts on the natural environment. Further, these facilities have a 
greater capacity to address environmental concerns and have invested in 
innovations that can generate knowledge capital that is critical to 
competitive advantage. Similarly, organizations that have a dedicated 
environmental manager are more likely to encourage employees to be 
environmentally proactive, and are representative of organizations that show 
a stronger commitment to the environment. In each instance, companies that 
reduce their impacts to the natural environment are expected to have 
stronger internal competencies than companies that improve their 
environmental performance*. 

Organizations that reduce their environmental impacts have stronger 
internal competencies.  

 Empirical research on the relationship between firms’ financial 
performance and their environmental performance has been mixed and 
incomplete. In considering how these studies have measured financial 
performance, the availability of different types of financial data has allowed 
for multiple measures including stock performance, pricing, sales, intangible 
assets, and return on sales, equity, investment and assets. However, the lack 
of reliable environmental performance measures has made measuring a 
company’s environmental actions more difficult. 

 
CONCLUSION 

  It is important to bear in mind that other factors (other stakeholders, 
market characteristics, commercial conditions, and so on) have an important 
influence on environmental management, performance and innovation. 
Assessment of environmental policy must take the heterogeneity of firm 
responses into account. And finally, while commercial– environmental 
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‘win–wins’ may be important, the argument that more stringent 
environmental policy can support such synergies is not supported. However, 
there is no question that depending upon instrument choice the cost 
implications of meeting environmental objectives is likely to vary widely.  
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