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Abstract

This study examines whether environmental and governance (E&G) practices enhance or constrain
performance in small European restaurants, a sector that is increasingly exposed to sustainability demands
yet remains underrepresented in recent ESG research. While prior studies on large and listed firms
typically report positive sustainability performance links, evidence for micro and family-owned
restaurants remains scarce. This research gap is particularly critical because these small businesses are
most likely to be significantly affected by emerging regulatory frameworks, such as the EU’s CSRD, given
their limited resources and narrow margins. Addressing this gap, we assess whether E&G practices
operate as strategic resources or instead generate short-term financial trade-offs in resource-constrained
settings. Using data from 1,390 small restaurants and applying partial least squares structural equation
modelling (PLS-SEM), we evaluate the effects of E&G practices on operational efficiency, profitability,
and productivity. Results reveal significant negative associations across all outcomes, indicating that E&G
adoption may increase operational and financial pressures without producing immediate improvements.
The study contributes to the hospitality and SME sustainability literature in three ways. First, it provides
sector-specific evidence on how E&G practices shape firm outcomes in small restaurants. Second, it
clarifies the short-run tensions SMEs face when implementing sustainability initiatives amid emerging
regulatory expectations. Third, it advances an approach for measuring observable E&G practices in
micro-enterprises, addressing persistent challenges in sustainability-SME assessment. Overall, the
findings question assumptions of uniformly positive sustainability effects and underscore the need for
context-sensitive sustainability policies and managerial strategies in the hospitality sector.
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1. Introduction

Sustainability has shifted from a peripheral concern to a strategic business imperative, driven by
the consensus that environmental compliances enhance investor value and supports long-term
performance (Maak & Pless, 2009; Dong, 2023). This is supported by an expanding body of research
linking sustainability practices to various financial and governance outcomes (Belas et al., 2024; Gillan et
al., 2021; Juracka & Valaskova, 2025; Kovermann & Velte, 2021; Lagasio & Cucari, 2019; Lopez-Torres
et al., 2025; Poliakova et al., 2024; Rahi et al., 2021; Velte, 2022). Furthermore, mandatory disclosure
frameworks like the EU’s CSRD position ESG as a source of competitive advantage (Yadav et al., 2025;
EU CSRD, 2022) and align ethical conduct with competitiveness (Friede et al., 2015).
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The restaurant industry, a cornerstone of the European economy (European Labor Authority,
2024; Maynard et al., 2021), represents a relevant setting for these dynamics. Sustainability in this sector
has become a strategic necessity, shaped by consumer expectations and regulatory pressures (Elhoushy
& Jang, 2023; Kim & Hall, 2020). However, the sector is characterized by intense competition and narrow
margins, heightening its vulnerability to new pressures (Dani et al., 2021; Rasoolimanesh et al., 2023).

While the sustainability—performance link is well documented in large corporations and major
hospitality groups (Babajee et al., 2022; Rhou, & Singal, 2020; Waddock & Graves, 1997), this perspective
fails to capture the reality of small and family-owned restaurants. These SMEs operate with limited
financial, technical, and managerial slack (Durrani et al., 2024; Jansson et al., 2017; Pillai & Williams,
2022), making the costs of E&G implementation a critical threat to financial survival (Dani et al., 2021;
Rasoolimanesh et al., 2023). Existing research on sustainability in the small restaurant sector is scarce
(Flagstad et al., 2022; Tandon et al., 2024) and largely focused on consumer-facing outcomes (Namkung,
& Jang, 2013). This omission is critical, as their size exposes them to short-term cost pressures that may
not be immediately offset by revenue gains (Cerciello et. all., 2023).

We focused exclusively on Environmental (E) and Governance (G) dimensions because they
yield direct, measurable operational outcomes, like energy efficiency and process control, that align with
our study metrics (return, efficiency). Conversely, the Social (S) dimension produces indirect, long-term
benefits (e.g., trust, morale) that are not immediately short-term observable, and could confound the
analysis. Consequently, the research question is: Do E&G practices in small European restaurants act as
strategic resources for performance, or do they impose short-term financial trade-offs?

To address this gap, we employ the Resource-Based View (RBV) (Barney, 1991) and Stakeholder
Theory (Freeman, 1984). RBV frames E&G initiatives as capabilities that enhance competitiveness
(Aragén-Correa & Sharma, 2003), influence financial outcomes (Sharma et al., 2019), and contribute to
intangible assets (Ademi & Klungseth, 2022; da Cunha et al., 2025). Stakeholder Theory emphasizes
alignment with expectations (Freeman et al., 2007; Horisch et al., 2014), which builds trust and firm value
(Aydogmus et al., 2022). Together, these lenses provide a robust justification for analysing how E&G
practices shape performance in resource-constrained small restaurants.

This study offers three specific contributions to the literature: First, refining the sustainability—
performance debate in SMEs, we provide crucial evidence on the short-term financial trade-off in
resource-constrained contexts, challenging the universal "win-win" perspective prevalent in the general
sustainability literature. Second, by addressing a sectoral omission, we extend sustainability research into
the underrepresented sector of small restaurants, providing insight into how sustainability policies affect
this economic segment. Third, precise causal testing: by deliberately excluding the social dimension from
the ESG measurement, we offer a precise test of the direct impact of measurable Environmental and
Governance practices on specific financial metrics (operational efficiency, profitability, and productivity),
enriching both academic theory and managerial practice.

The remainder of the paper presents the literature review and hypotheses, followed by data and
measures, methodology and results, discussions, and finally the conclusion.

2. Literature review

2.1 Theoretical foundations

This study builds on two complementary perspectives: the Resource-Based View (RBV) and
Stakeholder Theory. The RBV conceptualizes E&G practices as strategic resources that can generate
sustained competitive advantage (Barney, 1991), while Stakeholder Theory emphasizes the performance
benefits of managing stakeholder relationships (Freeman, 1984). Although Agency Theory is widely used
in E&G research (Jensen & Meckling, 19706), its applicability to small owner-managed restaurants is
limited due to the overlap between ownership and management.
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According to the RBV, competitive advantage stems from possessing valuable, rare, inimitable,
and non-substitutable resources (Barney, 1991, 2001). Sustainability practices are often categorized as
such, delivering reputational and operational benefits (Hart, 1995). Empirical studies confirm that robust
sustainability commitment fosters intangible assets, legitimacy, trust, and innovation capacity, which
underpin value creation (Brammer et al., 2012; Surroca et al., 2010). Investments in environmental
management systems, transparent governance, and ethical supply chains can therefore be interpreted not
merely as compliance measures but as distinctive capabilities that enhance firm performance (Delmas et.
al., 2013; Flammer & Luo, 2017). However, the RBV highlights a critical challenge for SMEs:
sustainability initiatives can strain limited resources through high compliance costs and the diversion of
managerial focus from core operations (Baumann-Pauly et al., 2013; Jenkins, 2009). This resource
constraint is particularly relevant in hospitality, where certification often leads to increased costs
(Nicholls, 2015). Conversely, while evidence from large firms suggests that sustainability integration
improves efficiency and stakeholder relations, leading to superior risk-adjusted returns and resilience
during crises (Chen et al., 2022; Clark et al., 2015; Eccles et al., 2014, 2015), Contingency Theory posits
that these performance outcomes are ultimately conditional upon firm scale and industry-specific
contexts (Sousa & Voss, 2008).

Stakeholder Theory complements this view by focusing on the relational dimension, viewing the
firm as embedded in networks of stakeholders, customers, employees, regulators, and communities,
whose expectations must be balanced to secure legitimacy and long-term success (Freeman, 2023).
Instrumental approaches emphasize that proactive sustainability engagement reduces conflict, builds
trust, and enhances legitimacy, thereby constituting a source of competitive advantage (Donaldson &
Preston, 1995; Jones et. al., 2018). In small, community-dependent restaurants, this relational asset is vital,
as confirmed by studies linking responsible practices to brand equity and loyalty in hospitality (Chen et
al., 2022; Namkung & Jang, 2013; Nguyen, 2020).

In summary, the integration of RBV and Stakeholder Theory provides a comprehensive
framework to examine the tension between the strategic potential of E&G and the resource limitations
that impose short-term costs on small restaurants.

2.2 E&G and operational efficiency

Operational efficiency, measured by resource utilization (e.g., asset and inventory turnover), is
critical in the cost-sensitive restaurant sector. Research suggests that integrating E&G practices enhances
efficiency through process innovation, cost reduction, and strengthened resource allocation (Eccles et al.,
2014; Hart, 1995; Surroca et al., 2010). Such practices create organizational capabilities that optimize
processes (Chuang & Huang, 2018) and improve supply management in hospitality (Kim & Hall, 2020;
Namkung & Jang, 2013). E&G initiatives (e.g., energy efficiency, eco-certification) are thus interpreted
as RBV resources that generate operational advantages and reinforce legitimacy via Stakeholder Theory
(Barney, 1991; Kotsantonis et al., 2016; Rodriguez-Fernandez, 2016). While general evidence supports
efficiency gains (Chen et al., 2022; Clark et al., 2015), small restaurants face disproportionately high initial
capital and organizational costs for compliance and technology upgrades (Jenkins, 2009). Stricter
environmental regulations can reduce SME growth for up to two years (Zhong et al., 2025), illustrating
the significant short-term burden they create. Early-stage environmental improvements typically raise
operating costs (Majid et al., 2023), reinforcing a short-term cost—benefit trade-off. Because financial
returns emerge only after a delay, these investments strain working capital and asset utilization in the
short run. We therefore hypothesize that:

H1: The adoption of Environmental and Governance (E&G) practices in small restaurants is
associated with a short-term trade-off that negatively impacts operational efficiency.

2.3 E&G and profitability
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Profitability is the most studied outcomes in the sustainability—performance debate, with meta-
analyses reporting a predominantly positive relationship, with governance quality often the strongest
driver (Friede et al., 2015; Orlitzky et al., 2003). Mechanisms include reduced capital constraints (Cheng
et al., 2014; Dhaliwal et al., 2011), enhanced accounting profitability (ID’Amato, 2024; Eccles et al., 2014),
and stronger competitiveness (Rodriguez-Fernandez, 2016; Saeidi et al., 2015). In the hospitality sector,
sustainability engagement is linked to customer loyalty and revenue productivity (Inoue & Lee, 2011;
Kang et al., 2010), crisis resilience (Chen et al., 2022), and yields broadly positive outcomes across
countries (Alatawi et al., 2023; Hwang et al., 2024; Ubeda-Gatcia et al., 2021). However, these gains rely
on firms’ ability to absorb upfront costs and leverage reputation effects, requirements that resource-
constrained small restaurants struggle to meet (Baumann-Pauly et al., 2013). Consequently, short-term
investments in E&G practices are likely to depress profitability rather than improve it (Cerciello et al.,
2023), supporting the trade-off view. This is compounded by the lack of standardized ESG ratings for
SMEs, which prevents smaller firms from capturing the market value typically associated with
sustainability reporting (Fabijaniska et al., 2025; Nguyen, 2020). We therefore hypothesize that:

H2: The adoption of Environmental and Governance (E&G) practices in small restaurants is
associated with a short-term trade-off that negatively impacts profitability.

2.4 E&G and productivity

Productivity reflects how effectively labour inputs are converted into financial outcomes such as
revenue and profit, and is critical in labour-intensive service settings (Guilding, 2012; Hinkin & Tracey,
2000). From the RBV, E&G practices reinforce human capital and organizational routines, enhancing
labour productivity (Barney, 1991; Hart, 1995). Investments in efficiency and systematic waste
management reduce inefficiencies (Ambec & Lanoie, 2008; Hart & Ahuja, 1996). Stakeholder Theory
adds that compliance and transparency foster legitimacy and stability, improving employee cooperation
(Donaldson & Preston, 1995; Jones et al., 2018). Empirically, sustainable practices boost revenue per
employee via demand-side gains (Namkung & Jang, 2013) and lower overhead costs (Eccles et al., 2014;
Inoue & Lee, 2011), amplified by governance quality (He et al., 2024). While the long-term benefits are
clear, small, labour-intensive restaurants face immediate friction. The high initial training and process
disruption costs associated with new E&G systems (Delmas & Pekovic, 2013; Jenkins, 2009) temporarily
decrease labour efficiency and morale, leading to a short-term drop in measured productivity (Escoz
Barragan & Becker, 2025). We therefore hypothesize that:

Figure 1. Research model
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H3: The adoption of Environmental and Governance (E&G) practices in small restaurants is
associated with a short-term trade-off that negatively impacts productivity.

We show the research model in Figure 1 based on the previously mentioned considerations. The
model checks the relationships between E&G practices and the company’s outcomes (H1, H2, and H3).

3. Methods

3.1 Sample

To test our hypotheses, we extracted data from the Orbis Europe database, which provides
standardized financial and sustainability information on private firms using Moody’s ESG metrics. The
final sample consists of 1.390 small restaurant companies across Europe, after data cleaning and the
removal of incomplete records. Sustainability data were available for 2021 period, which was selected as
the reference year, since the 2022 dataset included only seven listed firms in the sector and was therefore
not representative.

3.2. Variables
3.2.1 Dependent variables

In this study, three dependent variables were selected to assess the operational and financial
performance of restaurants in relation to their E&G practices.

3.2.1.1 Operational efficiency

The first outcome, efficiency, was modelled as a formative construct and measured by inventory
turnover and total assets turnover. Each ratio captures a distinct facet of operational efficiency; they are
not interchangeable, so covariance between them is not required, and omitting one would alter the
conceptual domain of efficiency. In such cases, the indicators form the latent variable, so a formative
specification is appropriate in PLS-SEM (Hair et al., 2019; Diamantopoulos & Winklhofer, 2001; Petter
et al., 2007). In accounting contexts, composites built from efficiency ratios are commonly modelled
formatively (Rodgers, 2011).

3.2.1.2 Profitability

The profitability was modelled as a reflective construct, with EBIT margin, return on assets
(ROA), and return on equity (ROE) as its indicators. In this case, the indicators are manifestations of the
underlying latent concept of financial profitability (Aydogmus, et. all. 2022; Friede, et. all. 2015). A
restaurant that is more profitable is expected to consistently exhibit higher values across all these
measures. Thus, profitability is conceptualized as reflective, where the latent construct drives the
observed indicators.

3.2.1.3 Productivity
Productivity was modelled as a formative construct, assessed through payroll to revenues ratio,

revenue per employee and profit per employee. These measures reflect different dimensions of labout-
related performance, which is a particularly relevant aspect in small, labour-intensive restaurants
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(Guilding, 2012; Namkung, 2013). Since each indicator represents a distinct contribution to the broader
notion of productivity, the construct is specified as formative (Hair, et. all. 2019).

3.2.2. Independent variable

The independent wvariable, Environmental and Governance (E&G) performance, is
operationalized using standardized indicators from Moody’s ESG Solutions accessed through the Orbis
database. This dataset is particularly suitable for SMEs because it overcomes common disclosure gaps by
generating comparable E&G scores for private firms based on verifiable information such as size,
industry, and location. The Environmental (E) score reflects exposure to, and management of risks
related to resource use and waste, while the Governance (G) score captures organizational structures,
internal controls, and financial transparency. These components function as formative indicators of the
tinal E&G construct, mitigating bias common in self-reported sustainability data (Becchetti et al., 2022).

Although the original sustainability construct included environmental, governance, and social
dimensions, the social indicator displayed a negative loading, signalling weak construct validity. This is
consistent with operational realities in small restaurants, where formal social policies show minimal
adoption or variability (Kotsantonis et al., 20106). Retaining this dimension would therefore introduce
measurement noise rather than analytical value. Consequently, the final composite focuses on the more
observable and operationally relevant E and G dimensions.

4. Results

This study employed a quantitative research design to analyze the relationships among the latent
variables defined in the conceptual model. Data analysis was conducted using Smart PLS 4, which applies
the partial least squares structural equation modeling (PLS-SEM) technique (Hair et al., 2016; Wold, 1982;
Lihmoller, 1989). PLS-SEM was selected due to its appropriateness for exploring complex causal
relationships among unobserved constructs and its ability to simultaneously assess both measurement
and structural models that integrate reflective and formative constructs (Hair et al., 2016; Hair et al,,
2019).

The analytical procedure followed a two-step approach. First, the measurement model was
examined to ensure the reliability and validity of the reflective constructs, as well as the adequacy of the
formative specifications (Hair, et. all. 2019; Henseler, et. all. 2015). Once these conditions were satisfied,
the second step involved testing the structural model to evaluate the hypothesized relationships between
constructs (Chin, 2010).

To assess the significance of the path coefficients, a bootstrapping procedure was applied with
5,000 subsamples. This non-parametric resampling technique provides robust standard errors and p-
values, enhancing the reliability of statistical inference (Streukens & Leroi-Werelds, 2016; Efron &
Tibshirani, 1994).

4.1. Measurement model assessment

Table 1. Descriptive statistics, correlations, and VIF
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Descriptive Cronbach's

statistics Mean SD VIF £ s.e.  P-value alpha CR AVE
reflective construct -

E&G Outer loading 0.786 0.903 0.823
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BE&G environmental 5.204  1.525 1.723  0.894 0.011 0.000

E&G governance

score 23.935 3.566 1.723  0.920 0.007 0.000

Operational formative construct -

efficiency Outer weight n/a n/a n/a

Inventory turnover 74.827 117.793 1.007 0.386 0.096 0.000

Asset's turnover 2.007 1916 1.007 0.891 0.050 0.000
reflective construct -
Profitability Outer loading 0.813 0.882 0.716
EBIT % 0.047 0.138 1.972 0.851 0.020 0.000
ROA 6.803 15.828 2306 0.950 0.012 0.000
ROE 32.388 158.956 1.562 0.722 0.040 0.000
formative construct -
Productivity Outer weight n/a n/a n/a
Payroll to revenue
ratio 27.502 12708 1.221 0.806 0.059 0.000
Revenue per
employee 0.291  0.260 1.087 0.789 0.050 0.000

Profit per employee  0.041  0.140 1.135 0.640 0.062 0.000

Source: authors’ own elaboration from Smart PLS4 output

To verify that the observed variables accurately captured their intended latent constructs, we
assessed measurement quality using different criteria for reflective and formative constructs.

4.1.1 Reflective constructs (E&G and Profitability)

For reflective constructs, we first evaluated outer loadings (A). All indicators loaded strongly on
their respective constructs, with values ranging from 0.722 to 0.950, exceeding the minimum
recommended threshold of 0.5 (Hair, et. all. 2011; Hair, et. all. 2019). This confirms that each indicator
contributes substantially to the measurement of its latent construct.

Convergent validity was assessed using the Average Variance Extracted (AVE). Both ESG (AVE
= 0.823) and Profitability (AVE = 0.7106) exceeded the recommended value of 0.50 (Werts et al., 1974;
Hair, et. all. 2019), indicating that the constructs explain a large proportion of variance in their indicators.

Internal consistency reliability was confirmed through Composite Reliability (CR) and
Cronbach’s Alpha (Chin, 1998; Nunnally & Bernstein,1994). For ESG, Cronbach’s alpha was 0.786, and
CR was 0.903, while for Profitability, Cronbach's alpha was 0.813 and CR was 0.882. All values exceeded
the 0.7 threshold (Nunnally & Bernstein, 1994), confirming that the indicators are reliable in measuring
their constructs.

4.1.2 Formative constructs (Operational efficiency and Productivity)
For formative constructs, reliability and validity assessment follow a different logic, since

indicators are not expected to be highly correlated but instead represent distinct dimensions of the
construct. Hair et al. (2022) suggest that formative indicators should have outer weights of at least 0.20
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to reach statistical significance, while the variance inflation factor (VIF) should remain well below 3 to
rule out multicollinearity.

We evaluated the outer weights and their statistical significance. For Operational Efficiency, both
Inventory Turnover (weight = 0.386, p < 0.001) and Asset Turnover (weight = 0.891, p < 0.001) were
significant, confirming that each indicator contributes uniquely to the construct. Similarly, for
Productivity, Payroll-to-Revenue Ratio (0.789, p < 0.001), Revenue per Employee (0.789, p < 0.001), and
Profit per Employee (0.640, p < 0.001) all showed significant contributions, supporting the validity of
the formative measurement.

To assess potential multicollinearity among the formative indicators, we examined their Variance
Inflation Factor (VIF) values. All scores were substantially below the conservative cut-off of 3 proposed
by Hair et al. (2019), thereby confirming that multicollinearity is not a concern for the measurement
models.

Table 2. Discriminant validity

Fornell-Larcker E&G Profitability
E&G 0.907

Profitability -0.157 0.846
Heterotrait - Monotrait (HTMT) ESG Profitability
E&G

Profitability 0.170

Source: authors’ own elaboration from Smart PLS4 output

Discriminant validity was examined through multiple complementary approaches. First, we
applied the Average Variance Extracted (AVE) criterion (Fornell & Larcker, 1981), which is suitable for
reflective measurement models (Barclay et al., 1995). An AVE value above 0.50 (Chin, 1998) indicates
adequate discriminant validity at the construct level, and this requirement was satisfied for all reflective
constructs in the study. Following the Fornell-Larcker criterion, discriminant validity is further
established when the square root of each construct’s AVE is greater than its correlations with other latent
variables (Fornell & Larcker, 1981; Chin, 1998). As reported in Table 2, this condition is consistently met,
with the diagonal AVE square root values exceeding the off-diagonal correlations. To further strengthen
the assessment, we employed the Heterotrait-Monotrait (HTMT) ratio of correlations (Henseler et al.,
2015). All HTMT values fell below the conservative threshold of 0.85, providing additional evidence of
discriminant validity.

4.2. Structural model assessment and results

PLS-SEM evaluates the structural model using several key criteria. First, the model’s explanatory
strength was assessed through the coefficient of determination (R?), with values above the 0.10
benchmark proposed by Falk and Miller (1992) regarded as acceptable. Second. The Stone—Geisser QQ?
statistic assesses predictive relevance, where values above zero confirm that the model has predictive
capability (Geisser, 1975; Stone, 1974; Hair et al., 2019; Shmueli et al., 2019). Third, the statistical
significance of path coefficients is evaluated through bootstrapping, ensuring that hypothesized
relationships are empirically supported (Chin, 1998; Henseler, et. all. 2009; Hair et al., 2016, 2023).

Table 3. Inner model assessment indicators

Inner model assessment. Q2 R2 f-square
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(formative construct) 0.057 0.060 efficiency ‘
Proﬁtal?ﬂity E&G > 0.025
(reflective construct) 0.110 0.114 profitability

Productivity E&G -> 0128
(formative construct) 0.023 0.025 productivity ’

Source: authors’ own elaboration from Smart PLS4 output.

The explanatory power of the model was evaluated using the coefficient of determination (R?).
Following Falk and Miller’s (1992) guideline, values above 0.10 are considered acceptable. In our results,
profitability (R* = 0.114) slightly exceeds this threshold, while operational efficiency (R* = 0.060) and
productivity (R* = 0.025) fall below it, indicating limited explanatory power for these constructs. In
addition, the effect size (f?) was examined to assess the relative contribution of E&G to each endogenous
variable. Based on Cohen’s (1988) benchmarks (0.02 >small, 0.15 > medium, 0.35 > large), E&G shows
small effects on efficiency (f* = 0.064) and profitability (f> = 0.025), and a small-to-moderate effect on
productivity (f* = 0.128).

Taken together, these results suggest that while E&G contributes to the variance of the three
constructs, its explanatory impact remains modest overall, with the strongest relative influence on
productivity. Although the R? values are modest, it is important to note that in PLS-SEM, low explanatory
power does not necessarily undermine the model’s value, since the approach primarily emphasizes
prediction and the identification of meaningful relationships.

Furthermore, the predictive relevance was assessed using the blindfolding procedure to calculate
Stone-Geisser’s Q? statistic (Geisser, 1975; Stone, 1974). As shown in Table 3, all endogenous constructs
yielded positive Q? values, efficiency (0.057), profitability (0.110), and productivity (0.023), confirming
that the model possesses predictive validity (Hair et al., 2022; Shmueli et al., 2019).

Table 4. Structural model: path coefficients and p-values of direct, indirect effect and total effect

Hypothesis o M SD T statistics P values
H1 E&G -> efficiency -0.246 -0.249 0.022 11.327 0.000
H2 E&G -> profitability -0.157 -0.160 0.023  6.888 0.000
H3 E&G -> productivity -0.337 -0.339 0.022 15.263 0.000

Source: authors’ own elaboration from Smart PLS4 output.

By applying the bootstrapping method with 5,000 subsamples, we assessed the path coefficients
and their statistical significance for the structural model (see Figure 2 and Table 4). Following Chin (1998),
standardized path coefficients above 0.10 are considered meaningful, while significance is established at
p < 0.05.

The analysis shows that the paths from E&G to all three performance dimensions are negative
and statistically significant. Specifically, E&G exhibits a negative effect on Operational Efficiency (8 = —
0.240, t = 11.327, p = 0.000), Profitability (8 = —0.157, t = 6.888 p = 0.000), and Productivity (3 = —
0.337, t = 15.263, p = 0.000). Thus, Hypotheses 1, 2 and 3 are supported. These findings indicate that
higher E&G scores are associated with lower efficiency, profitability, and productivity outcomes,
suggesting that E&G implementation may impose costs or resource burdens that negatively affect short-
term financial and operational performance.
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Figure 2. Tested model: path coefficients and P-value
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Figure 3. Tested model: path coefficients and P-value.
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To demonstrate the robustness and theoretical relevance of the aggregated E&G measure, a
supplemental analysis was performed where Environmental (E) and Governance (G) were modelled as
separate exogenous constructs, consistent with general ESG literature. The results confirmed a consistent
trade-off (Figure 3): The Environmental (E) model showed a significant negative relationship with
Operational Efficiency (8 = -0.275, p=0.000), Profitability (8 = -0.119, p=0.000), and Productivity (§ =
-0.275, p=0.000).The Governance (G) model also showed a significant negative relationship with
Operational Efficiency (8 = -0.203, p=0.000), Profitability (8 = -0.168, p=0.000), and Productivity ( =
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-0.366, p=0.000). The consistent negative direction of all paths in both standalone models empirically
rejects the assumption of divergent effects in this context. These findings reinforce the conclusion that
the total short-term resource burden associated with implementing E&G systems is the dominant
mechanism, thus validating the use of the aggregate E&G construct to capture the overall magnitude of
this simultaneous trade-off.

5. Discussion

This paper examined the relationship between environmental and governance (E&G) practices
and financial outcomes in small restaurants. Drawing on contingency theory, which posits that the ESG-
performance relationship is conditional on industry-specific factors, we developed a framework to assess
how E&G dimensions influence performance within resource-constrained contexts. Our empirical
analysis provides strong evidence, confirming our hypothesized negative relationship: E&G practices are
significantly associated with reduced operational efficiency, profitability, and productivity in this specific
segment. This core finding is consistent across operational, profitability, and productivity metrics and is
further supported by the robustness check (Figure 3), which showed similar negative outcomes when
disaggregating the E and G dimensions.

While predominant literature, largely focusing on large, publicly listed firms, highlights a generally
positive link between ESG and financial performance (Friede et al., 2015; Eccles et al., 2014; Margolis &
Walsh, 2003), this consensus is heavily dependent on firm scale and resource availability. Our findings
validate the prediction that in settings marked by severe contextual constraints, specifically the thin
margins, intense competition, and cost-centric nature of small hospitality firms, these factors effectively
reverse the conventional relationship. The results demonstrate that, for this sector, E&G practices
increase operating costs without generating sufficient immediate financial returns. This outcome strongly
resonates with earlier studies documenting the paradoxical effects of sustainability initiatives, which
impose short-term burdens despite their long-term promise (Aragdén-Correa & Sharma, 2003; Renard,
2003; Rojo-Suarez & Alonso-Conde, 2023).

Recent studies consistently validate our findings regarding the scale disadvantage faced by SMEs.
Zengin (2025) and Wu et all. (2022) found that the financial benefits of ESG initiatives are significantly
more likely to materialize in larger firms, which are better equipped to absorb implementation costs and
leverage reputational gains. This scale gap is further supported by Amitrano et al. (2025), who highlight
that smaller firms lack the necessary organizational intellectual capital to effectively integrate and translate
sustainability practices into a competitive advantage. Furthermore, evidence from the service sector
reinforces the observed strain: while studies on large hotels report long-term financial benefits (Pereira-
Moliner et al., 2021; Lopez-Gamero et al., 2023; Perramon et al., 2022), Matsali et al. (2025) found a
negative correlation between ESG scores and financial performance (ROA) in listed tourism services.
This suggests the high initial cost and organizational complexity create a steep J-curve effect (Klassen &
Whybark, 1999) that is particularly challenging for small firms with minimal operating slack.

To better understand these dynamics, our results are interpreted through the combined lenses of
Resource-Based Theory (RBT) and Stakeholder Theory. From an RBT perspective, E&G practices in
small restaurants frequently require significant commitments of financial capital, managerial time, and
organizational routines that often fail to satisfy the criteria for sustained competitive advantage, valuable,
rare, inimitable, and non-substitutable (Barney, 1991). The scale disadvantages of certification schemes
and compliance mean that fixed costs overwhelm efficiency gains for SMEs (Renard, 2003; Jaffee, 2007).
Durrani et all. (2024) explicitly cite lack of finance and high initial costs as major barriers for SMEs
adapting environmental sustainability. E&G practices consume resources that are neither distinctive nor
effectively deployable, creating operational inefficiencies by redirecting capital and managerial time from
core business activities (Taylor, 2005; Delmas & Toffel, 2008). Without strong dynamic capabilities to
reconfigure resources and integrate sustainability (Aragén-Correa & Sharma, 2003; Schaltegger &
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Wagner, 2000), these commitments remain liabilities rather than sources of competitive advantage
(Pinske & Kolk, 2012; Hart & Dowell, 2011). Stakeholder Theory offers a complementary explanation.
Firms adopt E&G practices to secure legitimacy with customers and regulators (Freeman, 1984;
Donaldson & Preston, 1995). However, if stakeholder demands, including greater ESG disclosure
burdens (Mahmood et all., 2025), exceed a small firm's ability to respond credibly, the firm may face
reputational risks (Chatterji et all., 2009). The difficulty of producing credible and comparable
sustainability reporting (Boiral & Henri, 2017) can lead to perceptions of greenwashing, which weakens
trust and reduces expected returns (Lyon & Montgomery, 2015). In these cases, stakeholder pressures
paradoxically weaken financial outcomes because the costs of conforming outweigh the non-financial
benefits, especially when demands exceed organizational capacity.

Taken together, these results confirm that sustainability practices are not uniformly beneficial.
Their impact depends on the interaction of firm resources, stakeholder expectations, and industry-
specific conditions. For small European restaurants, sustainability increases operating costs without
delivering immediate financial rewards, amplifying existing vulnerabilities in a highly competitive, low-
margin sector. Consistent with RBT, E&G practices become a disadvantage when they consume
resources that are neither distinctive nor effectively deployable. Future research should therefore
investigate the boundary conditions that determine whether E&G practices serve as strategic assets or
liabilities (Porter & Kramer, 2006; Hart & Dowell, 2011).

6. Conclusion

In sum, our findings contribute a critical nuance to sustainability scholarship, establishing that in
resource-constrained, micro-scale hospitality contexts, Environmental and Governance practices
function more as performance burdens than strategic assets. The study empirically demonstrates that, for
small European restaurants, the financial, organizational, and managerial costs of E&G adoption
currently outweigh the potential competitive advantages, leading to reduced operational efficiency,
profitability, and productivity. This is primarily due to scale disadvantages and implementation capacity
constraints, which prevent these firms from effectively converting their sustainability commitments into
valuable, inimitable resources. Research and theory show that scale and implementation capacity
determine whether the adoption of sustainability adds value or imposes costs.

This papet's primary audience includes academics studying ESG, SME management, and
contingency theory; policymakers responsible for drafting sustainable finance regulations; and industry
professionals managing small, independent restaurants. For policymakers, the evidence underscores the
urgent need for context-sensitive ESG guidelines that account for the operational realities of small firms
(Fenwick, 2022; Garrido-Ruso et al., 2024). Simplified reporting mechanisms and subsidized capital
investment are necessary to mitigate the disproportionate burdens of compliance. For managers, the
study advises a strategic, incremental adoption of E&G practices, prioritizing basic, cost-saving initiatives
over complex, resource-intensive certification schemes that require organizational scale.

7. Future Research

While this study offers robust empirical evidence regarding the negative financial trade-offs of
E&G practices in small European restaurants, its limitations suggest several promising avenues for future
research. The primary constraint lies in the cross-sectional nature of the data, which prevents definitive
conclusions regarding causality. Consequently, future work must prioritize conducting rigorous tests on
the direction of causality, particularly investigating the possibility of reverse causation, where robust
financial health may be a prerequisite for achieving high ESG performance in resource-constrained
SMESs, rather than a consequence of it (Gaal & Nagy, 2025). Furthermore, it remains crucial to investigate
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the boundary conditions that determine whether E&G practices serve as strategic assets or liabilities.
This calls for longitudinal and contextual studies that track small restaurants over extended time horizons
to precisely determine the elusive J-curve inflection point, enabling researchers to identify when initial
cost burdens transition into sustained financial gains. Such studies should also investigate how factors
such as consumer willingness to pay and local regulatory regimes modify the observed trade-offs across
national contexts in Europe. Finally, given the aggregated nature of the E&G construct in this study,
future research should specifically isolate and disaggregate the governance dimension to determine which
specific practices, such as formal ethics codes versus simple financial oversight, are most costly or
beneficial for the management and performance of small, family-run firms.
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