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RÉSUMÉ 

Cette thèse consiste en trois articles qui examinent divers aspects de la relation entre le 
risque et la performance sociale (PS). 

Le premier article examine la relation entre PS et le risque des entreprises non financières 
durant la période 1991-2007. Nos résultats montrent que la mesure agrégée de PS, qui 
combine les forces et les faiblesses sociales, est négativement reliée à la volatilité des 
rendements et au risque idiosyncratique. Après avoir divisé la mesure agrégée de PS afin de 
distinguer les forces et les faiblesses sociales, nous constatons que les forces et les faiblesses 
sociales sont positivement reliées à la volatilité et au risque idiosyncratique. Il y a une 
relation asymétrique dans laquelle l'impact des faiblesses sociales sur le risque est plus élevé 
que l'impact des forces sociales. Nous avons examiné également la question de causalité 
inverse et avons trouvé que les risques total et idiosyncratique sont positivement associés aux 
forces et aux faiblesses sociales. Cela implique que le risque affecte à son tour PS. Enfin, 
nous avons examiné la direction de causalité entre le risque et PS. Les résultats montrent 
qu'il y a une relation bidirectionnelle entre les forces sociales et le risque, et une relation 
unidirectionnelle du risque vers les faiblesses sociales. 

Le deuxième article examine la relation entre les dimensions individuelles de PS et les 
risques total et idiosyncratique pom les entreprises non financières dmant la période 1991-
2007. Nos résultats montrent que seulement certaines dimensions de PS affectent le risque. 
Pour les entreprises du S&P500, les faiblesses sociales des dimensions employés, 
gouvernance et diversité augmentent le risque, tandis que les forces des dimensions 
communauté (diversité) réduisent (augmentent) le risque. Pom les entreprises non incluses au 
S&P500, les faiblesses (forces) sociales de la dimension employée (diversité) augmentent le 
risque, tandis que les forces en matière d'environnement réduisent le risque. Enfin, nous 
avons examiné les liens de causalités et avons trouvé que la causalité a tendance à varier 
selon les différentes dimensions de PS. 

Le troisième article examine l'impact de PS sur le risque (total, systématique, 
idiosyncratique, Valeur à Risque (VaR)) pour un échantillon d'entreprises financières durant 
la période 1991-2007. Nous avons trouvé que la mesure agrégée de PS (faiblesses sociales) 
est négativement (positivement) reliée à toutes les mesures de risque. L'impact négatif du PS 
sur le risque est donc dû principalement à des faiblesses sociales, ce qui suggère une relation 
asymétrique entre PS ct le risque. Nous avons trouvé aussi que les faiblesses sociales des 
dimensions employées, produit et gouvernance affectent positivement toutes les mesures de 
risque, tandis que les forces sociales en matière de produit affectent positivement la VaR. 
Enfin, une analyse supplémentaire montre que PS affecte le risque des banques et des firmes 
d'investissement (courtage), mais non pas les entreprises d'assurance. 

Mots clés : Volatilité, risque idiosyncratique, risque systématique, valeur à risque (VaR) , 
performance sociale, forces sociales, faiblesses sociales. 



ABSTRACT 

This thesis is comprised of three papers addressing severa[ aspects of the relationship 
between the firm's risk and social perfotmance (SP) . 

The first paper examines the relationship between the fitm's risk and SP using 16,599 
U.S. firm-year observations covering the period 1991 -2007. We find that the aggregate 
measure SP, which combines strengths and concerns, is negatively related to stock return 
volatility and idiosyncratic risk. After splitting the aggregate measure SP into its strengths 
and concerns components, we find that both concerns and strengths scores are positively 
related to the fitm's volatility and idiosyncratic risk. There is also evidence of an asymmetric 
relation where the impact of concerns on volatility and idiosyncratic risk is stronger than the 
impact of strengths. We also examine the reverse causality issue and find that total and 
idiosyncratic risks are positively associated with both concerns and strengths scores. This 
implies that the relation between SP and a firm's risk also rw1s from risk to SP. Finally, we 
examine the direction of causation between firm risk and SP. The results show that there is a 
bi-directional causality between finn's risk and strengths, and a unidirectional causality from 
firm's risk to concerns. 

The second paper examines the impact of the individual dimensions of SP on firm's risk 
(total and idiosyncratic) using 16,599 U.S. firm-year observations over the period 1991-2007. 
We find that not all SP dimensions are relevant for firm risk. For the whole sample, we find 
that Employee, Diversity, Governance and Human Rights concerns positively affect firm's 
risk, whereas Diversity and Governance strengths positively affect firm's risk. When splitting 
the sample based on S&P500 membership, we find that Employee, Diversity and Governance 
concerns positively affect firm's risk, whereas Community (Diversity) strengths negatively 
(positive1y) affect fitm's risk for S&P500 firms. For non S&P500 firms, Employee concerns 
and Diversity strengths positively affect firm's risk, whereas Environment strengths 
negatively affect fitm's risk. We also find that the direction of causation tend to vary along 
the different SP dimensions. 

The third paper examines the impact of SP on the financial firm's risk (total, 
idiosyncratic, systematic and tail (VaR)) for a sample of 4132 financial firm-year 
observations covering the period 1991-2007. We find that the aggregate measure of SP 
( concerns) is significantly and negatively (positive! y) related to a financial firm's risk. The 
negative impact of SP on a financial firm's risk is mainly due to concerns, which suggests an 
asymmetric relation between SP and a financial firm's risk. We also find that Employee, 
Product and Corporate Governance concerns positively affect all risk measures, whereas 
Product strengths positively affect the VaR. Additional analysis shows that SP affects the risk 
of banks and trading firms, but not insurance firms. 

Keywords: Volatility, idiosyncratic risk, systematic risk, value at risk (VaR), social 
performance, strengths, concerns. 



INTRODUCTION GÉNÉRALE 

La relation entre la perfonnance sociale (PS) et la performance financière (PF) a été 

largement étudiée dans la littérature académique, mais les résultats sont mitigés (Ullmann, 

1985; Pava et Krausz, 1996; Griffin and Mahon, 1997; Frooman, 1997; Roman et al., 1999; 

Orlitzky and Benjamin, 2001; Margolis et Walsh, 2003; Orlitzky et al., 2003; Mattingly et 

Berman, 2006; Baron et al., 20 ll ). 1 Griffin et Mahon ( 1997) et Preston et O'Bannon (1997) 

soutiennent que la relation, si elle existe, entre PS et PF n'a pas été complètement prouvée. 

Aujourd'hui encore, aucun consensus clair n'existe (Baron et al., 2011). La diversité des 

mesures de la performance financière, et la difficulté et la complexité d'évaluation de la 

performance sociale sont parmi les principales raisons évoquées pour expliquer cette 

divergence des résultats (Waddock et Graves, 1997; Carroll, 2000; Margolis et Walsh, 2003; 

Orlitzky et al., 2003; Mattingly et Berman, 2006). Un récent courant de recherche explore 

une nouvelle piste en soutenant que PS est plutôt reliée au risque qui affecte à son tour la 

profitabilité ou la rentabilité (Starks, 2009). Cette thèse s'inscrit dans ce nouveau courant de 

recherche et étudie la relation entre la performance sociale (PS) et le risque des entreprises . 

En pmiiculier, les deux premiers articles de la présente thèse analysent divers aspects de la 

relation entre la performance sociale (PS) et le risque pour les entreprises non financières. Le 

troisième article étudie la relation entre la performance sociale (PS) et .le risque pour les 

entreprises financières. 

L'objectif principal de cette thèse est de contribuer à une meilleure compréhension de la 

relation entre la performance sociale (PS) et le risque des entreprises. Sa pertinence réside 

dans le fait qu'elle vise à fournir un test direct du potentiel de réduction du risque associé à 

PS. 

1 Il existe essentiellement trois courants d'études empiriques sur la relation entre PS et PF. Le premier 
courant d'études utilise les analyses de corrélations et de régressions, le second courant d'études utilise 
la méthodologie des études d'événements, et le troisième courant d'études analyse la performance des 
portefeuilles (fonds communs de placement ou portefeuilles artificiellement construits) socialement 
et/ou environnementa1ement responsables. 
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Le premier article examine la relation enh·e la performance sociale, au niveau global, et le 

risque des entreprises non financières. Nous examinons les relations entre d'une part, des 

mesures agrégées de PS, des forces (strengths) et des faiblesses (concerns) sociales, et 

d'autre part, le risque total et ses composantes systématique et idiosyncratique. Plusieurs 

arguments théoriques proposés dans la littérature suggèrent qu'une bonne (mauvaise) PS 

réduit (augmente) le risque de l'entreprise. Par exemple, la théorie des pariies prenantes 

souligne l'importance de la gestion des risques sociaux et envirotmementaux qui pourrait 

réduire le risque global de l'entreprise (McGuire et al., 1988; Waddock et Graves, 1997). Les 

investisseurs pourront percevoir l'entreprise ayant une PS supérieure comme étant moins 

susceptible de faire l'objet de crises sociales ou environnementales. De même, l'argument de 

reconnaissance des investisseurs suggère que les entreprises ayant une bonne PS, peuvent 

élargir leur base d'investisseurs et faciliter ainsi leur accès aux capitaux en attirant en plus des 

investisseurs individuels et institutionnels conventionnels ceux socialement responsables 

(Heinkel et al., 2001; Mac key et al., 2007). Ces investisseurs socialement responsables 

peuvent augmenter la demande pour les opportunités d'investissement socialement 

responsable, et par conséquent réduire leur risque. 

Le premier atiicle vise à vérifier à pariir d'un large échantillon d'entreprises non 

financières et sur la période 1991-2007, la relation entre les risques (total, idiosyncratique et 

systématique) de l'entreprise et sa performance sociale. Nous y faisons l'hypothèse que 

chaque dimension utilisée pour évaluer PS (par exemple, la communauté, les relations avec 

les employés, l'environnement) a la même importance que les autres dimensions dans le 

calcul de nos mesures agrégées de PS, des forces (strengths) et des faiblesses (concerns) 

sociales. 

Toutefois, cette agrégation équipondérée de toutes ces dimensions de PS présente deux 

limites. Premièrement, la combinaison de toutes les dimensions de PS en une seule mesure 

globale peut masquer les effets de chaque dimension qui n'a pas nécessairement le même 

degré d'importance et de pertinence pour une entreprise ou un investisseur donné (Griffin et 

Mahon, 1997; Jolmson et Greening, 1999; Hillman et Keim, 2001; Rehbein et al., 2004). 

Deuxièmement, les forces et les faiblesses de chaque dimension de PS sont distinctes 

empiriquement et conceptuellement (Mattingly et Berman, 2006), et supposer un effet 
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compensatoire des forces et des faiblesses peut masquer une relation entre laPS et le risque. 

Pour prendre en compte ces limites, le deuxième article examine l'impact des dimensions 

individuelles de PS sur le risque des entreprises non financières. Dans un premier temps, 

nous utilisons une mesure agrégée de chaque dimension de PS qui combine les forces et les 

faiblesses, ensuite, dans un deuxième temps nous utilisons des mesures distinctes pour les 

forces et pour les faiblesses de chaque dimension de PS. 

La quasi-totalité des études précédentes ne distinguent pas les entreprises financières des 

autres. Elles supposent donc implicitement que les effets et la dynamique de PS sont 

similaires indépendamment de la nature de l'entreprise et de son secteur d'activité. Toutefois, 

les entreprises financières sont fondamentalement différentes des autres entreprises (Diamond 

et Rajan, 2000; Jorion, 2003). Par exemple, les actifs et les activités des banques diffèrent de 

ceux des entreprises industrielles (Diamond et Rajan, 2000). Également, les effets indirects 

de faillite sont plus faibles pour les entreprises industrielles relativement aux entreprises 

financières (Jorion, 2003). Ces dernières sont sujettes à différentes réglementations tant au 

niveau national qu'international (Jorion, 2003). Par exemple, le comité de Bâle pour la 

supervision bancaire a établi des normes de capital et de liquidité, connues sous le nom «les 

accords de Bâle 1, II et III»2
, que les banques se doivent de respecter pour opérer. Étant donné 

le caractère distinct des entreprises financières, le troisième article de la présente thèse 

examine l'impact des mesures agrégées de PS, des forces et des faiblesses sociales sur 

diverses mesures de risque des entreprises financières. Nous examinons également l'impact 

des dimensions de PS prises individuellement sur ces mesures de risque. 

Ce chapitre introductif est organisé de la manière suivante. Dans une première partie, 

nous présentons la définition et les mesures de PS retenues dans cette thèse. La deuxième 

partie discutera les études empiriques qui ont examiné la relation entre PS et certaines 

mesures de risque. La troisième et dernière partie présentera les arguments théoriques qui 

pourraient justifier la relation entre PS et le risque. Tout au long de ce chapitre, nous 

tenterons de situer notre travail de recherche et de montrer sa pertinence et ses contributions 

par rapport à la littérature existante. 

2 Les pays du G20 ont approuvé le Bâle III en novembre 2010. Pour avoir plus de détails sur le Bâle 
III, le lecteur peut consulter le site suivant: http://www.bis.org. 
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1. La performance sociale (PS) : définition, importance et mesure 

1.1. Définition et importance de la performance sociale 

Traditionnellement, l'objectif de l' entreprise est de maximiser les profits intertemporels 

ou la richesse des actionnaires (propriétaires de l' entreprise) . Cette vision de l' entreprise met 

l'emphase sur la relation entre les gestionnaïres et les actionnaires et fait de ces derniers 

l'unique partie prenante envers qui l' entreprise est redevable. Le concept de la responsabilité 

sociale des entreprises (RSE) a altéré cette vision classique en élargissant le cercle de parties 

prenantes à toute pmtie qui affecte ou est affectée par les activités de l'entreprise dont les 

clients, les employés, les foumisseurs , la communauté, l'environnement etc. , (Freeman, 

1984). La RSE soutient que les entreprises ont une obligation envers des parties prenantes 

directes ou indirectes autres que les actionnaires et ce, au-delà de ce qui est prescrit par la loi 

et les conventions syndicales (Canoll, 1999).3 Ainsi, la RSE peut se traduire par des actions 

telles que l'amélioration du bien-être des employés, l'engagement à la protection des droits de 

l'homme et l'environnement, et le soutien des communautés (par exemple, actions 

philanthropiques) . Pour mesurer la performance des entreprises par rapport à ces dimensions, 

les chercheurs ont développé le concept de performance sociale (PS) (Canoll, 1979; 1999; 

Wood, 1991 ; Waddock et Graves, 1997). 

Durant les deux dernières décennies, les concepts de RSE et de PS ont connu une 

importance croissante au sein de la communauté financière. D'abord, il y a eu l'émergence et 

la croissance des agences de notation sociales des entreprises (par exemple, KLD aux États­

Unis4, Sustainalytics qui opère au niveau global5
, EIRIS au Royaume-Uni6 et Vigeo en 

3 Carroll (1999) définit la RSE en terme managériale comme suit: « une entreprise responsable 
socialement doit s'efforcer à faire des profits, respecter la loi, être éthique et être un bon citoyen 
corporatif» (p.289). Pour répondre adéquatement aux attentes des parties prenantes pertinentes, ces 
responsabilités ne doivent pas être assumées de façon séquentielle, mais plutôt simultanément, et ce, en 
tout temps (Carroll, 1999). 
4 MSCI ESG STATS (connu auparavant sous le nom de KLD en référence à la firme KLD Research & 
Analytics Inc qui a été acquise par MSCI) . Tout au long de la thèse, on utilise l'abréviation KLD pour 
désigner cette base de données sociales. 
5 Sustainalytics a été formé à partir de la fusion entre la société néerlandaise "Sustainalytics" et la 
firme canadienne "Jantzi Research Inc" en Août 2009 (http://www.sustainalytics.com/). 
6 http ://www.eiris .org/ 
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France7
). Deuxièmement, plusieurs fonds communs de placement (par exemple, Calvert 

Enhanced Equity Pmifolio, Balanced Social. Values Plus Fund et Walden Equity Fund) et 

d'indices (par exemple, Dow Jones Sustainability Indexes, Domini 400 Social Index, Calvert 

Social Index, FTSE4Good Index, et Jantzi Social Index) qui sélectimment les entreprises sur 

la base des critères RSE ont été développés. Troisièmement, il y a un intérêt accru des 

investisseurs individuels et institutionnels pour les questions de RSE. En effet, en 2010, les 

actifs dans l'investissement socialement responsable (ISR) représentent 12.2% de tous les 

actifs sous gestion aux États-Unis et 19.1% au Canada (SIO, 201 0; SIF, 201 0). De plus, les 

principaux investisseurs institutionnels de différents pays ont signé les Principes pour 

l'Investissement Responsable (PRI), lancés en avril 2006 par les Nations -Unies. 8 Les 

principes PRI fournissent aux investisseurs institutionnels un cadre volontaire pour intégrer 

des critères sociaux, environnementaux et de gouvernance (ESG) dans leurs processus de 

sélection d'entreprises et d'activisme actionnarial afin de mieux aligner leurs objectifs avec 

ceux de la société au sens large. Quatrièment, volontairement ou contraintes par la loi, la 

plupart des entreprises, surtout les plus grandes, produisent des rapports spécifiques ou 

consacrent une section spécifique de leurs rapports annuels pour discuter des questions de 

RSE.9 

Enfin, plusieurs initiatives montrent que les effets et la dynamique de PS diffèrent en 

fonction de la nature de l'entreprise et de son secteur d'activité. Par exemple, de nombreuses 

institutions financières ont volontairement adopté des pratiques responsables de gestion 

environnementale et sociale se rapportant à l'industrie financière, telles que les Principes 

Équateur (Equator Principles) 10
, les Principes de carbone (Carbon Principles) 11

, et les 

Principes du climat (Climate Principles). 12 Cette dynamique de PS est également observée 

7 http ://www.vigeo.com/ 
8 http: //www. unpri.org/principles/ 
9 Plus de la moitié des entreprises incluses dans le Fortune 1000 publient des rapports spécifiques qui 
traitent des questions de RSE (Tsoutsoura, 2004). Certains états ont légiféré pour rendre obligatoire le 
reporting social et environnemental, telle la France qui exige des entreprises cotées de publier dans 
leur rapport mmuel des informations sur la manière dont elles prennent en compte les conséquences 
sociales et environnementales de leur activité (loi sur les Nouvelles Régulations Économiques, appelée 
aussi loi NRE). 
10 

http://www.eq uator-principles.com 
11 http://www.carbonprinciples.org 
12 http :/ /www. theclimategroup. org/programs/the-climate-princip les/ 
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dans d'autres industries qui ont adopté volontairement des initiatives spécifiques. L'ensemble 

de ces initiatives ou actions illustrent l'engouement et le caractère irréversible de l'intégration 

de critères sociaux et environnementaux dans les évaluations des entreprises. 

1.2. Mesure de la performance sociale 

Dans les études empiriques, PS a été appréhendée par diverses mesures. Cettains ont 

proposé une mesure dichotomique traduisant l'appartenance à un indice social (Mc Williams 

et Siegel, 2000; Lee et Faff, 2009), ou encore l'adoption d'une certification sociale ou 

environnementale (Bouslah et al., 2010). D'autres ont utilisé des mesures plus générales 

allant des actions philanthropiques, des données environnementales (celles du Taxies 

Release Inventory), à des indices de réputation (par exemple, l'indice du magazine Fortune), 

ou encore des notations couvrant plusieurs aspects ou dimensions de la RSE telles que celles 

de KLD (Griffin et Mahon, 1997; Margolis et Walsh, 2003). La notation de KLD, mesure 

multidimensionnelle de la RSE, a souvent été utilisée dans les études empiriques (Mattingly 

et Berman, 2006; Harjoto et Jo, 2011). Waddock (2003) souligne la pettinence d'utiliser cette 

mesure parce qu'elle est factuelle, fiable, de vaste pottée, et maintenue avec cohérence et 

transparence. 

Cette mesure permet d'évaluer plusieurs dimensions de laPS qui peuvent être regroupées 

en deux catégories: les dimensions qualitatives et les dimensions d'exclusion. Les dimensions 

qualitatives comprennent à la fois les actions positives (forces sociales ou strengths) et les 

actions négatives (faiblesses sociales ou concerns). Les dimensions qualitatives comprennent 

les relations avec les communautés, celles avec les employés, la diversité, l'environnement, le 

produit, les droits de l'homme et la gouvernance d'entreprise. En revanche, les dimensions 

d'exclusion comprennent uniquement des actions négatives (faiblesses sociales ou concerns) 

telles que perçues par certains acteurs qui considèrent que ces activités sont nocives pour 

l'être humain et son environnement. Les dimensions d'exclusion incluent les entreprises dont 

les activités sont dans l'une des industries suivantes : l'alcool, les jeux de hasard, les armes à 

feu, le militaire, le nucléaire, et le tabac. Pour illustrer l'utilisation de ces dimensions, les 

gestionnaires des indices socialement responsables (par exemple, les indices Dow Jones 
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Sustainability Index (DJSI) et Domini Social Index (DSI 400)), utilisent les dimensions 

qualitatives pour sélectionner les entreprises ayant certaines caractéristiques souhaitables, et 

utilisent les dimensions d'exclusion pour écarter de leur processus de sélection les entreprises 

ayant certains attributs indésirables. 

Cette thèse utilise les notations sociales de KLD pour mesurer PS pour tm large 

échantillon d'entreprises américaines. Dans les premier et troisième articles, nous utilisons 

trois mesures agrégées des différentes dimensions de PS. La première mesure est une mesure 

agrégée de PS qui combine les forces et les faiblesses sociales de l'entreprise. Les deuxième 

et troisième mesures sont, respectivement, des mesures agrégées des forces et des faiblesses 

de toutes les dimensions de PS. 13 Rappelons que l'échantillon du premier article est composé 

uniquement d'entreprises non financières , alors que celui du troisième article ne comprend 

que les entreprises financières. Le choix d'utiliser des mesures agrégées de PS est motivé par 

des raisons de comparabilité avec les études antérieures. En effet, une grande majorité de ces 

études ont utilisé une mesure agrégée de PS qui combine plusieurs dimensions, sans toutefois 

distinguer les forces des faiblesses sociales des entreprises. 

Cependant, l'agrégation de toutes les dimensions en une seule mesure globale peut 

masquer les effets des dimensions individuelles (Griffin et Mahon, 1997; Jolmson et 

Greening, 1999; Hillman et Keim, 2001; Rehbein et al., 2004). De plus, l'hypothèse implicite 

que chaque force et chaque faiblesse sociale a la même importance que les autres est 

inappropriée (Mattingly et Berman, 2006; Sharfman et Fernando, 2008). Ainsi, Mattingly et 

Berman (2006) soutiennent que les actions sociales positives (forces) et négatives (faiblesses) 

sont distinctes empiriquement et conceptuellement et ne devraient pa~ être combinées. Ces 

auteurs ont trouvé que les forces et les faiblesses sociales, telles que mesurées par les données 

KLD, pour la même dimension ne covarient pas dans des directions opposées, c'est à dire, 

elles · ne mesurent pas des côtés opposés du même construit sous-jacent. En résumé, les 

recherches antérieures soulignent l'importance de distinguer entre une mesure agrégée (ou 

globale) et des mesures désagrégées de PS. 

13 La mesme agrégée de PS combinant les forces et les faiblesses sociales, ainsi que la mesure agrégée 
des faiblesses sont calculées avec et sans les dimensions d'exclusion, et ce, afin d 'examiner leur impact 
sur les résultats. 
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Dans les deuxième et troisième articles, nous utilisons d'abord des mesures des 

dimensions individuelles de PS qui combinent les forces et les faiblesses de chaque 

dimension de PS, ensuite nous utilisons des mesures distinctes pour les forces et les faiblesses 

pour chaque dimension de PS. Ainsi , notre travail de recherche vise à examiner l'ensemble 

des relations potentielles entre d'une part, PS agrégée et ses dimensions, et d' autre part, le 

risque pour les entreprises non financières (articles 1 et 2, respectivement) et les entreprises 

financières (article 3). La prochaine section discutera les études empiriques qui ont examiné 

la relation entre PS et certaines mesures de risque. 

2. Les études empiriques de la relation entre performance sociale et risque 

En dépit de l'abondance des études portant sur la relation entre les performances sociale 

et financière, 14 les résultats demeurent mitigés. Même si la majorité de ces études ont utilisé 

certaines mesures de risque comme variable de contrôle dans leurs régressions (par exemple, 

l'endettement, ratio valeur aux livres 1 valeur marchande, bêta et écart-type des rendements, 

risque de faillite) , très peu de recherches ont examiné la relation entre la performance sociale 

(PS) et le risque de l'entreprise (Lee et Faff, 2009; Oikonomou et al., 2012). Notre thèse 

s'inscrit dans ce courant récent, et nos diverses mesures de risque sont les variables d'intérêts 

et sont donc les variables dépendantes dans la majorité de nos régressions. Dans notre revue 

de littérature, nous focalisons sur les études pertinentes pour notre travail de recherche. 

Quelques études empiriques ont examiné la relation entre PS et certaines mesures du 

risque de l'entreprise dans le contexte américain (Spicer, 1978; McGuire et al., 1988; 

Feldman et al., 1997; Orlitzky et Benjamin, 2001; Goss, 2007; Sharfman et Fernando, 2008; 

Lee et Faff, 2009; Luo et Bhattacharya, 2009; Oikonomou et al., 2012), dans le contexte 

canadien (Boutin-Dufresne et Savaria, 2004) et dans le contexte britannique (Salama et al., 

2011). Il semble qu'un consensus se dégage autour de la relation entre PS et le risque. En 

effet, dans leur méta-analyse basée sur 18 études, Orlitzky et Benjamin (2001) concluent que 

SP est corrélée négativement avec diverses mesures du risque, et que la corrélation est plus 

14 Dans ces études, la performance financière (PF) a été mesurée par les rendements des cours bousiers 
(par exemple, Galema et al., 2008; Godfrey et al. , 2009) ou par des ratios financiers (par exemple, 
Waddock et Graves, 1997; Harjoto et Jo, 2008). 
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f01ie avec les mesures du risque calculées à pa1iir des cours boursiers relativement aux 

mesures de risque calculées à partir des données comptables. Ainsi, par exemple, Spicer 

(1978) a trouvé que les entreprises moins polluantes ont un risque total (écart-type des 

rendements) et un risque systématique (bêta) moins élevés relativement aux entreprises plus 

polluantes. En adoptant une approche plus globale de PS, McGuire et al. (1988) ont trouvé 

que le risque financier (bêta et écmi-type des rendements) et le risque comptable (approximé 

par l'endettement) sont colTélés négativement avec la performance sociale telle que mesurée 

par l'indice de réputation Fortune. 

Certaines études ont plutôt examiné l'impac~ de PS sur le coût du capital. Plusiems de ces 

études se concentrent sm une seule dimension de PS telle que la performance 

environnementale mesurée par les données du Taxies Release Jnventory (Feldman et al. 1997; 

Sharfman et Femando, 2008). Les résultats de ces études montrent que la performance 

environnementale est reliée négativement au coût des capitaux propres . D'autres études ont 

plutôt examiné la relation entre PS et le coût de la dette privée, ainsi que la détresse 

financière (risque de faillite). Goss (2007) a trouvé une relation non linéaire entre PS, 

mesurée par KLD, et le coût de la dette privée pour les entreprises américaines. Les 

entreprises ayant une PS faible paient des intérêts plus élevés sur lems dettes privées, tandis 

que les entreprises ayant une PS élevée ne sont pas récompensées par des intérêts plus 

faibles. Goss (2007) a trouvé également une relation négative entre la performance sociale et 

la détresse financière, telle que mesurée par la probabilité de défaut. 

Peu d'études ont examiné le lien entre le risque idiosyncrasique (risque spécifique ou 

diversifiable) et la performance sociale. Parmi celles-ci , Boutin-Dufresne et Savaria (2004) 

ont examiné un échantillon d'entreprises canadiennes et ont trouvé une relation négative entre 

le risque idiosyncrasique et la performance sociale mesmée par CSID 15
. Lee et Faff (2009) 

ont utilisé l'indice Dow Jones Sustainability Index (DJSI) pour mesurer PS et ont trouvé que 

des portefeuilles d'entreprises ayant des PS inférieures sont plus rentables relativement à des 

portefeuilles d'entreprises ayant des PS supérieures. Ils expliquent leur résultat par le fait que 

les entreprises ayant des PS supérieures (inférieures) ont un risque idiosyncratique faible 

15 Cette base de données est compilée à partir des données préparées par la firme Michael Jantzi 
Research Associates. 
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(élevé). D'autres études ont examiné la relation entre le risque systématique (risque non 

diversifiable) et la performance sociale. Salama et al. (2011) ont trouvé une relation négative 

entre le risque systématique et une mesure de PS incluant deux dimensions (communauté et 

environnement) au Royaume-Uni entre 1994 et 2006. Oikonomou et al. (2012) ont examiné 

la relation entre laPS mesurée par KLD, et le risque systématique (bêta) pour les entreprises 

du S&P 500 entre 1992 et 2009. Ils ont trouvé une relation négative (positive) entre le risque 

systématique et une mesure agrégée combinant les forces (faiblesses) sociales et plus 

spécifiquement que les faiblesses en matière de relations avec la communauté, les employés 

et l'environnement sont positivement corrélées avec le risque systématique. 

Enfin, quelques études ont examiné la relation entre PS et des caractéristiques de 

l'entreprise utilisées dans la littérature comme une approximation du niveau de risque. Par 

exemple, Galema et al. (2008). ont utilisé la base de données KLD et ont trouvé que le ratio 

valeur aux livres 1 valeur marchande a une relation négative avec les dimensions de la 

diversité, l'environnement et le produit, alors que ce ratio a une relation positive avec la 

dimension de gouvernance. Ils concluent que PS réduit le risque de l'entreprise en réduisant 

son ratio valeur aux livres 1 valeur marchande. La prochaine section présentera les arguments 

théoriques qui pourraient justifier la relation entre PS et le risque. 

3. Les arguments théoriques justifiant la relation entre performance sociale et risque 

La littérature financière et celle sur la responsabilité sociale des entreprises mettent en 

évidence plusieurs arguments théoriques qui pounaient expliquer la nature de la relation 

entre PS et le risque. Ces arguments incluent la théorie des parties prenantes, la théorie des 

ressources disponibles, la théorie de la gestion des risques, l'argument de la reconnaissance 

des investisseurs ou l'étendue de la base des investisseurs d'une entreprise, et enfin 

l'hypothèse de l'oppotiunisme des gestionnaires. Le tableau l résume ces arguments 

théoriques. 

Le premier argument, celui de la théorie des parties prenantes (stakeholder theory) prédit 

qu'une PS supérieure (inférieure) entraîne une baisse (hausse) du risque. Les entreprises 

ayant une PS supérieure peuvent anticiper des risques financiers et d'exploitation (McGuire 
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et al., 1988) et des risques envirormementaux et sociaux (Feldman et al., 1997; Sharfman et 

Fernando, 2008) moindres. En outre, PS pourrait réduire l'asymétrie d'information si elle est 

considérée comme un signal de qualité de gestion (McGuire et al., 1988; Waddock et Graves, 

1997). Dans ce cas, les entreprises ayant une PS supérieure (inférieure) peuvent être perçues 

par les investisseurs comme des placements moins (plus) risqués. Par exemple, une PS 

supérieure peut inciter les investisseurs à percevoir l'entreprise comme étant moins sujette à 

des crises sociales, et d'avoir un meilleur positionnement futur pour être en conformité avec 

des réglementations plus strictes dans les domaines sociaux ou environnementaux. 

Le deuxième argument, celui de la théorie des ressources disponibles (slack resources 

theory), suggère que la disponibilité des ressources, par exemple de meilleurs résultats 

financiers, fournissent à l'entreprise la possibilité de faire des investissements en matière de 

RSE améliorant ainsi leur PS (McGuire et al., 1988; Waddock et Graves, 1997), et 

potentiellement réduire leur risque. Ainsi, les entreprises rentables peuvent améliorer leur PS 

et potentiellement réduire leur risque. 

Le troisième argument, celui de la gestion des risques sociaux et environnementaux, 

suggère également une relation négative entre PS et le risque. C'est-à-dire, une PS élevée 

(faible) peut entraîner une baisse (hausse) du risque. La gestion des risques implique 

l'identification des sources de risque, l'évaluation des probabilités de leur occurrence et de 

trouver les solutions optimales pour réduire leur impact sur la performance globale de 

l'entreprise (Capron et Quairel-Lanoizelée, 2010). Sharfman et Fernando (2008) montrent 

qu'une meilleure gestion des risques environnementaux (par exemple, réduction des 

émissions toxiques et de la pollution) réduit les probabilités d'une crise environnementale qui 

pourrait affecter négativement les flux monétaires futurs d'une entreprise (par exemple, les 

procès judiciaires, les frais de nettoyage dans le cas des accidents environnementaux, les 

amendes et les dommages à la réputation). La perspective de gestion du risque suggère que 

les investissements en matière de RSE peuvent générer un capital moral et une crédibilité, qui 

permet d'atténuer l'impact sur les flux monétaires d'une entreprise en cas de crise ou 

d'événements négatifs (Godfrey et al. , 2009). 



12 

Le quatrième argument est celui de la reconnaissance des investisseurs ou 1' étendue de la 

base des investisseurs d'une entreprise, suggère également une relation négative entre PS et le 

risque. Le modèle d'équilibre développé par Merton ( 1987) suggère des différences de prix 

induites par des différences de la demande pour différents types de titres. En particulier, le 

modèle prédit que le risque de l'entreprise diminue à mesure que le nombre de ses 

actionnaires augmente. Si les entreprises ayant une PS supérieure ont tendance à avoir des 

bases d'investisseurs plus grandes, ces entreprises encoureront moins de risque. De même, si 

les entreprises ayant une PS faible ont tendance à avoir des bases d'investisseurs plus petites, 

ces entreprises auront un risque plus élevé. La plupart des modèles théoriques portant sur la 

relation entre PS et les rendements attendus (par exemple, Heinkel et al., 2001; Barnea et al. , 

2005; Mackey et al., 2007) sont basés sur des différences dans les préférences des 

investisseurs et prédisent, comme dans le modèle de Merton (1987), qu'une demande 

excédentaire pour les titres des entreprises ayant une PS élevée permettra de réduire leur 

risque. En même temps, une faible demande pour les titres des entreprises ayant une PS faible 

mènera à un risque plus élevé parce que les investisseurs exigent des primes supplémentaires 

pour compenser le manque de possibilités de pmiage des risques. 

Ces quatre arguments théoriques suggèrent que PS devrait être négativement reliée au 

risque de l'entreprise. Toutefois, _l'hypothèse de l'opportunisme des gestionnaires suggère 

plutôt une relation positive entre PS et le risque. Les gestionnaires peuvent sur-investir dans 

les activités de RSE pour leur bénéfice privé (par exemple, pour améliorer leur réputation en 

tant que bons citoyens sociaux), et ce, même au détriment des actionnaires (Barnea et Rubin, 

201 0) . Ces pa et Cestone (2007) montrent que les gestionnaires peuvent s'engager 

stratégiquement en adoptant un comportement socialement responsable pour gagner le 

soutien des parties prenantes (par exemple, les activistes sociaux et envirom1ementalistes), 

réduisant ainsi la probabilité de leur remplacement lors des prises de contrôle de 1' entreprise. 

Par conséquent, les relations des dirigeants avec les parties prenantes autres que les 

actiom1aires (par exemple, les interactions avec les communautés locales, ONG, syndicats, et 

les politiciens) peuvent devenir une stratégie d'emacinement ( entrenchment) effective, surtout 

pour les cadres moins performants, ceux ayant des mauvais résultats financiers. 
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Table 1 : Typologie des relations potentielles entre la performance sociale et le risque* 

Forces Faiblesse 
Théorie Rationalité PS agrégée (Strengths) (Concerns) 

BRisk BRisk B Risk 

Hypothèse de la Une PS supérieure signale une bonne 
bonne gestion qualité de gestion de l'entreprise, ce 
(stakeholder qui induit les investisseurs à la Négative Négative Positive 
theory) considérer comme moins risquée. 

Hypothèse des La disponibilité des ressources 
ressources (humaines, financières ou autres) 
disponibles augmente la capacité de l'entreprise Négative Négative Positive 
(Slack resources à améliorer sa PS et potentiellement 
theory) réduire son niveau de risque. 

Hypothèse de la Une vision défensive de l'entreprise 
gestion des risques qui vise à intégrer la gestion des 
sociaux et risques sociaux et environnementaux Négative Négative Positive 
environnementaux dans la fonction de gestion des 

risques au niveau de l' ensemble de 
1 'entreprise. 

Hypothèse de la Une PS supérieure attire plus 
reconnaissance d' investisseurs, ce qui augmente la 

Négative Négative Positive 
des investisseurs base d' actionnaires, réduisant ainsi 

le risque; préférences des 
investisseurs. 

Hypothèse de Comportements opportunistes des 
l'opportunisme gestionnaires : sur-investir dans les 

Positive Positive Positive 
des gestionnaires activités de RSE pour leur bénéfice 

privé, même au détriment des 
actionnaires. 

Hypothèse de la PS n'a aucun impact significatif sur 
neutralité de la le risque pour diverses raisons: 
relation entre PS et difficultés des investisseurs à évaluer 0 0 0 
le risque les impacts réels de PS, biais 

méthodologiques, etc. 

*Source: Adapté par l'auteur à partir de divers travaux décrits dans la présente section. 
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Finalement, il est possible qu'il n'y ait simplement pas de relation entre PS et le risque, et 

ce, pom plusiems raisons telles que les difficultés des investissems à évaluer les impacts réels 

de PS et les biais méthodologiques. 

Les quatres premiers arguments théoriques mentimmés dans le tableau 1 prédisent que la 

mesme agrégée de PS, qui combine les forces et les faiblesses , serait négativement reliée au 

risque de l'entreprise. Toujours selon ces quatres premiers arguments théoriques, la mesme 

agrégée des forces serait négativement reliée au risque, alors que la mesure agrégée des 

faiblesses le serait positivement. 

Toutefois, selon l'hypothèse de l'opportunisme des gestiom1aires, la mesure agrégée de 

PS, qui combine les forces et les faiblesses, serait positivement reliée au risque de 

l'entreprise alors que des mesures distinctes des forces et des faiblesses le seraient 

positivement. 

Les mesures agrégées de PS, des forces uniquement et celles des faiblesses uniquement 

d'une entreprise sont la combinaison de ses performances par rappo1i à plusieurs dimensions 

(envirom1ement, employés, produit, etc.) Les performances de l'entreprise dans chacune de 

ces dimensions ne sont pas nécessairement les mêmes. Ainsi une entreprise très performante 

au niveau de ses relations avec ses en).ployées peut très bien être très peu performante au 

niveau de l'envirom1ement, par exemple. Il est également possible que l'entreprise peut avoir 

de bom1es (ou mauvaises) performances par rappo1i à plusiems dimensions. 16 De plus, les 

investisseurs peuvent percevoir les dimensions individuelles de PS différe1mnent. Ainsi , 

ce1iains investissems peuvent accorder une importance plus élevée à l'aspect 

envirom1emental alors que d'autres peuvent ne considérer que la qualité des relations avec les 

employés . Par conséquent, on pounait s'attendre à des relations différentes entre les mesures 

de risque et les dimensions individuelles de PS. En d'autres termes, les dimensions de PS 

n'affectent pas le risque uniformément, certaines d'entre elles affectant le risque de manière 

plus prononcée que d'autres. 

16 Le deuxième mticle fournit à partir de notre base de données des exemples illustratifs de ces aspects. 
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La mesure d'une dimension spécifique de PS est la différence entre les forces et les 

faiblesses de cette dimension. Cette mesure peut être positive (négative) si les forces sont 

supérieures (inférieures) aux faiblesses. Cette mesure peut aussi être nulle si l'entreprise a le 

même nombre de forces et faiblesses sociales. Puisque les forces et les faiblesses sont 

conceptuellement distinctes (Mattingly et Berman, 2006) et sont soumises à des dynamiques 

différentes (McGuire et al., 2003), nous examinons lem impact sur le risque séparément. 

Cetiains arguments théoriques du tableau 1 ont été largement utilisés dans l'examen de la 

relation entre PS et la performance financière. Toutefois , peu d'études les ont utilisés dans le 

cadre de la relation entre PS et le risque. En nous basant sur les arguments théoriques 

mentionnés dans le tableau 1, nous examinons la relation entre le risque, appréhendé selon 

diverses mesures, et laPS tant agrégée qu'individuelle, ou spécifique (par dimension). 

Le premier article examine la relation entre la performance sociale, au niveau global, et le 

risque des entreprises non financières. Nous examinons les relations entre d'une part, des 

mesures agrégées de PS, des forces et des faiblesses sociales, et d'autre pmi, les risques total, 

systématique et idiosyncratique. 

Le deuxième article examine l'impact des dimensions individuelles de PS sur le risque 

des entreprises non financières. Nous utilisons d'abord des mesures des dimensions 

individuelles de PS qui combinent les forces et les faiblesses, ensuite nous utilisons des 

mesures distinctes pour les forces et pour les faiblesses pour chaque dimension de PS. 

En se concentrant uniquement sur les institutions financières, le troisième article examine 

la relation entre la perfmmance sociale, tant au niveau global qu'au niveau de chaque 

dimension, et le risque. Nous examinons les relations entre d ' une part, des mesures agrégées 

de PS, celle des forces et celle des faiblesses sociales, et d'autre part, le risque total et ses 

composantes systématique et idiosyncratique, ainsi que la mesure du Valeur à Risque (Value­

at-Risk ou VaR). Nous examinons également l'impact des dimensions individuelles de PS sm 

ses quatres mesures de risque des institutions financi ères. 



RÉFÉRENCES 

Barnea, A., et Rubin, A. (2010), «Corporate social responsibility as a conflict between 

shareho1ders», Journal of Business Et hies, 97, 71-86. 

Barnea, A., Heinkel. R., et Kraus, A. (2005), «Green investors and corporate investment», 

Structural Change and Economie Dynamics, 16, 332- 346. 

Baron, D. P. , Harjoto, M. A., et Jo, H. (2011), «The Economies and Politics of Corporate 

Social Performance», Business and Politics, 13, 1-46. 

Bouslah, K. , M'Zali, B., Tmcotte, M-F., et Kooli , M. (2010), « The Impact of Forest 

Certification on Firm Financial Performance in Canada and the U.S. », Journal of 

Business Ethics, 96,551 -572. 

Boutin-Dufresne, F. et Savaria, P. (2004), « Corporate Social Responsibility and Financial 

Risk», Journal oflnvesting, 13, 57-66. 

Capron, M., et Quairel-Lanoizelée, F. (2010), La responsabilité sociale d 'entreprise. Édition 

La Découverte, Paris. 

Carroll, A. B. (1979), «A three-dimensional conceptual model of corporate performance», 

The Academy of Management Review, 4, 497-505. 

Carroll, A. B. (1999), «Corporate Social Responsibility: Evolution of a Definitional 

Construct>>, Business and Society, 38, 268-295. 

Carroll, A. B. (2000), «A commentary and an overview of key questions on corporate social 

performance measmement», Business and Society, 39, 466-478. 

Cespa, G., et Cestone, G. (2007), «Corporate social responsibility and managerial 

entrenchment», Journal of Economies and Management Strategy, 16, 7 41-771 . 



17 

Diamond, D. W., et Rajan, R. G. (2000), «A Theory of Bank Capital», Journal of Finance, 

55, 2431-2465. 

Feldman, J., Soyka, P ., et Ameer, P. (1997), «Does improving a firm's environmental 

management system and environmental perf01mance result in a higher stock priee?», 

Journal of Jnvesting, 6, 87-97. 

Freeman, R. E. 1984. Strategie management: A stakeholder approach. Boston: 

Pi tman/Ballinger. 

Galema, R. , Plantinga, A., et Scholtens, B. (2008), «The stocks at stake: Retw11 and risk in 

socially responsible investment», Journal of Banking and Finance, 32, 2646-2654. 

Godfrey, P. C., Merrill . C. B., et Hansen, J. M. (2009), «The relationship between corporate 

social responsibility and shareholder value: An empirical test of the risk management 

hypothesis», Strategie Management Journal, 30, 425-445 . 

Goss, A. (2007), « Essays on corporate social responsibility and financial performance », 

Thèse de doctorat, York University, Toronto. 

Griffin, J. J. et Mahon, J. F. (1997), «The Corporate Social Performance and Corporate 

Financial Perf01mance Debate: Twenty-five years of incomparable researclm, 

Business and Society, 36, 5-31. 

Ha1joto, M. A., et Jo, H. (2008), «Corporate social responsibility and operating 

performance», Journal of the Academy of Business and Economies, 8, 59-71. 

Hmjoto, M.A., et Jo, H., (2011), « Corporate govemance and CSR nexus », Journal of 

Business Ethics, 100, 45-67. 

Heinkel, R., Kraus, A., et Zechner. J. (2001), «The Effect of Green Investment on Corporate 

Behavior »,Journal of Financial and Quantitative Analysis, 36, p. 431-449. 

Hillman, A., et K.eim, G. D. (2001), «Shareholder value, stakeholder management, and social 

issues : What's the bottom line? »,Strategie Management Journal, 22, 125-139. 



18 

Johnson, R. D. , et Greening, D. W. (1999), «The effects of corporate governance and 

institutional ownership types on corporate social performance», Academy of 

Management Journal, 42, 564-576. 

Jorion, P. 2003. Financial Risk Manager Handbook. John Wiley & Sons, Inc., New Jersey. 

Lee, D. D., et Faff, R. W. (2009), «Corporate Sustainability Performance and Idiosyncratic 

Risk: A Global Perspective», The Financial Review, 44, 213-237. 

Luo, X., et Bhattacharya, C. B. (2009), «The Debate over Doing Good: Corporate Social 

Performance, Strategie Marketing Levers, and Firm-idiosyncratic Risk», Journal of 

Marketing, 73, 198-213. 

Mackey, A., Mackey, T. B., et Barney, J. B. (2007), «Corporate Social Responsibility and 

Firm Performance: lnvestor Preferences and Corporate Strategies», Academy of 

Management Review, 32, 817- 835 . 

Margolis, J. D., et Walsh, J. P. (2003), «Misery loves companies: rethinking social initiatives 

by business», Administrative Science Quarter/y, 48, 268-305. 

Mattingly, J. E., et Berman, S. L. (2006), «Measmement of Corporate Social Action: 

Discovering Taxonomy in the Kinder Lydenberg Domini Ratings Data», Business 

and Society, 45, 20-46. 

McGuire, J. B., Sundgren, A., et Schneeweis, T. (1988), «Corporate Social Responsibility 

and Firm Financial Performance», Academy of Management Journal, 31, 854-872. 

McGuire, J., Dow, S., et Argheyd, K. (2003), «CEO incentives and corporate social 

performance», Journal of Business Ethics, 45, 341 -359. 

McWilliams, A. et Siegel, D. (2000), «Corporate Social Responsibility and Financial 

Performance: Conelation or Misspecification?», Strategie Management Journal, 21, 

603-609. 



19 

Merton, R.C. (1987), «A simple model of capital market equilibrium with incomplete 

information», Journal of Finance, 42, 483-51 O. 

Oikonomou, I. , Brooks, C., et Pavelin, S. (2012), «The Impact of Corporate Social 

Performance on Financial Risk and Utility: A Longitudinal Analysis», Financial 

Management, 41, 483-515. 

Orlitzky M. et Benjamin J. D. (2001), «Corporate Social Performance and Finn Risk: A 

meta-ana1ytic Review», Business and Society, 40, 369-396. 

Orlitzky M., Schmidt F.L. et Rynes S.L. (2003), «Corporate social and financia1 

performance: a meta-analysis», Organization Studies, 24, 403-441. 

Pava, M. L., et Krausz, J. (1996), «The Association Between Corporate Social-Responsibility 

and Financial Performance: The Paradox of Social Cost», Journal of Business Et hies, 

15, 321 -357. 

Preston, L. E., et O'Bannon, D. P. (1997), «The Corporate Social-Financial Performance 

Relationship», Business and Society, 36, 419-429. 

Rehbein, K., Waddock, S.A. , et Graves, S. B. (2004), «Understanding shareholder activism: 

Which corporations are targeted? », Business and Society, 43 , 239-267. 

Roman, M. R., Hayibor, S., et Agle, B. R. (1999), «The Relationship Between Social and 

Financial Performance: Repainting a Portrait», Business and Society, 38, 109-125. 

Salama, A., Anderson, K., et Toms, J. S. (2011), «Does community and environmental 

responsibility affect finn risk: Evidence from UK panel data 1994-2006», Business 

Ethics: A European Review, 20, 192-204. 

Sharfman, M. P., et Fernando, C. S. (2008), «Environmental risk management and the cost of 

capital», Strategie Management Journal, 29, 569-592. 

Social Investment Forum (SIF), 2010 Report on Socially Responsible In v es ting Trends in the 

United States. http://www.ussif.org/ 



20 

Social Investment Organization (SIO), Canadian Socially Responsible Investment Review 

201 O. www.socialinvestment.ca 

Spicer, B. H. (1978), «lnvestors, corporate social perfmmance, and information disclosure: 

An empirical study», The Accounting Review, 53, 94-111. 

Starks, L. T. (2009), «Corporate Governance and Corporate Social Responsibility: What Do 

Investors Care about? What Should Investors Care about?», The Financial Review, 

44,461-468. 

Tsoutsoura, M. (2004), «Corporate social responsibility and financial performance», 

Document de recherche, Center for Responsible Business, Haas School of Business, 

University of California at Berkeley. 

Ullmann, A. A. (1985), «Data in Search of Them·y: A Critical Examination of the 

Relationship Among Social Performance, Social Disclosure, and Economie 

Performance of US Firms», A ca demy of Management Review, 10, 540-577 

Waddock, S. A., et Graves, S. B. (1997), «The Corporate Social Performance-Financial 

Performance Linlo>, Strategie Management Journal, 18, 303-319. 

Waddock, S.A. (2003), «Myths and realities of social investing», Organization and 

Environment, 16, 369-380. 

Wood, D.J. (1991), «Corporate social performance revisited», Academy of Management 

Review, 16, 691-718. 



CHAPITRE! 

ARTICLE 1 



FIRM RISK AND SOCIAL PERFORMANCE 

Kais Bouslah 

Ph. D. Candidate 

ESG-UQÀM 

Lawrence Kryzanowski 

Department of Finance 

Concordia University 

Bouchra M'Zali 

Department of Strategy, Social and Environmental Responsibility 

ESG-UQÀM 



FIRM RISK AND SOCIAL PERFORMANCE 

Abstract 

This paper examines the relation between firm risk and social performance (SP) using 
16,599 U.S. firm-year observations covering the period 1991-2007. We find that SPis related 
to a firm's total risk mainly due to idiosyncratic risk. Specifically, both concerns and 
strengths scores are positively related to the firm's volatility and idiosyncratic risk. There is a 
bi-directional causality between firm's risk and strengths, and a unidirectional causality from 
firm's risk to concerns. There is also evidence of an asymmetric relation where the impact of 
concerns on volatility and idiosyncratic risk is stronger than the impact of strengths. 

Keywords: Volatility, systematic risk, idiosyncratic risk, social performance, strengths, 
concerns, causality, endogeneity, simultaneity. 
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1.1. Introduction 

Severa! indicators support the claim that corporate social responsibility (CSR) grew in 

importance within the financial community during the last two decades. First, there has been 

an emergence and growth of specialized investment firms whose role is to monitor firms' 

behavior in social domains and to provide social ratings for these firms ( e.g., MSCI ESG 

STATS 17 in the US, Sustainalytics which operates globally 18
, and EIRIS in the UK 19

). 

Second, severa! mutual funds and indices that select finns on the basis of CSR criteria have 

been developed ( e.g., Dow Jones Sustainability Indexes, Domini 400 Social Index, Cal vert 

Social Index, FTSE4Good Index, and Jantzi Social Index) . Third, there is an increased 

interest among investors in CSR issues. As of 2010, assets in social responsible investing 

(SRI) represent 12.2% ofall assets under management in the US and 19.1% in Canada (SIO, 

2010; SIF, 2010). Also, major institutional investors from different countries have signed the 

Principles for Responsible Investment (PRI) protocollaunched in April 2006?° Finally, most 

firms, especially lm·ger ones, produce specifie repotis or dedicate a specifie section of their 

annual reports to discuss CSR issues .Z 1 

This growing importance of CSR has fueled much research which tried mostly to link 

CSR or social performance (SP) to financial performance (FP). 22 Unfortunately, the 

numerous empirical studies of the relationship between SP and FP yield mixed and 

inconclusive results (Margolis and Walsh, 2003; Orlitzky et al., 2003; Baron et al., 2011). 

We are still far from a definitive consensus regarding this relationship (Baron et al., 2011) . 

Unlike studies of the relationship between SP and FP, studies that examine the relation 

between SP and firm risk are sparse and problematic (Starks, 2009; Lee and Faff, 2009; 

Oikonomou et al., 2012). For example, which type of risk matters: systematic or idiosyncratic 

risk? Sorne studies focus only on systematic risk (e.g., Salama et al., 2011; Oikonomou et 

17 MSCI ESG ST ATS (former KLD Research & Analytics, Inc (KLD)). For simplicity, we use the 
KLD abbreviation. 
18 

Sustainalytics was formed from the merger between the Dutch firm "Sustainalytics" and the 
Canadian fum "Jantzi Research Inc" in August 2009 (http://www.sustainalytics.com/). 
19 http ://www.eiris.org/ 
20 http: //www.unpri .org/principles/ 
2 1 

More than half of the Fottune 1000 firms issue CSR reports (Tsoutsoura, 2004). 
22 The terms CSR and SP are used interchangeably throughout the paper. 
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al., 2012), whereas others focus only on idiosyncratic risk (e.g., Boutin-Dufresne and 

Savaria, 2004; Lee and Faff, 2009; Goss, 2012)?3 For example, Boutin-Dufresne and Savaria 

(2004) examine a sample of Canadian firms over the period 1995-1999 and find a negative 

relationship between idiosyncratic risk and an aggregate measure of SP. Lee and Faff (2009) 

use the Dow Jones Sustainability Index (DJSI) as a SP proxy and find that portfolios of firms 

having lower SP outperform polifo1ios of firms with superior SP. They also find thal leading 

(lagging) SP fi1ms exhibit significantly lower (higher) idiosyncratic risk. They conclude that 

higher retums for lagging SP firms compensate for higher idiosyncratic risk. Luo and 

Bhattacharya (2009) measured SP for 2002 and 2003 with Fortune's Most Admired 

Companies for 541large finns. They find that higher SP lowers a finn's idiosyncratic risk for 

firms with higher versus lower adve1tising, but that a simultaneous pursuit of SP, advertising, 

and R&D increase idiosyncratic risk. They also find a negative relationship between 

systematic risk (CAPM beta) and their SP proxy. Goss (2012) find that concerns (strengths), 

constructed using principal components analysis of KLD data, are positively (negatively) 

related to idiosyncratic risk measured using vector autoregressive mode!. He concludes that 

idiosyncratic risk is more sensitive to concerns than it is to strengths. 

Other studies examine the relationship between systematic risk and SP argumg that 

idiosyncratic risk is irrelevant since it can be diversified away through diversification. For 

example, Salama et al. (2011) find a negative relationship between an SP measure combining 

two dimensions (Community and Environment) and systematic risk for a sample of finns in 

the UK between 1994 and 2006. Oikonomou et al. (20 12) examine the relation between 

social performance, measured using KLD data, and systematic risk (market beta) for S&P 

500 firms (including utilities and financial fi1ms unlike conventional practice) between the 

years 1992 and 2009. They find a negative (positive) relation between systematic risk and an 

aggregate strengths ( concerns) measure. 

23 Earlier studies use correlation analysis to examine this relationship ( e.g. , Spicer, 1978; McGuire et 
al. , 1988). Based on a meta-analysis of 18 studies that examine the relationship between SP and finn 
risk in any form, Orlitzky and Benjamin (2001) conclude that SPis negatively correlated with various 
measures of firm risk, and the correlation is stronger for market versus accounting measures. More 
recent studies find that SP is negatively related to the cost of equity capital (Feldman et al., 1997; 
Sharfman and Femando, 2008; El Ghoul et al. , 2011), and financial distress or default risk (Goss, 
2007). 
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The objective of this paper is to examine the relationship between the firm's risk and 

social performance. We examine the relationships for total risk and its systematic and 

idiosyncratic risk components. Our direct test of the risk explanation associated with SP is 

based on a large panel of data covering the period 1991-2007. We hypothesize that grea ter SP 

improves the perception of the risk profile of the finn by the various suppliers of capital, 

particularly socially responsible investors (Heinkel et al., 2001; Mackey and Barney, 2007). 

A higher SP may decrease the likelihood of social crises, and allow the finn to be better 

equiped in the future to be in compliance with more stringent regulations in social domains. 

Our major findings can be summarized as follows . The aggregate measure SP which 

combines strengths and concerns is significantly and negatively related to stock return 

volatility and idiosyncratic risk. After splitting the aggregate measure SP into its strengths 

and concerns components, we find that both concerns and strengths scores are positively 

related to the firm's volatility and idiosyncratic risk. Firms having higher concerns (strengths) 

scores have higher total risk mainly due to increased idiosyncratic risk. There is also evidence 

of an asymmetric relation between firm risk and SP where the impact of concerns on 

volatility and idiosyncratic risk is stronger than the impact of strengths. 

W e also examine the reverse causality issue and fi nd that total and idiosyncratic risks are 

significantly and positively associated with both concerns and strengths scores. Higher risk 

(total and idiosyncratic) induces both higher concerns scores and higher strengths scores. 

This implies that the relation between SP and a firm's risk also runs from risk to SP, that is 

risk causes SP. Finally, we examine the relation between finn risk and SP using vector 

autoregressive (V AR) approach and the associated Granger causality tests. The results show 

that there is a bi-directional causality between firm's risk and strengths. Specifically, higher 

total and idiosyncratic risks lead to higher strengths scores, while at the same time, higher 

strengths scores lead to higher total and idiosyncratic risks. There is also evidence of a 

unidirectional causality from firm's risk to concerns. That is, higher total and idiosyncratic 

risks lead to higher concerns scores. Moreover, we do not find any evidence of substitution 

effect between strengths and concerns. 



27 

Our study contributes to the literature in several respects. First, our study assesses the risk 

effects associated with SP which seems important for investors, corporate managers and 

policy makers. We provide a direct test of the risk management hypothcsis (i.e. , SP have an 

insurance effect). SP can be used strategically by firms to control risk which is consistent 

with a large literature showing that firms hedge to reduce cash flows volatility and costs of 

financial distress (e.g., see Stultz, 2002). Because of market imperfections, risk management 

matters and can be priced in financial markets (Stultz, 2002; Sharfman and Fernando, 2008). 

Second, unlike previous studies, we examine the relation between SP and total risk, its 

idiosyncratic and systematic components using the same dataset. This is important because it 

allows us to examine which type of risk matters: systematic or idiosyncratic risk? This 

question is not addressed in previous studies because they hypothesize that SP will affect 

either systematic or idiosyncratic risk, but not both. In this study we do not make such a 

restriction.24 Although portfolio theory suggests that only systematic risk is relevant for asset 

pricing, the empirical evidence suggests that idiosyncratic risk is priced in financial markets 

(see e.g., Goyal and Santa-Clara, 2003 ; Ang et al., 2006; Fangjian, 2009). This might be 

attributable to violation of the perfect capital market assumptions in the real world (e.g. , 

costly and risky arbitrage and less diversification). Finally, we distinguish explicitly between 

the strengths and concerns of SP unlike most previous studies which combine them in a 

single measure. Our point is based on the argument showing that these two SP components 

are conceptually different ( e.g., Mattingly and Berman, 2006) and therefore may have 

different effects on firm risk. In particular, we argue that concerns will have positive impact 

on risk because it is more likely that they affect both types of investors: traditional and 

socially responsible investors . However, the strengths may have negative (risk management 

view, stakeholder the01-y) or positive (over-investment view) impact on risk. Also, it is 

important to make the distinction between the strengths and concerns because there may be 

compensation effects (e.g., Greenwashing) . 

24 
We ex tend Goss (20 12) by examining the effects on both systematic and idiosyncratic risks 

(compared to only idiosyncratic risk in his analysis) and using different measures of SP and 
idiosyncratic risk. An important difference between our study and most previous studies that examine 
the relation between SP and risk is that their samples include financial and uti lity fi rms, whereas we 
exclude them from our analysis . 
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The remainder of the paper is organized as follows. Section 2 presents the theoretical 

framework and research hypotheses. Section 3 describes the data and sample selection 

procedure. Section 4 describes the methodology used. Sections 5 and 6 present our empirical 

results. Section 7 concludes. 

1.2. Theoretical framework and research hypotheses 

One of the channels by which SP may affect firm financial performance or value 1s 

through its effect on reducing the risk that determines the expected retum used to discount 

expected future cash flows. Assuming a given expected cash flow, a higher financial 

performance or firm value may result from the lower perceived riskiness associated with 

better social perfonnance. Severa! theoretical arguments could justify theoretically the 

relation between SP and finn risk. These arguments involve the stakeholder the01-y, the slack 

resources the01·y, the risk management, the Merton (1987) argument on investor recognition 

or the size of a firm's investor base, and the over-investment hypothesis. 

First, the stakeholder the01-y suggests that SP is negatively related to firm risk. Higher 

(lower) SP may reduce (increase) the perceived riskiness of the firmin the form of reduced 

(increased) financial and operating risks (McGuire et al., 1988), and/or risk associated with 

social issues (Feldman et al., 1997; Sharfman and Fernando, 2008; El Ghoul et al., 2011) . 

Investors may consider firms with higher (lower) SP as being less (more) risky investments 

provided they link SP with higher quality of management (McGuire et al., 1988; Waddock 

and Graves, 1997). For instance, higher SP may reduce the probability that firms will face 

social crisis implying higher cash outflows (e.g., fines, compensation, and clean-up costs in 

the case of environmental accidents or problems associated with poor working conditions). 

Firms with lower social performance (i.e., those with poor SP ratings) may face severa! risks 

(e.g., damage to brand image and reputation; less trust of their stakeholders; consumer 

boycotts; existing shareholders may sell their shares, white potential investors may not want 

to bu y their shares because of their poor SP). 
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Second, the slack resources them)' suggests that the availability of slack resources ( e.g., 

past profits) provide the opportunity for firms to improve their SP with its resultant 

reductions in risk and expected return tlu·ough CSR investments (McGuire et al. , 1988; 

Waddock and Graves, 1997). The reduction of the perceived riskiness of the firm follows 

from the firm's improved standing within the financial community ( e.g., bankers, investors, 

analysts). 

Third, the risk management of social issues also suggests a negative relationship between 

firm risk and SP. Sharfman and Fernando (2008) argue that risk management of social issues 

(e.g., improved environmental risk management) is theoretically synonymous with strategie 

risk management. For instance, CSR investments (e.g. , emissions and pollution reduction) 

reduce firm risk from known and unknown hazards, and consequently reduce the number of 

potential claimants on a firm's cash flows ( e.g. , potential fines , settlements, compliance 

costs). Godfrey (2005) argues that CSR activities can provide insurance mechanisms to 

preserve rather than generate financial performance. He argues that socially responsible 

behavior (e.g., corporate philanthropy) can act to reduce a firm ' s exposure to risk. More 

specifically, certain types of CSR activities can generate moral capital or goodwill which 

provides insurance-like protection (Godfrey et al., 2009). Using an event study methodology, 

Godfrey et al. (2009) find that an SP measure combining the strengths of two dimensions 

(community and diversity) is positively related to the two-day cumulative abnotmal returns 

following negative legal/regulatory actions against firms. Lee and Faff (2009) argue that 

firms with higher SP are able to reduce their idiosyncratic (business) risk relative to firms 

with low SP. This improvement of a firm's risk exposure to social issues may induce 

investors to perceive such firms as being less risky. 

Final! y, theoretical models of the relationship between SP and expected retums ( e.g., 

Heinkel et al., 2001; Bamea et al. , 2005; Mackey et al. , 2007; Fama and French, 2007) 

assume differences in investor preferences, i.e., segmented capital market based on SP. In 

other words, there are two types of investors in the financial markets: traditional investors 

and socially responsible investors. Traditional investors make investment decisions based 

solely on financial criteria (anticipated payoffs and the access to overall consumption they 

provide) . However, socially responsible investors make investment decisions based on both 
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financial and non-financial criteria (e.g., SP). Traditional investors have no tastes for specifie 

assets as consumption goods, whereas socially responsible investors have tastes for assets as 

consumption goods that arc umelated to returns (Fama and French, 2007). Unlike traditional 

investors, socially responsible investors get additional utility from holding stocks chosen 

based on their SP. The main prediction of these models is the priee differences induced by 

demand differences for different types of stocks. Socially responsible stocks (i.e., stocks 

having higher SP) will have an excess demand which leads to lower risk and expected return 

(overvalued stocks). In contrast, socially irresponsible stocks (i.e., stocks having lower SP) 

will have a weak demand which leads to higher risk and expected return (undervalued 

stocks). This is because investors will require additional premium in order to hold stocks 

having lower SP as a compensation for the lack of risk sharing opportunities. That is, stocks 

having lower SP will be neglected by socially responsible investors (the "neglect effect"). 

The main prediction derived from the theoretical models of the relationship between SP 

and expected returns is similar to that derived from the equilibrium model with incomplete 

information developed by Merton ( 1987). That is, the "neglect effect" of sorne stocks and 

segmented markets (or priee differences induced by demand differences for different types of 

stocks)?5 In particular, the mode! ofMerton (1987) predicts that the firm's risk is negatively 

related to the size of a firm's investor base (i.e., the number ofits shareholders). The Merton' 

argument on investor recognition or the size of a fi1m's investor base suggests a negative 

relationship between SP and firm risk. If a higher SP tends to increase investor base, then 

firms with higher SP will experience lower risk. Similarly, if a lower SP tends to decrease 

investor base, then firms with lower SP will experience higher risk. Lee and Faff (2009) 

argue that the model of Melion (1987) is consistent with the argument that the risk 

management and transparency practices associated with SP are valued by investors. 

However, in contrast to the aforementioned arguments, the over-investment hypothesis or 

the managerial oppmiunism hypothesis suggests a positive relationship between SP and firm 

risk. In this case, SP can be viewed as private benefits that managers extract at the expense of 

25 Consistent with the "neglect effect" caused by SP, Hong and Kacperczyk (2009) find that sin stocks 
(tobacco, alcohol and gaming) are neglected by institutionàl investors subject to social norms such as 
pension funds. Sin stocks are Jess held by social norm-constrained institutions, receive less coverage 
from analysts and have higher expected returns (i.e. , higher risk) than otherwise comparable stocks. 
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shareholders. For example, managers may choose to improve SP by over-investing in CSR 

activities in order to build their own persona[ reputation as good social citizens, even at the 

expense of shareholders (Barnea and Rubin, 2010). They may also improve SP to generate 

supp01i from social and environmental activists in order to reduce the probability of their 

replacement in a future period (Cestone and Cespa, 2007). According to the over-investment 

hypothesis, SP is expected to be positively related to finn risk because of managerial 

entrenchment. 

In summary, except the over-investment hypothesis, all theoretical arguments predict that 

a firm's risk is expected to be negatively related to SP. Based on these arguments, we 

hypothesize that higher (lower) SP reduces (increases) total finn risk and its components . 

This leads to our main hypothesis stated in its alternative form: 

Social performance in aggregate is negatively related to firm risk. 

Social performance in aggregate is the difference between strengths and concems. 

Since both strengths and concerns measures are positive by construction, a natural 

corollary to our first hypothesis is that the strengths (concems) measure is expected to be 

negatively (positively) related to total firm risk and its components . This leads to our second 

and third hypotheses stated in their alternative forms: 

H A. 
3 • 

The strengths measure is negatively related to firm risk. 

The concerns measure is positively related to firm risk. 

It is important to distinguish explicitly between the strengths and concems of SP for 

severa[ reasons. For instance, Mattingly and Berman (2006) argue that strengths and concerns 

are both empirically and conceptually distinct constructs and should not be combined. In our 

data, the cotTelation coefficient between strengths and concerns is about 0.24 which is 

significant at the 1% level. Since these two SP components are conceptually different, they 

may have different effects on firm risk. In particular, we argue that concerns will have 

positive impact on the firm's risk because it is more likely that concerns will affect equally 
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both types of investors (i.e., traditional and socially responsible investors). It follows that 

finns having higher concerns will be exposed to a higher risk. However, the strengths may 

have negative (e.g., risk management, stakeholder them·y) or positive (over-investment view) 

impact on the firm's risk. This might be explained by the empirical evidence which suggests 

that investors may not agree on the value of the strengths and their impacts (see e.g., Ioannou 

and Serafeim, 2010; Edmans, 2011). Another important reason asto why we should make the 

distinction between the strengths and concerns is the possibility of substitution or 

compensation effects (e.g., Greenwashing). For example, fi1ms may undertake CSR 

investments (i.e., increase their strengths) in order to compensate for current or future 

concerns. 

It is also reasonable to expect the relation between concerns and firm risk to be stronger 

than that between strengths and firm risk. Stakeholders' responses to bad news (i.e., 

concerns) are likely to be more pronounced than those following good news (i.e., strengths). 

Mattingly and Berman (2006) argue that responses of stakeholders to positive and negative 

social actions are not symmetric, even within the same dimension. Lankoski (2009) argues 

that the economie impacts of SP are more positive for issues that reduce negative 

externalities (e.g., reducing or avoiding concerns) than for issues that generate positive 

externalities (e.g., having or increasing strengths). There is empirical evidence (e.g., 

Frooman, 1997; Godfrey et al., 2009; Oikonomou et al., 2012; Goss and Roberts, 2011; 

Goss, 2012) suppmiing this claim. This reasoning leads to our fourth hypothesis stated in its 

alternative form: 

The relation between the concerns measure and finn risk is stronger 

than the relation between the strengths measure and fi1m risk. 

1.3. Data and sample selection 

The social perfmmance data for U.S. firms from the MSCI ESG STATS (formerly KLD 

Research & Analytics, Inc or KLD) database has been used extensively by other researchers 

(e.g., Mattingly and Berman, 2006). Based on calendar year-end data, the database provides 

Strength ratings and Concern ratings for severa! binary indicators of seven qualitative 
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dimensions as well as Concern ratings for several indicators of six exclusionary dimensions . 

It also provides total counts of all strengths and concerns in each of these 13 dimensions. The 

seven qualitative dimensions are Community, Diversity, Employee relations, Environment, 

Product, Human Rights (formerly "non-US operations" before 2002), and Corporate 

Governance (formerly "Other" category before 2002). The six exclusionary dimensions are 

Alcohol, Gambling, Firearms, Military, Nuclear power, and Tobacco. 

The qualitative dimension indicators include both positive and negative ratings (i.e., 

strengths and concerns), while the exclusionary dimensions only include negative ratings. 

The KLD ratings (either for strengths or concerns) indicate the presence or absence (by a 1 or 

zero value) of strengths and concerns (weaknesses) regarding numerous indicators 

(attributes) for a particular dimension. Given the nature of exclusionary dimensions which 

focus only on concerns, we perform our analysis with and without these screens. Appendix I 

presents a detailed description of the KLD database. 

Our final sample consists of an unbalanced panel dataset of 16,599 firm-year 

observations for all non-financial and non-utility firms covered by four databases (MSCI 

ESG STATS or KLD, Thomson Reuters IIB/E/S, CRSP and COMPUSTAT) over the period 

1991-2007 based on each firm's CUSIP. For many firms, we perform a band-check to ensure 

a successful merging process. We obtain stock priees, stock retwns, trading volumes, and 

shares outstandings from CRSP. Accounting data obtained from COMPUSTAT includes 

book value of common equity, net income, corrunon dividends, long-term debt, investments, 

total assets , and fiscal year-end date. Analyst earnings forecasts data are obtained from 

Thomson Reuters IIB/E/S. 

1.4. Methodology 

1.4.1. Measuring social performance 

Most empirical studies using the KLD data combine the various SP dimensions into one 

aggregate SP measme using different methods. For examp1e, Graves and Waddock (1994) 
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and Waddock and Graves (1997) compute a weighted average index of SP based on eight 

KLD dimensions where the weights are based on opinions of a panel of three academie 

experts in social issues. Before averaging, they subtract the concerns from the strengths for 

each KLD dimension. Hmjoto and Jo (2008) subtract the average concems score from the 

average strengths score for each of the five KLD dimensions considered, and then compute 

an arithmetic average index of SP. Researchers also do not agree on whcther to exclude 

exclusionary screens when measuring SP (e.g. , included in Graves and Waddock (1994) and 

Waddock and Graves (1997) whereas excluded in Harjoto and Jo (2008)). Hillman and Keim 

(2001) consider both qualitative and cxclusionary screens separately. 

In this paper, we follow Hmjoto and Jo (2008) and use strengths, concems and aggregate 

measures of SP, which are respectively given by: 26 

1 D[ 1 L ] Str;, =-L -IStrength1 (1); 
D d=l N STR 1=1 ir 

1 D[ 1 J ] Con;1 =-L --L Concern 1 
D d=I N eoN J=I · 

il 

(2) 

(3) 

where d refers to the KLD dimension, and D is the total number of KLD dimensions for a 

given year t and firm i. N sTR and N coN are total maximum possible numbers of strengths 

and concerns, respectively, within a given KLD dimension for a given year. We also compute 

these measures of SP with and without exclusionary screens (dimensions) when applicable 

(i.e., when there are concems in the formula). 

26 We also consider other measures of social performance ( e.g., the sum of the differences between 
"total strengths" and "total concerns" of each KLD dimension for a given year, divided by the total 
number ofKLD dimensions for that year). All these measures are highly positively correlated with the 
measures considered here and provide virtually the same results. 
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1.4.2. Measuring Firm Risk 

W e use two measures of firm' s total risk: (1) the a1mualized standard deviation from the 

monthly stock returns over the previous five years; and (2) the annualized standard deviation 

from the daily stock returns over the past year.27 We compute systematic risk (market beta) 

and idiosyncratic (unsystematic) risk using the basic CAPM, the three-factor Fama and 

French (1993) model and the four-factor Cm·hart (1997) model, respectively, using the factors 

obtained from Kenneth French's web site:28 

Rit - Rfi = a i + f3iM (RMt - Rfi ) +&il (4) 

Rit-Rfi =ai +fJiM(RMt-Rfi )+f3isSMBt +fJiltHMLt + &it (5) 

where, 

Ri, is the return of firm i for mon th t. 

Rfi is the risk-free rate (1 -month Treasury-bill rate). 

(RM
1 

- R fi) is the ex cess return on the market portfolio (CSRP value-weighted index) for 

month t. 

SMB
1 

is the difference between the returns on portfolios of "small" and "big" capitalization 

stocks for wonth t. 

HML
1 

is the difference between the returns on portfolios of "high" and "low" book-to-

market stocks for month t. 

UMD, is the difference between the returns on portfolios of high and low prior return 

(months -12 to- 2) stocks. 

27 It can also be measured monthly using the daily stock returns during the previous month times the 
s~uare root of the number of da ys with returns. 
2 

http://mba.tuck.dartmouth.edu/pages/faculty/ken.french/data _library.html 
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&i
1 

is the stochastic error tenn, assumed to be IID normal with mean zero and constant 

. ? 29 
van ance 0"; . 

1 

Systematic risk (market beta) is estimated using the standard CAPM, and the four-factor 

Cm·hart (1997) model using the previous five years of monthly excess returns for each-firm­

year observation. Idiosyncratic (unsystematic) risk is measured as the standard deviation of 

the residuals from the standard CAPM, the three-factor Fama and French (1993) model and 

the four-factor Cm·hart (1997) model using the previous year daily excess returns. 

1.4.3. Relation between firm risk and social performance 

1.4.3.1. Multivariate framework 

To examine the effect of social performance (SP) on a firm's risk, we run the following 

regression: 

(7) 

(8) 

where Riski1 and SPu are the risk and the social performance measure for firm i at time 

t' respectively. xii is a vector offirm-specific characteristics, industly factors, and economie 

or market-wide factors that affect a firm's risk. 0 is the vector of the related regression 

coefficients. The coefficient a 1 reveals whether there is a relationship between the aggregate 

SP measure and the firm's risk measure. According to our first hypothesis, a 1 is expected to 

be negative and significant. Similarly, a 11 ( a 12 ) is expected to be negative (positive) and 

significant according to our second (third) hypothesis. Our fourth hypothesis suggests that 

a 11 will be lower than a 12 . 

29 The market mode! has been used by severa! studies to compute idiosyncratic risk (e.g., Malkiel and 
Xu, 1997; Boutin-Dufresne and Savaria, 2004; Lee and Faff, 2009). 
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To estimate equation (7), we use pooled cross-section time-series regressions and control 

for industry and year fixed effects. Since a firm's risk varies by industry (Fama and French, 

1997; Gebhardt et al., 2001), we include industry dummy variables in om regressions to 

control for industry fixed effects. We also include year dmnmy variables to control for the 

effects of the changing economie conditions on a firm's risk. Standard e!Tors are adjusted for 

both heteroskedasticity and clustering of observations. 

1.4.3.2. Determinants of firm risk 

Previous studies find that a firm's risk can be affected by finn-specifie characteristics, 

industry factors, and economie or market-wide factors. 

• Firm size (-): Theoretical arguments as weil as empirical evidence suggest that firm risk 

should be negatively related to firm size and positively related to the book-to-market 

(B/M) ratio.3° Firm size is proxied by the logarithm of the market value of common 

equity at the most recent fiscal year end prior to the measurement date of our risk 

measures to account for the highly skewed natme of this variable. 31 

• Book-to-Market (B/M) ratio ( + ): The firm's risk is expected to be positively related to 

the book-ta-market ratio,32 which is computed as the ratio of the book to market value of 

common equity as of the most recent fiscal year end. 

• Financialleverage (+): The firm's risk is expected to be positively related to a firm ' s 

financial leverage (Botosan and Plumlee, 2005; Witmer and Zorn, 2007; Lee et al., 

2009). We use a net leverage measure (Bates et al., 2009), which is measured as the ratio 

of long-term debt minus cash & marketable secmities to the market value of common 

equity using values for the most recent fiscal year end. 

3° Fama and French (1992, 1993); Berk et al. (1999); Carlson et al. (2004, 2006); Gebhardt et al. 
(2001); Botosan and Plumlee (2005); Gode and Mohamam (2003); Hai l and Leuz (2006); Lee, et al. 
(2009). 
31 

Firm size can also be proxied by the logarithm of the firm ' s total as sets. 
32 

Gode and Mohamam (2003) argue that high B/M could reflect lower growth opportunities, lower 
accounting conservatism, or high perceived risk. 
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• Expected return (+): The firm's expected retum is expected to be positively related to 

stock retmn volatility and the firm's beta (Gordon and Gordon, 1997; Gode and 

Mohanram, 2003; Botosan and Plumlee, 2005; Rail and Leuz, 2006; Lee et al. , 2009)33 

as weil as to the firm's idiosyncratic risk (Malkiel and Xu, 1997; Lee and Faff, 2009). 

We use the annualized return from the previous year's daily stock retums to proxy for 

expected retum. 

• Stock liquidity (-): We expect firm risk to be negatively related to its stock liquidity 

(both liquidity leve! and risk) given the evidence that liquidity impacts stock returns. 

Brennan et al. (1998) find a negative relation between average retums and average dollar 

trading volume. Chordia et al. (2001) find a negative cross-sectional relation between 

average returns and both the level as weil as the variability of liquidity, after controlling 

for size, book-to-market ratio, and momentum. The leve! of liquidity is proxied by the 

average daily share turnover, and the liquidity risk is proxied by the coefficient of 

variation of this measme over the previous year. Share turnover is defined as daily shares 

traded divided by daily shares outstanding. 

• Dispersion of analyst forecasts (+): We expect a positive relation between the 

dispersion of analyst forecasts and the firm's risk because a higher dispersion in eamings 

forecasts implies greater disagreement between analysts about forecasted earnings. Such 

dispersion should capture fundamental cash flow risk (Gebhardt et al., 2001 ), and is 

measmed by the cross-sectional standard deviation of either one-year-ahead eamings 

forecasts or long-term growth in eamings forecasts. We also use the standard deviation 

of the return on assets (ROA) to control for cash flow risk. The standard deviation of 

ROA, which is expected to be positively related to the firm's risk, is measmed over the 

five previous years up to the fiscal-year end date of each firm-year observation. 

• Investment-to-asset ratio ( -): The firm's risk is expected to be negative! y related to the 

investment-to-assets ratio. The q-theory of investment (e.g., Cochrane, 1991; Liu et al., 

33 The empirical evidence regarding the relation between the market beta and the expected retmn 
(proxied by the implied cost of equity) is mixed. For example, Gordon and Gordon (1997) and Gode 
and Mohamam (2003) find a positive relation, whereas Gebhardt et al. (2001) find no significant 
relation after controlling for the previous year' s average industry risk premium. 
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2007) and the real options them·y ( e.g., Berk et al., 1999; Carlson et al., 2004, 2006) 

predict a negative relation between investment and risk. lt follows that firms having 

higher investment-to-assets ratios should have lower risks than firms having lower 

investment-to-assets ratios. We use three proxies for investment: capital expenditures 

divided by total assets , R&D expenditures divided by total assets, and advertising 

expenses divided by total assets. We also group these tlu·ee variables into a single 

variable computed as the sum of capital expenditures, R&D expenditures, and 

advertising expenses, divided by total assets. 

1 Expected growth in earnings (+) : The firm's risk is expected to be positively related to 

the firm's expected long-term growth in earnings. We use the mean annualized five -year 

earnings growth rate from 1/B/E/S (where available, otherwise estimated as the implicit 

growth in forecasted earnings from year 1 to year 2) to proxy for expected growth in 

earnmgs. 

1 Default risk (+): Default risk (or distress risk) is expected to be positively related to the 

firm's risk. Altman's (1993) Zscore is used as a proxy for distress risk: 

Zscore = 1.2 x (NWC) + 1.4 x (RE)+ 3.3 x (EBIT) +(Sales)+ 0.6 x (MVEquity) 
TA TA TA TA BVTL 

where, NWC is net working capital (cmTent assets -cm-rent liabilities), RE is retained 

earnings, EBIT is earnings before interest and taxes, MVEquity is the market value of 

total equity ( common and prefetTed stocks), BVTL is total liabilities ( cunent and long 

tenn liabilities), and TA is total assets. A higher value of the Zscore indicates a lower 

likelihood of default. 

• The size of investor base(-): The firm's risk is expected to be negatively related to the 

size of its investor base (Merton, 1987), which is measured as the number of common 

ordinary shareholders divided by common shares outstanding. 

• lndustry factors : The fitm's risk should vary by industry (Gebhardt et al. , 2001 ; Gode 

and Mohanram, 2003). To control for industty effects on the firm ' s risk, we include 
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industry dummy variables in our analysis (i.e., industry-fixed effects) by annually 

grouping firms according to the industry classification in Fama an:d French (1997). 

• Market-wide factors: We include dummy variables for each year in our sample period 

(i.e., year-fixed effects) to control for changing economie conditions or the market-wide 

effects on the firm's risk. 

1.5. Empirical results 

1.5.1. Descriptive statistics34 

Panel A of Table 1.1 shows that the mean (median) values of the aggregate measure of 

social performance SP which combines strengths and concems are negative ( -0.019 and -

0.015, respectively) suggesting that concems are, on average, slightly higher than strengths. 

Aggregate measures of SP show similar pattems when computed with or without 

exclusionary screens. 

34 Except for the social performance measures and dummy variables, the variables are winsorized at 
the 1 st and 991

h percentiles to ens ure that our results are not driven by outliers. 
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Table 1.1: Descriptive statistics of the KLD scores, the risk measures and the explanatory variables 
during 1991-2007 

Standard 
Mean Median deviation Min Max Skewness Kurtosis N 

Panel A: SP measures 

SP -0 .0190 -0 .0153 0.0436 -0 .2782 0.1993 -0.8169 5.6643 16599 
SPwe -0 .0238 -0.0226 0.0662 -0.3952 0.3416 -0.1834 5.0049 16599 
Str 0.0367 0.0238 0.0497 0 0.4923 2.3021 10.5101 16599 
Con 0.0389 0.0263 0.0414 0 0.3542 2.0604 9. 1544 16599 

· Conwe 0.0599 0.0476 0.0598 0 0.4870 1.8958 8.7394 16599 

Panel B: Risk measures 

mbetaw 1.2748 1.0843 0.8729 -0.1475 4.4211 1.2991 4.9513 16388 
mbetaffw 1.11 96 1.0523 0.7263 -0.7514 3.6238 0.6667 4.5745 16388 
Volatilityw 0.4560 0.3844 0.2399 0.1619 1.3461 1.4957 5.2280 16388 
dvolati lityw 0.3948 0.3634 0.1626 0.1559 1.0074 1.2488 4.9524 16599 
sdresCAPMw 0.3583 0.3291 0.1502 0.1225 0.8954 1.1885 4.6010 16599 
sdresffw 0.3494 0.3198 0.1466 0.1186 0.8770 1.2182 4.6883 16599 
sdres4ffw 0.3465 0.3171 0.1452 0. 11 75 0.8665 1.2064 4.6326 16599 

Panel C: lndependent variables 

displtg 0.0414 0.03 0.0431 0 1.3767 5.8707 99.3556 12873 
dispeps1w 0.0989 0.05 0.1494 0 0.95 3.4978 17.1763 15786 
expgrthw 0.1670 0.149 0. 1254 0 1 4.0535 24.9629 16005 
ret1y 0.1417 0.1476 0.3941 -3.3449 3.1327 -0. 171 5 6.7806 16599 
avgturnover 0.0090 0.0066 0.0084 0.0001 0.2395 4.2402 55.8628 16599 
sdturnover 0.0076 0.0050 0.0093 0.0001 0.2765 6.6371 105.574 16599 
cv1urnover 0.8305 0.7349 0.3986 0.2497 6.6507 2.7636 18.4260 16599 
ill iq' 10-5 0.0018 0.000 1 0.0312 0.0000 1.9 47 .502 2535.504 16599 
lnmkteq 7.5017 7.3430 1.5195 2.2042 13. 138 0.5395 3.1283 16560 
bmw 0.4220 0.3700 0.2856 -0 .2191 1.4962 1.0736 5.0105 16557 
rd 0.0622 0.0306 0.0915 0 1.3728 3.7970 26.6239 10687 
ad 0.0390 0.0183 0.0602 0 0.8193 4. 1846 29.5392 6723 
capxs 0.0592 0.0425 0.0584 0 0.8127 2.9815 17.7648 16478 
investment 0.1147 0.0905 0.0988 0 1.4997 2.7117 16.9704 16587 
zscorew 5.0082 3.5327 6.3789 -78.2983 74.864 3.6449 36.6590 16599 
netlevw 0.1126 0.1274 0.2657 -0.8314 2.5924 0.2576 6.2562 16587 
leveragew 0.3049 0.1235 0.6991 0 11.424 8.5493 109.0316 16503 
sdroa5yw 0.0531 0.0302 0.0669 0.00 11 0.4073 3.1 278 14.3874 16582 
inv basew 0.1543 0.0651 0.2232 0.0007 1.2308 2.4973 10.1131 16245 

Notes: 

This table presents the descriptive statistics of the social performance measures (panel A), the risk 
measures (Panel 8), and the explanatory variables (Panel C) for the 16,599 fi.rm-year sample 
observations between 1991 and 2007. 

SP and SPwe are aggregate (composite) measures of social performance, which combine strengths and 
concerns, computed with and without exclusionary screens, respectively. Str (Con) is the aggregate 
measure of strengths (concerns). Conwe is Con computed without exclusionary screens. Systematic 
risk (mbetaw and mbetaffw) is the market beta derived from the CAPM or the four-factor Carhart 
(1997) mode!, respectively. Idiosyncratic risk (sdresCAPMw, sdresffw and sdres4ffw) is the standard 
deviation of the residuals derived from the CAPM, the three-factor Fama and French (1993) mode! and 
the four-factor Carhart (1997) mode!, respectively. Firm's total risk (Volatilityw and dvolatilityw) is 
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the annualized standard deviation from the monthly stock returns over the previous five years and from 
the daily stock returns over the past year, respectively. 

Dispersion of analyst forecasts is measured by the cross-sectional standard deviation of either one­
year-ahead earnings forecasts ( dispeps 1 w) or long-term growth in earnings forecasts ( displtg) . 
Expected growth in earnings (expgrthw) is the mean annualized five-year earnings growth rate from 
I/B/E/S (where available, otherwise estimated as the implicit growth in forecasted earnings from year 1 
to year 2) . retl y is the annualized return from the previous year' s daily stock retmns. The leve! of 
liquidity is proxied by the average daily share turnover (avgturnover), and the liquidity risk is proxi ed 
by the standard deviation (sdtumover) or the coefficient of variation ( cvtmnover) of this measure over 
the previous year. Share turnover is defined as daily shares traded divided by daily shares outstanding. 
The Amihud illiquidity meas ure (illiq) is computed as in Amihud (2002). 

Firm size (lnmkteq) is proxied by the logarithm of the market value of common equity at the most 
recent fiscal year-end. Book-to-market ratio (bmw) is computed as the ratio of the book to market 
value of common equity as of the most recent fiscal year end. Capxs is capital expenditures divided by 
total assets, rd is R&D expenditures divided by total assets, and ad is advertising expenses divided by 
total assets. Investment is computed as the sum of capital expenditures, R&D expenditures, and 
advertising expenses, divided by total assets . Net leverage (netlevw) is measured as the ratio of long­
tenu debt minus cash & marketable securities to the market value of common equity using values for 
the most recent fiscal year end. Distress risk (zscorew) is computed as: 

( NWC) (RE) ( EBIT) (Sales) ( MVEquity ) Zscore=l.2 x -- +1.4 x - +3.3 x -- + -- +0.6x 
TA TA TA TA BVTL 

where, NWC is net working capital (current assets - current liabilities), REis retained earnings, EBIT 
is earnings before interest and taxes, MVEquity is the market value of total equity (common and 
preferred stocks), BVTL is total liabilities ( current and long tenn liabilities), and TA is total assets. 
The standard deviation of return on assets (sdroa5yw) is computed over the fivc previous years up to 
the fiscal-year end date of each firm-year observation. The size of investor base (in v_ basew) is 
measured as the number of common ordinary shareholders divided by conunon shares outstanding. 
Except for the social performance measures and dummy variables, the variables are winsorized (w) at 
the 1 st and 99th percentiles. 

This observation is confirmed when the combined measure is split into two aggregate 

measures of strengths and concerns. The mean (median) strengths score Str of 0.036 (0.023) 

is smaller than the mean (median) concerns score Con of 0.038 (0.026) when computed with 

exclusionary screens. The difference is statistically significant at the 1% level with t-statistic 

of -5.12 for means and z-statistic of -11.48 for medians .35 The mean (median) strengths score 

is also smaller than the mean (median) concerns score of 0.059 (0.047) when computed 

35 We used the paired t-test (the wilcoxon signed rank test) for the comparisons of the means 
(medians). 

--- 1 
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without exclusionary screens (Conwe ). The difference is statistically significant at the 1% 

leve! with t-statistic of -44.73 for means and z-statistic of -45.71 for medians. 

Based on Panel B of Table 1.1, the mean (median) systematic risk is 1.27 ( 1.08) using the 

CAPM and 1.12 (1.05) using the four-factor mode!. The mean (median) total risk is 0.45 

(0.38) using five-year monthly returns a_nd 0.39 (0.36) using one-year daily returns .. The mean 

(median) idiosyncratic risk is 0.35 (0.32) using the CAPM. Using the three- or four-factor 

models yield similar results. Pan~l C of Table 1.1 reports descriptive statistics for our 

explanatory variables. 

Table 1.2 repmis that the aggregate measures of social perfotmance (SP and SPwe ), 

which combine strengths and concerns and are computed with and without exclusionary 

screens, are high1y positively conelated. These aggregate measures of social performance 

have positive correlations with the strengths score Str, ranging from 0.38 to 0.49, and 

negative conelations with concerns scores Con and Conwe, ranging from -0.59 to -0 .79. The 

correlations between strengths and concems are positive but relatively low, which suppotis 

the notion that they are different concepts and should be treated separately in empirical work. 

The correlation between Strand Con (Conwe) is 0.24 (0.26). 
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Table 1.2 also shows positive conelations between ali risk measmes. The correlations 

range from 0.21 to 0.99. Based on Table 1.2, ali risk measures are negatively correlated with 

the strengths and concerns measmes . However, the aggregate social performance measure 

computed with exclusionary screens is positively correlated with total risk and idiosyncratic 

risk. The aggregate social performance measure computed without exclusionary screens is 

positively correlated only with idiosyncratic risk. Based on Table 1.3 , only a few of the 

explanatory variables are highly correlated. For example, the correlation coefficient between 

the average and standard deviation of share turnover is 0.82. Except these special cases, the 

correlation coefficients are relatively low overall, which mitigate the multicollinearity 

concerns that could affect the regression results. 
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1.5.2. Relation between Firm Risk and Social Performance 

Panel A of Table 1.4 reports the results of the regressions between total risk and social 

performance.36 The aggregate SP measure is significantly and negatively related to stock 

return volatility. The coefficient associated with SP is -0.096 when total risk is computed 

using five-year monthly returns and -0.063 when total risk is computed using one-year daily 

returns. At first glanee, all else equal, volatility would decrease with higher aggregate SP. 

However, when we substitute the aggregate measures of strengths Str and concerns Con for 

the aggregate SP, we observe positive and statistically significant (1 % leve!) coefficients for 

both measures regardless of the risk metric used . Moreover, the magnitude and statistical 

significance of the coefficients associated with the aggregate measure of concerns (0.22 and 

0.17) are higher than those of the coefficients associated with the aggregate strengths 

measure (0.092 and 0.096). The difference is statistically significant at the 5% leve!. The p­

values of the one-sided Wald tests are 0.025 and 0.035, respectively. The mere netting 

involved in the aggregate SP (i.e., strengths net of concerns) and the fact that concerns 

display positive coefficients twice as large as strengths could explain the observed negative 

link between volatility and the aggregate SP. 

36 
Ali our reported results include SP measure computed with exclusionary screens. If the ir exclusion 

modifies the results, we mention that explicitly. 
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Note: 

Table 1.4 reports results from OLS regressions of the risk measures on the social performance 
measures and controls over the period 1991-2007. Firm's total risk (Volatilityw and dvolatilityw) is 
the annualized standard deviation from the monthly stock returns over the previous five years and from 
the daily stock returns over the past year, respectively. Idiosyncratic risk (sdresCAPMw, sdresffw and 
sdres4ffw) is the standard deviation of the residuals derived from the CAPM, the three-factor Fama 
and French (1993) mode] and the four-factor Cm·hart (1997) mode], respectively. Systematic risk 
(mbetaw and mbetaffw) is the market beta derived from the CAPM or the four-factor Carhart (1997) 
model, respectively. SP is the aggregate (composite) measure of social performance, which combine 
strengths and concerns. Str (Con) is the aggregate measure of strengths (concerns) . The explanatory 
variables include: firm size (lnmkteq), the book-to-market ratio (bmw), the net leverage (netlevw), the 
annualized return from the previous year's daily stock returns (ret! y), the average daily share turnover 
( avgturnover), the coefficient of variation of daily share turnover over the previous year ( cvturnover), 
the cross-sectional standard deviation of one-year-ahead earnings forecasts (dispeps1 w), Investment 
computed as the sum of capital expenditures, R&D expenditures, and advertising expenses, divided by 
total assets (investment), expected growth in earnings ( expgrthw), the distress risk measme (zscorew), 
the standard deviation of return on assets (sdroa5yw), and the size of investor base (in v_ basew). All 
variables are defined in footnotes of Table 1.1. Unreported industry contro ls are based on the Fama 
and French (1997) industry classification. Robust and clustered (by finn) t-Statistics are reported in 
parentheses. 

*** Significant at the 1% leve! (p<0.01); ** Significant at the 5% leve! (p<O.OS); * Significant at the 
10% leve! (p<0.1). 

The results reported in Panel A of Table 1.4 have three implications. First, the social 

performance in aggregate is negatively related to total risk which supp01ts our first 

hypothesis. Second, both higher concerns scores and higher strengths scores increase total 

risk. This finding supp01ts our third hypothesis for the concerns, but not the second 

hypothesis for the strengths. Third, the relation between the concerns measure and total risk 

is stronger than the relation between the strengths measure and total risk. The latter finding 

suppotts our fourth hypothesis. 

Panel B of Table 1.4 shows that aggregate measure SP is significantly and negatively 

related to idiosyncratic risk regardless of how it is measured. The coefficients associated with 

the aggregate measures of strengths Str and concerns Con are positive and statistically 

significant regardless of the risk metric used. Similar to the results for total risk, the 

magnitude and statistical significance of the coefficients associated with the aggregate 

measure of concerns (0.185, 0.187 and 0.191) are higher than those of the coefficients 

associated with the aggregate strengths measure (0.107, 0.109 and 0.111). The differences are 
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statistically significant at the 5% level. The p-values of the one-sided Wald tests are 0.027, 

0.022 and 0.018, respectively. 

Overall, the results for idiosyncratic risk are similar to those for total risk. Social 

performance in aggregate is negatively related to idiosyncratic risk which supports our first 

hypothesis. Both higher concerns scores and higher strengths scores increase idiosyncratic 

risk, which supports our third hypothesis for the concerns, but not the second hypothesis for 

the strengths. Finally, the relation between the concerns measure and idiosyncratic risk is 

stronger than the relation between the strengths measure and idiosyncratic risk which 

supports our fourth hypothesis. 

Panel C of Table 1.4 reports the results of the regressions between systematic risk and 

social performance. None of the coefficients associated with the aggregate measure of SP or 

the two aggregate measures of strengths Strand concerns Con are significant. 37 Overall, these 

results do not support our hypotheses that social performance in aggregate or their strengths 

or concerns components are related to systematic risk. 

In sumrnary, the results reported in Table 1.4 suggest that both aggregate measures of 

strengths and concerns increase total risk mainly due to idiosyncratic risk. Moreover, the risk 

increase associated with strengths is lower than that associated with concerns, which suggests 

an asyrrunetric relation between social performance and firm risk. 

37 When computed without exclusionary screens, the coefficient associated with the aggregate measure 
of SP is negative and marginally significant (1 0% leve!), whereas the coefficient associated with the 
aggregate measure of conccrns Conwe is positive and significant ( 1% lev el) wh en the dependent 
variable is the systematic risk computed from the CAPM (result not reported). The latter finding is 
consistent with the results of Oikonomou et al. (2012) who examine this relation for S&P 500 firms 
(including utilities and financial firms unlike conventional practice). 
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1.6. Robustness checks 

1.6.1. Reverse causality: Social performance as a function of risk 

Our regression equations (7 &8) were estimated with the risk measures as the dependent 

variables and the SP measures as the independent variables plus a set of control variables. 

This econometrie specification implies that SP causes a firm 's risk because risk is the 

dependent variable in the regression equation. However, there exist theoretical justifications 

for the proposition that financial performance causes SP ( e.g., slack resources hypothesis). In 

our context, this implies that a firm' s risk may in turn affect its SP in severa! ways. That is, a 

firm ' s risk causes SP. For example, largest firms with rather stable cash flows can afford to 

initiate social actions. Cash flow stability implies less stock priee volatility. Ail else equal , 

lower cash flow volatility and enduring profitability are prerequisites for social commitment 

according to the slack resources hypothesis . It is also possible that managers of less risky 

firms may be less prone to improve their SP due to lower stakeholdcrs' pressure. 

Alternatively, managers of risky firms may improve SP m an attempt to change the 

perceptions of investors and analysts about the risk profile of their firms. 

The argument is that we should be aware of the two empirical issues implied by the 

relationship between a firm's risk and SP: what is the sign of the relationship (positive, 

negative or neutral)? What is the direction of causation? In this section, we test the altemate 

proposition that a firm's risk causes SP. 

Given the lack of a well developed a priori mode! of the determinants of SP (Simpson 

and Kohers, 2002), we rely on previous research and our judgement to propose an empirical 

model for SP. To examine the effect of a firm's risk on SP, we run the following regression: 

(9) 

where, Sf>;1 and Risk;1 are the SP and risk measures for finn i at time i , respectively. 1';1 

is a vector of firm-specific characteristics, industry factors, and market-wide factors that 

could affect SP. B is the related vector of coefficients. 
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1.6.1.1. Cross-sectional determinants of SP 

Previous empirical studies find that SP can be affected by several firm characteristics 

which include risk (e.g., beta and standard deviation of returns), firm size, leverage ratio, 

book-to-market ratio, capital expenditures, R&D expenditures, advertising expenses, and 

industry (Graves and Waddock, 1994; Waddock and Graves, 1997; McWilliams and Siegel, 

2000; Hillman and Keim, 2001; Orlitzky and Benjamin, 2001; Margolis and Walsh, 2003; 

Orlitzky et al., 2003; Mattingly and Berman, 2006; Barnea and Rubin, 2010; Mahoney and 

Roberts, 2007; Sharfman and Fernando, 2008; Harjoto and Jo, 2011). Moreover, recent 

studies find that SPis negatively related to the cost of equity capital (Feldman et al., 1997; 

Sharfman and Fernando, 2008; El Ghoul et al., 2011), and financial distress or default risk 

(Goss, 2007). 

Based on theoretical arguments and the empirical evidence reported in previous studies, 

the firm-specific characteristics considered in the SP model used herein are finn size 

(lnmkteq), Book-to-Market ratio (bmw), net leverage (netlevw), the cost of equity capital 

(ICC), the level of stock liquidity ( avgturnover), the liquidity risk ( cvturnover), dispersion of 

analyst forecasts ( dispeps 1 w), investment-to-asset ratio (investment), expected growth in 

earnings (expgrthw), default risk (zscorew), and investor base (inv_basew) .38 

We estimate the cost of equity capital using the implied cost of capital methodology (ICC 

approach hereafter). The main idea of the ICC approach is to treat each finn as an investment 

project and to use the valuation equation in order to back out the cost of equity. The cost of 

equity is the discount rate (or the internai rate of return) that equates the cmrent stock priee to 

the present value of ali expected future cash flows. Investors ' expectations are proxied by 

financial analyst forecasts, assurning that analysts' forecasts reflect or drive investors' beliefs. 

Several studies have used the ICC approach along with forecasted earnings to estimate the 

cost ofequity at the firm-level (e.g., Claus and Thomas, 2001; Gebhardt et al. 2001; Easton, 

2004; Ohlson and Juettner-Nauroth, 2005; Hail and Leuz, 2006; Witmer and Zorn, 2007; Lee 

et al., 2009). The ICC approach using forecasted earnings is appealing because it provides an 

38 Hatjoto and Jo (2011) show that analyst coverage is significantly related to SP. We do not include 
analyst coverage because it is highly correlated with finn size. 
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ex ante cost of equity measure. Most asset pricing theories are formulated in terms of ex ante 

predictions. By infening the cost of equity from current priee and expectations about the 

future, we can think of the cost of equity as a market-determined measure (Ohlson and 

Juettner-Nauroth, 2005). We follow this research stream by computing the cost of equity for 

each fitm-year observation using five ICC models: PEG ratio model ofEaston (2004) , MPEG 

ratio model of Easton (2004), ICC model of Ohlson and Juettner (2005), ICC model of Claus 

and Thomas (2001), and ICC model of Lee et al. (2009). For each firm-year observation we 

compute the implied cost of equity using cunent stock priee, book value per share, one-year­

ahead and two-year-ahead mean eamings per share forecasts , payout ratio, five-year 

annualized mean (median) growth rate (an estimate for short-tenn growth obtained from 

IIB/E/S), and an estimate for the long-term growth rate (e.g., expected inflation rate). The 

implementation of the five ICC models is similar to that of Hail and Leuz (2006) and El 

Ghoul et al. (2011). We use the average implied cost of equity (ICC) based on the five 

models as our proxy for the cost of equity. 

The variable investor base (in v_ basew) is included to control for ownership structure 

following the empirical evidence reported in previous studies showing a significant 

relationship between SP and sorne measures of ownership structure such as institutional and 

insiders' ownership (e.g., Mahoney and Roberts, 2007; Bamea and Rubin, 2010; Hatjoto and 

Jo, 2011). We expect this variable to be positively related to SP based on theoretical 

arguments (see e.g., Heinkel et al., 2001; Mackey et al., 2007). 

Equation (9) is estimated using pooled cross-section time-series regressions. Because SP 

may vary by industry (Griffin and Mahon, 1997; Carroll, 1999; Simpson and Kohers, 2002), 

we include industry dwnmy variables using the Fama-French (FF) industry classification to 

control for industry fixed effects. We also include year dummies to control for changing 

economie conditions which could affect SP. We adjust the standard errors for both 

heteroskedasticity in the error tetms and clustering of observations. 
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1.6.1.2. Empirical findings 

Table 1.5 repOlis the results of the reverse causality regressions between the SP and the 

risk measures. Panel A shows that the coefficients associated with total and idiosyncratic 

risks are negative and statistically significant when the dependent variable is the aggregate SP 

measure. None of the coefficients associated with the systematic risk measures are 

significant. Similarly, Panel B and C of Table 1.5 show that the coefficients associated with 

total and idiosyncratic risks are positive and statistically significant when the dependent 

variable is either the aggregate measure of strengths Str or concerns Con. None of the 

coefficients associated with the systematic risk measures are significant when the dependent 

variable is either the aggregate measure of strengths Str or concerns Con. The only exception 

is the coefficient associated with the CAPM beta, which is positive and significant when the 

dependent variable is the aggregate measure of concerns Con. 



Table 1.5: Reverse causality between the risk measures and social performance 

Panel A: AggregateSocial Performance measure 
SP SP SP SP SP SP SP 

Volatilityw -0.010** 
(-2 .1 9) 

dvolati 1 ityw -0.012** 
(-1 .98) 

sdresCAPMw -0.015** 
(-2.26) 

sdresffw -0.015** 
(-2.31) 

sdres4ffw -0.016** 
(-2.43) 

mbetaw 0.001 
(0.76) 

mbetaffw -0.000 
(-0.25) 

lnmkteq -0.004*** -0 .004*** -0.004*** -0.004*** -0 .004*** -0.004*** -0.004*** 
(-4. 13) (-4.08) (-4.14) (-4.15) (-4.17) (-3.88) (-3.92) 

bmw -0.007** -0 .007** -0.007** -0.007** -0.007** -0.007** -0.007** 
(-2.24) (-2.23) (-2.26) (-2.27) (-2.27) (-2. 13) (-2 .1 4) 

netlevw -0.010** -0 .011 *** -0 .011 *** -0 .011*** -0 .011 *** -0.01 0** -0 .01 0** 
(-2.50) (-2.65) (-2.65) (-2.65) (-2.66) (-2.37) (-2.43) 

ICC -0.050** -0 .048** -0 .048** -0.048** -0.048** -0 .051 ** -0.050** 
(-2.51) (-2.49) (-2.46) (-2.47) (-2.46) (-2.57) (-2.54) 

avgturnover -0.055 -0.051 -0.048 -0.049 -0.047 -0.149 -0.125 
(-0.52) (-0.48) (-0.45) (-0.47) (-0.45) (-1.43) (-1 .22) 

cvturnover 0.002 0.002 0.002 0.002 0.002 0.002 0.002 
(1.18) (1 .23) (1 .35) (1 .38) (1.41) (1 .25) (1.18) 

dispeps1w -0.017*** -0 .016*** -0.016*** -0.016*** -0.016*** -0 .016*** -0.016*** 
(-2.91) (-2.79) (-2.80) (-2.81) (-2.81) (-2. 77) (-2.80) 

investment 0.070*** 0.069*** 0.069*** 0.069*** 0.069*** 0.069*** 0.069*** 
(6.42) (6.43) (6.43) (6.43) (6.43) (6.31) (6.33) 

expgrthw 0 .004 0.004 0.004 0.004 0.004 0.002 0.003 
(0.83) (0.78) (0.79) (0.79) (0.80) (0.39) (0.50) 

zscorew 0.001 *** 0.001 *** 0.001 *** 0.001 *** 0.001 *** 0.001 *** 0.001 *** 
(5.30) (5.45) (5.43) (5.43) (5.43) (5.47) (5.41) 

sdroa5yw -0.013 -0.014 -0.01 3 -0.013 -0.013 -0.025** -0.023* 
(-0.97) (-1 .08) (-1.00) (-1.01) (-0.98) (-1.98) (-1 .80) 

inv_basew 0.003 0.003 0.003 0.003 0.003 0.004 0.004 
(0.69) (0.72) (0.72) (0.72) (0.72) (0.85) (0.80) 

Constant 0.012 0.014 0.016 0.016 0.016 0.005 0.006 
(0.65) (0.77) (0.86) (0.87) (0 .90) (0.31) (0.36) 

Indus tt·y dummies Y es Y es Y es Y es Y es Y es Y es 
Year dummies Y es Y es Y es Y es Y es Y es Y es 

Observations 11 785 11904 11904 11 904 11 904 11 785 11785 
N umbet· offil·ms 2276 2312 2312 2312 231 2 2276 2276 
R-sguared 0.236 0.235 0.235 0.235 0.235 0.235 0.235 
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Note: 

Table 1.5 reports results from OLS regressions of the social performance measures on risk measw-es 
and con trois over the period 1991 -2007. SP is the aggregate (composite) measure of social 
performance, which combine strengths and concerns. Str (Con) is the aggregate measure of strengths 
(concerns) . Firm's total risk (Volatilityw and dvolatilityw) is the annualized standard deviation from 
the monthly stock returns over the previous five years and from the daily stock returns over the past 
year, respectively. Idiosyncratic risk (sdresCAPMw, sdresffw and sdres4ffw) is the standard deviation 
of the residuals derived from the CAPM, the tlu·ee-factor Fama and French (1993) mode! and the four­
factor Carhart (1997) model, respectively. Systematic risk (mbetaw and mbetaffw) is the market beta 
derived from the CAPM or the four-factor Carhart (1997) mode!, respectively. The explanatory 
variables include: firm size (lnmkteq), the book-to-market ratio (bmw), the net leverage (netlevw), the 
average implied cost of equity (ICC), the average dai! y share tmnover (avgturnover) , the coefficient of 
variation of daily share turnover over the previous year ( cvturnover) , the cross-sectional standard 
deviation of one-year-ahead earnings forecasts (dispepsl w), Investment computed as the sum of 
capital expenditures, R&D expenditures, and advertising expenses, divided by total assets 
(investment), expected growth in earnings ( expgrthw), the distress risk measure (zscorew), the 
standard deviation of return on assets (sdroa5yw), and the size of investor base (in v_ basew). The 
average implied cost of equity (ICC) is based on five ICC models: PEG ratio mode! of Easton (2004), 
MPEG ratio mode! of Easton (2004), ICC mode! of Ohlson and Juettner (2005), ICC mode! of Claus 
and Thomas (2001), and ICC mode! of Lee et al. (2009). Details on the implementation of the five 
models are available from authors upon request. Ail other variables are defined in footnotes of Table 
1.1. Umeported industry controls are based on the Fama and French (1997) industry classification. 
Robust and clustered (by firm) t-Statistics are rep011ed in parentheses. 

*** Significant at the 1% leve! (p<0.01 ); ** Significant at the 5% leve! (p<0.05); * Significant at the 
10% leve! (p<0.1). 

The results reported in Table 1.5 suggest that a firm's risk affects its SP, as weil as its 

strengths and concerns components. Higher total and idiosyncratic risks are significantly and 

positively associated with both higher concerns and higher strengths scores . Similarly, higher 

risk (total and idiosyncratic) induces both higher concerns scores and higher strengths scores. 

This implies that the relation between SP and a firm's risk also runs from risk to SP, that is 

risk causes SP. 

Up to this point, our regresswn equations (7, 8 or 9) assume that the independent 

variables of interest, either SP or risk measures, are exogenous. However, if one of these 

variables is endogenous, our results would be affected. This issue is examined in the next 

sections. 
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1.6.2. Correcting for the endogeneity of social performance39 

The regression specification in equation (7 or 8) assumes that social performance SP is 

exogenous. However, SP may be endogenous because sorne of the regressors (e.g., finn size 

and industry) and unobserved variables could affect both SP and the firm's risk. In such 

cases, the explanatory variable SP;, is likely to be endogenous, and the coefficients estimates 

using standard OLS are biased and inconsistent. 

To correct for this potential endogeneity problem, we use the instrumental variables 

regression method estimated using the two-step efficient generalized method of moments 

(GMM):40 

where Z;, denotes instruments, and Yit denotes variables that affect social performance 

(e.g., firm size and industry). Chosen instruments should be correlated with ~p but have zero 

or low conelation with the disturbance in the structural mode! for the firm' s risk (equation 

11). We use lagged SP, the median industry SP and a dummy variable for Joss firms (i .e., 

those with negative free cash flow in the previous year) as instruments. When examining 

strengths and concerns measures, we consider lagged values of both measures. The three 

instruments could reasonably influence the current SP score. First, the current SP is highly 

correlated with the lagged SP (the conelation coefficient is 0.8) suggesting that SP tends to 

change slowly over time. Second, the use of the median industry SP allow us to control for 

industry differences in the SP scores because social issues are different for different 

industries and are time-varying (Carroll, 1999). Each industry has different configurations of 

39 There are three potential sources of endogeneity: simultaneity bias; omitted variab les bias; self­
selection bias. Depending on the research question, one of two procedures is used to correct for 
endogeneity: Heckman two-step procedure for self-selection bias or Instrumental variable (IV) 
estimation. 
40 The GMM estimation generates efficient estimates of the coefficients and consistent estimates of the 
standard errors that are robust to the presence of arbitrary heteroskedasticity and clustering by firm. 
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stakeholders with disparate degrees of activism on the issues (Carroll, 1999). Third, 

according to the slack resources hypothesis, firms with negative free cash flow may not be 

able to invest in CSR domains, and thereby improve its SP. 

In the second stage, we use the fitted value SP;; obtained in the first stage for equation 

(10) as the explanatory variable instead of the original value SP;
1

, and run the regression in 

equation (11). We only report the results of the second stage estimation. 

Panel A of Table 1.6 shows that the aggregate measure SP which combines strengths and 

concerns is significantly and negatively related to stock return volatility computed using five­

year monthly returns. The coefficient associated with SP becomes insignificant when stock 

retum volatility is cotnputed using the previous year's daily stock returns. Nonetheless, the 

result provides some support for our first hypothesis. 

Both coefficients associated with the two aggregate measures of strengths Str and 

concerns Con are positive and statistically significant. However, the magnitude and statistical 

significance of the coefficients associated with the strengths measure are lower thau those 

associated with the concerns measure. The difference is statistically significant at the 5% 

level when the dependent variable is the volatility computed using five-year monthly returns 

(p-value of the one-sided Wald test is 0.027).41 Therefore, we conclude that both higher 

concerns scores and higher strengths scores increase volatility (total risk). The volatility 

increase associated with strengths is lower than that associated with concerns. This finding 

suppmis our fowih hypothesis. There is an àsymmetric relation between social performance 

and total risk. 

41 The difference is not statistically significant when the dependent variable is the volatility computed 
using the previous year's daily stock returns (p-value of the one-sided Wald test is 0.185). 
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Note: 

Table 1.6 report results from instrumental variables (IV) regressions of the risk measures on the social 
performance measures and controls over the period 1991-2007. Firm's total risk (Volatilityw and 
dvolatilityw) is the annualized standard deviation from the monthly stock returns over the previous 
five years and from the daily stock returns over the past year, respectively. Idiosyncratic risk 
(sdresCAPMw, sdresffw and sdres4ffw) is the standard deviation of the residuals derived from the 
CAPM, the three-factor Fama and French (1993) mode! and the four-factor Carhart (1997) mode!, 
respectively. Systematic risk (mbetaw and mbetaffw) is the market beta derived from the CAPM or the 
four-factor Carhart (1997) mode!, respectively. SP is the aggregate (composite) measure of social 
performance, which combine strengths and concems. Str (Con) is the aggregate measure of strengths 
(concems). The explanatory variables include: firm size (lnmkteq), the book-to-market ratio (bmw), 
the net leverage (netlevw), the annualized retum from the previous year's daily stock returns (ret1y), 
the average daily share turnover ( avgturnover), the coefficient of variation of daily share turnover over 
the previous year (cvturnover), the cross-sectional standard deviation of one-year-ahead earnings 
forecasts (dispeps1 w), Investment computed as the sum of capital expenditures, R&D expenditures, 
and advertising expenses, divided by total assets (investment), expected growth in earnings 
( expgrthw), the distress risk measure (zscorew), the standard deviation of return on as sets (sdroa5yw), 
and the size of investor base (in v _basew). AU variables are defined in footnotes of Table 1.1. The IV 
regressions are estimated using the two-step efficient generalized method of moments (GMM) . We use 
three instruments: lagged SP, the median industry SP and a dummy variable for loss firms (i .e., equals 
to one for firms with negative free cash flow in the previous year, and zero otherwise). J statistic p­
value is the p-value of the Hansen J statistic (overidentification test of all instruments) . Unrepotied 
industry controls are based on the Fama and French (1997) industry classification. Robust and 
clustered (by firm) t-Statistics are reported in parentheses. 

*** Significant at the 1% leve! (p<O.Ol); ** Significant at the 5% leve! (p<0.05); * Significant at the 
10% leve! (p<O.l). 

The results are similar using idiosyncratic risk, except for the aggregate SP measure 

which remains negatively, but becomes marginally, related to the firm's idiosyncratic risk 

from the three and four factor models (Panel B of Table 1.6). After controlling for 

endogeneity, both coefficients associated with the two aggregate measures of strengths Str 

and concerns Con are positive and statistically significant. Similar to the results for total risk, 

the magnitude and statistical significance of the coefficients associated with the strengths 

measure are lower than those associated with the concerns measure. The p-values of the one­

sided Wald test are 0.1 04, 0.066 and 0.044, respectively. These results supp01i our fourth 

hypothesis. 
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As rep01ied in Panel C of Table 1.6, none of the coefficients associated with the 

aggregate measure of SP or the two aggregate measures of strengths Strand concerns Con are 

significant42
. Overall, social performance in aggregate or their strengths or concerns 

components seem not related to systematic risk. These findings do not supp01i our 

hypotheses but are consistent with previously reported results. 

1.6.3. Simultaneous equation framework 

Another potential source of endogeneity is simultaneity bias, that is SP and the firm' s 

risk may be j ointly determined. Waddock and Graves ( 1997) fi nd th at SP is both a predictor 

and consequence of financial performance. That is, there is a simultaneous relationship, or a 

kind of 'virtuous circle ' , which they explain by a simultaneous and interactive impact 

between theoretical arguments such as the slack resources the01·y and the stakeholder theory. 

Based on a meta-analysis of 18 studies that examine the relationship between SP and finn 

risk in any fonn, Orlitzky and Benjamin (2001) find that prior SP is negatively related to 

subsequent finn risk, and prior firm risk is negatively related to subsequent SP. To correct for 

this particular form of endogeneity, we use a simultaneous equations system where SP 

affects the firm 's risk and is, in tur:n, affected by the latter. Specifically, we estimate the 

following three-equation vector autoregressive (V AR) model: 

{ 

Strif = Œo + AIRiskif-1 + fJIStrif -1 + r iCanit-1 + exif-1 + OJif 

Canif =ai + A2Riskif- I + f32Strif - I + y2 Canit-I + 8X if-I + &it 

Ris k it = a 2 + A3Riskif - l + j33Strif- l + y3Canit _1 + l.f/Xit- l + Ji;f 

(12) 

where Ris k if is the risk measure for firm i at time t , and Strif ( Canif ) is the strengths 

( concems) measure for firm i at time t . The three equations of the system have the same set 

of control variables. This is achieved by using the same proxy for expected retum. That is, we 

42 The coefficient associated with the aggregate concerns measure, computed without exclusionary 
screens Conwe, is positive (0.655) and significant (t-statistic of 3.25) when the dependent variable is 
the systematic risk computed from the CAPM (result not tabulated) . 
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replace the annualized return from the previous year's daily stock returns by the implied cost 

of equity capital in the Risk equation. Our main variables of interest (i.e., Risk, Strand Con) 

are now treated as endogenous. 

The use of the V AR approach with panel data requires that we relax the constraint of the 

same underlying shucture for each firm. In other words, we need to account for the individual 

heterogeneity in the levels of the variables. Specifically, we follow Love and Zicchino (2006) 

by estimating the VAR after removing firm (fixed) effects and time effects from ail the 

variables involved. We first remove the fixed effects, and then remove the time effects from 

the data. The fixed effects are removed from the data using the fotward mean-differencing 

procedure. This procedure requires the calculation of the otihogonal deviation for each finn­

year observation by taking the difference between the observation and the fmward mean (i.e., 

the mean of aU future observations available for each firm-year). The time effects are 

removed from the data by subtracting the means of each variable calculated for each year. 

The V AR is estimated using the !east squares (LS) method. 

-

1 

1 
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Table 1.7: V AR regressions between the risk and social performance measures 

Panel A: Total risk measures 
Volatilityw Str Con dvolatilityw Str Con 

Risk 0.669*** 0.003 0.022*** 0.423*** 0.016*** 0.029*** 

[ 102.20] [ 1.21] [ 6.18] [ 51 .73] [ 6.19] [ 8.04] 
Str 0.251 *** 0.588*** 0.003 0.091 *** 0.585*** 0.000 

[ 13.13] [ 77. 13] [ 0.35] [ 3.91 ] [ 77.22] [ 0.08] 
Con 0.1 37*** -0.006 0.489*** 0.019 -0.006 0.488*** 

[ 9.03] [-1.08] [ 58.53] [ 1.05] [-1 .01] [ 58.8] 
lnmkteq -0.008*** 0.006*** 0.008*** -0.012*** 0.006*** 0.007*** 

[-7.89] [ 15.91 ] [ 14.33] [-9.86] [ 16.39] [ 13.38] 
bmw -0.013*** 0.008*** 0.011*** 0.046*** 0.008*** 0.009*** 

[-3.62] [ 5.84] [ 5.60] [ 10.68] [ 5.72] [ 4.85] 
netlevw -0.024*** 0.007*** 0.010*** 0.040*** 0.005*** 0.008*** 

[-4.52] [ 3.28] [ 3.50] [ 6.14] [ 2.68] [ 2.74] 
ICC -0.031 0.025*** 0.007 0.215*** 0.023*** 0.007 

[-1.45] [ 2.95] [ 0.64] [ 8.20] [ 2.70] [ 0.64] 
avgturnover 1.309*** -0.259*** 0.077 4.856*** -0.343*** 0.012 

[ 8.70] [-4.32] [ 0.93] [ 26.31 ] [-5.73] [ 0.14] 
cvturnover 0.007*** 0.000 -0.000 0.050*** 0.000 -0.000 

[ 3.41] [ 0.46] [-0.24] [ 19.00] [ 0.54] [-0.23] 
dispeps1w -0.006 0.001 0.005 0.057*** 0.001 0.004 

[-1 .01 ] [ 0.74] [ 1.59] [ 7.11 ] [ 0.39] [ 1.14] 
investment -0.043*** -0.004 0.003 0.064*** -0 .003831 0.001 

[-2.90] [-0.70] [ 0.45] [ 3.57] [-0.65] [ 0.15] 
ex pgrthw 0.005 -0.003 -0.008 0.006 -0.003 -0.007 

[ 0.71] [ -1.1 1] [-1. 95] [ 0.65] [-1.00] [-1.82] 
zscorew -0.000*** -0.000*** -0.000*** 0.002*** -0.000*** -0.000*** 

[-0.551] [-3.62] [-3.06] [ 7. 13] [-3. 73] [-2.91 ] 
sdroa5yw 0.365*** -0.018*** -0.011 0.021 -0.022*** -0.011 

[ 17.07] [-2.17] [-1.01 ] [ 0.83] [-2.64] [-1 .01 ] 
inv_basew -0.000 -0.000 -0.002 -0.003 -0.000 -0.003 

[-0.02] [-0.13] [-0.96] [-0.55] [-0.21 ] [-1 .25] 
Constant -0.157*** 0.038*** 0.043*** -0.163*** 0.041 *** 0.036*** 

[-14.07] [ 8.57] [ 7.09] [-12.77] [ 9.97] [ 6.45] 

Observations 9645 9645 9645 9734 9734 9734 
R-s uared 0.64 0.46 0.30 0.41 0.46 0.30 
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Table 1.7: V AR regressions between the risk and social performance measures (Continued) 

PaneiC:S stematic risk measures 
mbetaw Str Con mbetaffw Str Con 

Risk 0 .738*** 0.000 0.001 0.603*** 0.000 0.000 

[ 109.85] [ 0.24] [ 1.93] [ 71.20] [ 0 .16] [ 0 .06] 
Str 0.073 0.588*** 0 .001 0.038 0 .587*** 0.000 

[ 0 .87] [ 76.96] [ 0.18] [ 0 .32] [ 77.16] [ 0.03] 
Con 0.258*** -0 .006 0.491 *** 0 .083 -0.006 0.490*** 

[ 3.86] [-1 .05] [ 58.55] [ 0.90] (-1.06] [ 58.50] 
lnmkteq -0.074*** 0.006*** 0.008*** -0 .011* 0.006*** 0.007*** 

[-1 5.35] [ 15 .62] [ 13.40] (-1.72] [ 15.99] [ 13.30] 
bmw -0.051 *** 0 .008*** 0.01 0*** -0 .031 0.008*** 0.009*** 

[-3 .28] [ 5 .74] [ 5. 14] [-1.44] [ 5. 74] [ 4.99] 
netlevw -0.130*** 0 .007*** 0.010*** -0 .028 0.007*** 0 .009*** 

[-5.45] [ 3.24] [ 3.38] [-0.85] [ 3 .23] [ 3 .26] 
ICC -0 .1 70* 0.025*** 0 .005 -0.045 0.025*** 0.006 

[-1.79] [ 2 .93] [ 0 .50] [-0.34] [ 2 .93] [ 0 .50] 
avgturnover 7.873*** -0.248*** 0 .1 43** 3.302*** -0 .246*** 0 .169** 

[ 11 .95] [-4.15] [ 1.73] [ 3.69] [-4. 17] [ 2.08] 
cvturnover -0.044*** 0 .000 -0.000 -0.027** 0 .000 -0.000 

[-4 .58] [ 0.43] [-0.37] [-2.04] [ 0.42] [-0.47] 
dispeps1w 0.041 0.001 0.005 0.067 0.001 0 .005 

[ 1.43] [ 0.72] [ 1.48] [ 1.70] [ 0.72] [ 1.50] 
investment -0.075 -0 .004 0.001 -0.259*** -0 .004 0.001 

[-1 .16] [-0 .76] [ 0 .19] [-2 .89] [-0 .76] [ 0 .13] 
expgrthw 0.088** -0 .003 -0 .007 -0 .042 -0.003 -0.006 

[ 2.62] [-1.05] [-1.65] [-0 .91] [-1.05] [-1.60] 
zscorew 0.001 -0.000*** -0 .000*** -0.002** -0 .000*** -0 .000*** 

[ 1.60] [-3 .57] [-2.83] [-2 .04] [-3 .56] [-2.78] 
sdroa5yw 1.1 62*** -0.016** 0 .001 0.516*** -0 .016** 0.003 

[ 12.56] [-1.97] [ 0.09] [ 4 .09] [-1. 96] [ 0 .33] 
inv_ba sew -0.056** -0.000 -0.003 -0.025 -0.000 -0.004 

[-2.40] [-0 .20] [-1.27] [-0 .77] [-0.21 ] [-1 .37] 
Constant -0.855*** 0 .036*** 0 .033*** -0.532*** 0 .036*** 0.029*** 

[-1 7.67] [ 8.30] [ 5.44] [-8 .37] [ 8.63] [ 5 .00] 

Obs ena ti ons 9645 9645 9645 9645 9645 9645 
R-s uared 0.67 0.46 0.30 0.35 0.46 0.30 

Note: 

Table 1.7 report results from the vector autoregression (V AR) of the simultaneous equations system 
where the dependent variables are the risk, strengths and concerns measures over the period 1991 -
2007. Str (Con) is the aggregate measure of strengths (concerns). Firm's total risk (Volati1ityw and 
dvolatilityw) is the annualized standard deviation from the monthly stock returns over the previous 
five years and from the daily stock returns over the past year, respectively. Idiosyncratic risk 
(sdresCAPMw, sdresffw and sdres4ffw) is the standard deviation of the residuals derived from the 
CAPM, the three-factor Fama and French (1993) mode! and the fo ur-factor Cm·hart (1997) mode!, 
respectively. Systematic risk (mbetaw and mbetaffw) is the market beta derived from the CAPM or the 
four-factor Cm·hart (1997) mode!, respectively. The explanatory variables include: firm size (lnmkteq), 
the book-ta-market ratio (bmw), the net leverage (netlevw), the average implied cost of equity (ICC), 

- ------------
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the average dai! y share turnover ( avgturnover), the coefficient of variation of dai! y share turnover over 
the previous year ( cvturnover), the cross-sectional standard deviation of one-year-ahead earnings 
forecasts (dispepslw), Investment computed as the sum of capital expenditw-es, R&D expenditures, 
and advertising expenses, divided by total assets (investment), expected growth in earnings 
( expgrthw), the di stress risk measure (zscorew), the standard deviation of return on assets (sdroa5yw), 
and the size of investor base (in v_ basew). The average implied cost of equity (ICC) is based on five 
ICC models: PEG ratio mode! of Easton (2004), MPEG ratio mode! of Easton (2004), ICC mode! of 
Ohlson and Juettner (2005), ICC mode! of Claus and Thomas (200 1 ), and ICC mode! of Lee et al. 
(2009). Details on the implementation of the five models are available from authors upon request. Ail 
variables are defined in footnotes of Table 1.1. The V AR is estimated using the !east squares (LS) 
method after removing the fixed effects and time effects from the data. The fixed effects are removed 
from the data using the forward mean-differencing procedure. The time effects are removed from the 
data by subtracting the means of each variable calculated for each year. Unrepo1ied industry controls 
are based on the Fama and French (1997) industry classification. Robust t-Statistics are reported in 
parentheses. 

*** Significant at the l% leve! (p<O.O l) ; ** Significant at the 5% leve! (p<0.05); * Significant at the 
10% leve! (p<O.l). 

Table 1.7 reports the results of the VAR estimation. Panel A and B show that the 

aggregate measure of strengths Str is significantly and positively related to stock return 

volatility and idiosyncratic risk regardless of how they are measured . Except for the 

insignificant coefficient associated with the volatility computed using five-year monthly 

returns, stock return volatility and idiosyncratic risk are also significantly and positively 

related to the aggregate measure of strengths Str. This positive relation runs in both 

directions. Consistent with the results ofürlitzky and Benjamin (2001), SP affects the firm ' s 

risk and is, in turn, affected by the latter. That is, higher risk (total and idiosyncratic) 

motivates higher strengths scores, while at the same time higher strengths scores induce 

higher risk (total and idiosyncratic) . 

Table 1.7 shows that the aggregate measure of concerns Con is significantly and 

positively related only to stock return volatility computed using five -year monthly retums 

(Panel A) and systematic risk computed using the CAPM (Panel C). However, stock return 

volatility and idiosyncratic risk, regardless of how they are measured, are significantly and 

positively related to the aggregate measure of concerns Con (Panel A and B). This positive 

relation runs in one direction. That is, higher total and idiosyncratic risks induce higher 

concerns scores. 
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One of the advantages of using the V AR approach is that it allows us to examine the 

direction of the causation between finn risk and strengths and concems of SP using the 

Oranger causality test (Oranger, 1969), which can be constructed from the estimated V AR 

coefficients (Wald test) . It is called Oranger causality because it does not necessarily 

correspond with standard definition of causation, rather it focuses on lead-lag relationships 

between the variables of interest (Scholtens, 2008).43 Specifically, for each equation in the 

V AR, we can test the hypotheses that each of the other endogenous variables does not 

Oranger-cause the dependent variable in that equation. For example, if the coefficient {J3 is 

significant, then the strengths Oranger causes risk. Similarly, if the coefficient ( f33 ) is 

significant, th en risk Oranger causes the strengths. If both coefficients ( {J3 and ,.1,
1

) are 

significant, then there is bi-directional causality between the strengths and risk. 

Table 1.8 repotis the probabilities of the Oranger causality tests which confinn the results 

reported in Table 1.7. There is a bi-directional causality between firm's risk and strengths. 

Specifically, higher total and idiosyncratic risks lead to higher strengths scores; and at the 

same time, higher strengths scores lead to higher total and idiosyncratic risks. There is also 

evidence of a unidirectional causality from firrn's risk to concems. That is, higher total and 

idiosyncratic risks lead to higher concems scores. Table 1.8 also reports an important result 

about the direction of causation between strengths and concems. The evidence suggests that 

strengths do not Oranger cause concems. Similarly, concems do not Oranger cause strengths. 

These findings suggest that firms do not undertake CSR investments (i.e., increase their 

strengths) in arder to compensate for current or future concems (Oreenwash theory). 

Altematively, the evidence indicates that there is no substitution effect between strengths and 

concems.44 

43 Some studies have examined the direction of the causation between financial performance and social 
performance using Granger causality test (e.g., Scholtens, 2008; Nelling and Webb, 2009). 
44 The econometrie specification in (12) treats SP (i.e., strengths and concerns) and ri sk as endogenous, 
whereas it treats the cost of equity (ICC) as exogenous. The latter could be endogenous as well. For 
example, it is possible that SP affects the expected retmn-lisk relationship by affecting both risk and 
the expected return. Therefore, we test the proposition that the firm's risk, the expected return (i.e., 
cost of equity) and SP are jointly determined by estimating a four-equation vector autoregressive 
(VAR) model (the dependent variable of the fourth equation is the cost of equity). The untabulated 
results are similar to those reported and are available from the authors upon request. 
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1.6.4. Additional control variables 

We run severa! sensitivity tests to examine whether our results are robust to alternative 

model specifications. Specifically, we re-estimate our basic mode! after replacing and/or 

adding several control variables. First, we replace cxpected growth (mean annualized five­

year earnings growth rate from IIB/E/S) by average five-year sales growth, and book-ta­

market ratio by Tobin's Q. Second, we use Amjhud illiquidity measure computed as in 

Amjhud (2002) as an alternative measure of firm liquidity. Third, we use the percentage 

signed (absolute) forecast error as an alternative measure of earnings variability. Forecast 

error is measured as the difference between the one-year ahead median eamings forecast and 

the actual earnings deflated by the stock priee at the measurement date of our dependent 

variables. Fourth, we use two alternative proxies for default risk instead of the Zscore: bond 

rating and investment grade rating. Bond Rating is a dummy variable equal to one if the long 

tenn debt of the firm is rated and equal to zero otherwise. Firms without rating are expected 

to be more risky than those having a rating. Conditional on having a rating, firms are 

categorized as investment grade if they have a rating higher than BB+ and as junk bonds if 

they have a rating ofBB+ or less. Investment grade rating is a dummy variable equal to one if 

S&P debt rating is higher than BB+ and equal to zero otherwise. lnvestment grade debt is 

expected to be less risky than junk bonds. Finally, we include as an additional control 

variable the free cash flow to equity (or to the firm) . 45 Overall, our untabulated results are 

robust to all these alternative mode! specifications.46 

45 
The free cash flow to equity is computed as net income plus depreciation minus capital expenditures 

minus changes in non cash working capital minus net debt issues minus preferred dividends. The free 
cash flow to the finn is computed as EBIT minus tax paid plus depreciation minus capital expenditures 
minus changes in non cash working capital. 
46 The untabulated results are available from the au thors upon request. The inclusion of sorne of these 
variables ( e.g. , bond rating or investment grade rating) significantly reduces the number of 
observations (not all firms are rated) and the goodness of fit of the mode!. The modelused in this paper 
provides the highest R-square (i. e., trade-off between mode! parsimony and the inclusion of additional 
explanatory variables). 



71 

1.7. Conclusion 

This paper examines the relation between firm risk and social performance. W e use a 

large U.S. data set covering the period 1991-2007, examine severa! econometrie 

specifications of our basic mode!, and use different estimation techniques. The main results 

can be summarized as follows. The aggregate measure SP which combines strengths and 

concerns is significantly and negatively related to stock return volatility. After splitting the 

aggregate measure SP into its strengths and concerns components, we find that both higher 

concerns scores and higher strengths scores increase total risk. The volatility increase 

associated with strengths is lower than that associated with concerns. 

The increased total risk is mainly due to increased idiosyncratic risk and not to systematic 

risk. Specifically, both concerns and strengths scores are positively related to the firm's 

idiosyncratic risk. Firms having higher concerns (strengths) scores have higher idiosyncratic 

risk. The idiosyncratic risk increase associated with strengths is lower than that associated 

with concerns. These findings are consistent with studies showing that idiosyncratic risk 

matters and is priced by investors (e.g., Goyal and Santa-Clara, 2003; Ang et al., 2006; 

Fangjian, 2009) . 

We also examine the reverse causality issue and find that a firm's risk affects its SP, as 

well as its strengths and concerns components. Specifically, we find that total and 

idiosyncratic risks are significantly and positively associated with both concerns and 

strengths scores. Higher risk (total and idiosyncratic) induces both higher concerns scores and 

higher strengths scores. This implies that the relation between SP and a firm's risk also runs 

from risk to SP, that is risk causes SP. 

Finally, we examine the relation between firm risk and SP using vector autoregressive 

(V AR) approach and the associated Granger causality tests. The results show that there is a 

bi-directional causality between firm's risk and strengths. Specifically, higher total and 

idiosyncratic risks lead to higher strengths scores; and at the same time, higher strengths 

scores lead to higher total and idiosyncratic risks. There is also evidence of a unidirectional 

causality from firm's risk to concems. That is, higher total and idiosyncratic risks lead to 
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higher concems scores. Moreover, we do not find any evidence of substitution effect between 

strengths and concems. 

In surnrnary, our results suggest that SP is related to a firm's total risk mainly due to 

idiosyncratic risk. They also suggest that both concems score and strengths score are 

positively related to the firm's volatility and idiosyncratic risk. The relation between 

strengths and finn risk runs in both directions, whereas the relation between concerns and 

finn risk runs in one direction. There is also evidence of an asyrnrnetric relation between finn 

risk and SP where the impact of concerns on risk is stronger than the impact of strengths. 



--------------------------------

APPENDIX 1.1 

DETAILED DESCRIPTION OF MSCI ESG STATS (KLD)'S DATABASE 
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Appendix 1.1: Detailed description ofMSCI ESG STATS (KLD)'s database 

KLD Research & Analytics, Inc (KLD) is an independent rating service that focuses on 
assessment of social performance (SP) based on severa! dimensions. To assess SP, KLD 
gathers data from internai and externat sources to the finn (Waddock and Graves, 1997; 
McWilliams and Siegel, 2000). Corporate data sources include annual reports, lOK fonns, 
proxy statements, qua1ierly reports and repmis issued for specifie SP domains. Externat data 
sources include press articles, periodicals, academie articles, goverrunent reports, trade 
magazines, and general media. In addition, each finn 's investor relations office receives a 
yearly questionnaire about SP practices. 

Summary of KLD's an nuai data: 

KLD coverage 

From 1991 to 2000, KLD database covers approximately 650 firms listed on the S&P 500 
and Do mini 400 Social Index. In 2001 and 2002, KLD database co vers approximately 1100 
firms listed on the S&P 500, the Domini 400 Social Index, and the RusselllOOO Index. From 
2003 to 2007, KLD database co vers approximately 3100 fitms listed on the S&P 500, the 
Domini 400 Social Index, the Russell 1000 Index and the Russell3000 Index. 

For each firm covered, KLD database provides identifying company information (Name, 
Ticker, and CUSIP47

) and index membership (Domini 400 Social Index, S&P 500, Russell 
1000, Russell 2000, LCS, BMS). The Large Cap Social Index (LCS) and the Broad Market 
Social Index (BMS) are KLD proprietary social indexes launched in 2002 and 2003, 
respectively. 

KLD's Strength and Concern Ratings 

KLD assesses each firm on the basis of exclusionary and qualitative screens. Social screen 
(the expression of an investor's social, ethical or religious concern) is a non-financial 
criterion applied in the investment decision-making process (Kinder and Domini, 1997). 
Qualitative screens represent an assertion of what the proper role of the corporations in 
society should be (Kinder and Domini, 1997), since they are directly related to stakeholder 
groups (Waddock and Graves, 1997)48

. 

KLD ' s database provides Strength ratings and Concern ratings for severa! indicators of seven 
qualitative screens as weil as Concern ratings for severa! indicators of six exclusionary 
screens. It also provides total colmts of aU strengths and concerns in each of these 13 
dimensions (screens). KLD ratings reflect data at calendar year end. 

The seven qualitative screens include Community, Diversity, Employee relations, 
Environment, Product, Human Rights (formerly "non-US operations" before 2002), and 
Corporate Governance (fm·merly "Other" category before 2002). The six exclusionary 
screens include Alcohol, Gambling, Firearms, Military, Nuclear power, and Tobacco. 

47 CUSIP is not available from 1991 to 1994. 
48 For a more detailed discussion about the exclusionary and qualitative screens, see Kinder and 
Domini (1997), Waddock and Graves (1997) , and the KLD Website: www.kld.com. 
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The indicators of qualitative screens include both positive and negative ratings (i.e., strengths 
and concerns), white indicators of the exclusionary screens include negative ratings (i.e., 
concerns) only. The KLD rating (either strength or concern) for a particular indicator within a 
particular qualitative screen is a binary variable which is equal to one if the firm has a 
strength or concern, and zero otherwise (i.e., the firm did not have a strength or concern). For 
example, a firm that implements pollution prevention and recycling programs will have a 
positive score along the environmental dimension. Conversely, a firm that has poor union 
relations and retirement benefits concerns will have a negative score along the employee 
relations dimension. 

The KLD rating ( concern) for a patiicular indicator within a particular exclusionary screen is 
also a binary variable which is equal to one if the finn bas a concern, and zero otherwise (i.e., 
the firm did not have a concern for this patiicular indicator) . 

It is important to note that KLD implemented severa! changes in its database dming the 
sample period. In fact, sorne screens (categories) as weil as indicators have been changed, 
added, deleted, renamed, or moved to another category. For example, KLD renamed in 2002 
the "Other" category as "Corporate Governance" and the "non-US operations" as "Human 
Rights". Also, KLD added the Climate Change Concern in 1999 and the Management 
Systems strength in 2006 under the Environment category. 

The following table showsKLD's strengths and concerns as of2007. 
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Appendix 1.1 ( continued): KLD's Strengths and Concerns as of 2007 

Strengths Concerns 
Qualitative screens 

- Charitable Giving - Investment Controversies 
- Innovative Giving -Negative Economie Impact 
- Non-US Charitable Giving - Indigenous Peoples Relations 

Community - Support for Housing - Tax Disputes 
- Support for Education - Other Concern 
- Indigenous Peoples Relations 
- Volunteer Programs 
- Other Strength 
- CEO's identity - Controversies (e.g., fines) 
- Promotion - Non-Representation 
-Board ofDirectors - Other Concem 

Diversity - WorkJLife Benefits 
- Women & Minority Contracting 
- Employment of the Disabled 
- Gay & Lesbian Policies 
- Other Strength 
-Union Relations - Union Relations 
- No-LayoffPolicy - Health and Safety Concern 

Employee relations - Cash Profit Sharing - Workforce Reductions 
-Employee Involvement - Retirement Benefits Concem 
- Retirement Benefits Strength - Other Concem 
- Health and Safety Strength 
- Other Strength 
- Beneficiai Products and Services - Hazardous W aste 
- Pollution Prevention - Regulatory Problems 
- Recycling - Ozone Depleting Chemicals 

Environ ment - Clean Energy - Substantial Emissions 
- Communications - Agricultural Chemicals 
- Property, Plant, and Equipment - Climate Change 
-Management Systems - Other Concern 
- Other Strength 
- Quality - Product Safety 
- R&D/Innovation - Marketing/Contracting Concem 

Product - Benefits to Economically - Antitrust 
Disadvantaged - Other Concern 
- Other Strength 

-South Africa (1991-1994) 
- Positive Record in South Africa (1994- - Notthern Ireland (1991-1994) 
1995) - Burma Concern 

Human Rights - Indigenous Peoples Relations Strength -Mexico (1995-2002) 
- Labor Rights Strength - Labor Rights Concern 
- Other Strength - Indigenous Peoples Relations 

Concern 
- Other Concern 
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Appendix 1.1 ( continued): KLD's Strengths and Concerns as of 2007 

Stren~::ths Concerns 
Qualitative screens ( continued) 

- Limited Compensation - High Compensation 
- Ownership Strength - Ownership Concern 

Corporate Governance - Transparency Strength - Accounting Concern 
- Political Accountability Strength - Transparency Concern 
- Other Strength - Political Accountability Concern 

- Other Concern 
Exclusionary screens: Concerns only 

- Licensing 
- Manufacturers 
- Manufacturers ofProducts Necessary for Production of Alcoholic Beverages 

Alcohol - Retailers 
- Ownership by an Alcohol Company 
- Ownership of an Alcohol Company 
- Alcohol Other Concern (through 2002) 
- Licensing 
- Manufacturers 
- Owners and Operators 

Gambling - Supporting Products or Services 
- Ownership by a Gambling Company 
- Ownership of a Gambling Company 
- Gambling Other Concern (through 2002) 
- Manufacturers 

Firearms - Retailers 
- Ownership by a Firearms Company 
- Ownership of a Firearms Company 
- Manufacturers ofWeapons or Weapons Systems 
- Manufactmers ofComponents for Weapons or Weapons Systems 

Military - Ownership by a Military Company 
- Ownership of a Military Company 
- Minor Weapons Contracting lnvolvement (1991-2002) 
- Major Weapons-related Supplier (1991-2002) 
- Military Other Concern (through 2002) 
- Construction & Design ofNuclear Power Plants 
- Nuclear Power Fuel and Key Parts 
- Nuclear Power Service Provider 

Nuclear power - Ownership ofNuclear Power Plants 
- Ownership by a Nuclear Power Company 
- Ownership of a Nuclear Power Company 
-Design (through 2002) 
-Fuel Cycle/Key Parts (through 2002) 
- Nuclear Power Other Concern (through 2002) 
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Appendix 1.1 ( continued): KLD's Strengths and Concerns as of 2007 

Exclusionary screens (continued): Concerns only 
- Licensing 
- Manufacturers 
- Manufacturers ofProducts Necessary for Production of Tobacco Products 

Tobacco - Retailers 
- Ownership by a Tobacco Company 
- Ownership of a Tobacco Company 
- Tobacco Other Concern (through 2002) 

Notes: 
1- In the Human Rights category, South Africa, Northern Ireland, and Mexico Concerns and the 
positive record in South Africa (strength) are rated by KLD on! y for the indicated specifie years . 
2- The terms "through 2002" or "1991-2002" included in parenthesis for the exclusionary screens 
means that they are no longer rated by KLD since 2002. 
3- The only type of rating in the exclusionary screens is a concern rating since they are primarily used 
as exclusionary criteria. 
Source: www.kld.com 
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THE IMPACT OF THE DIMENSIONS OF SOCIAL PERFORMANCE ON FIRM RISK 

Abstract 

This paper examines the impact of the individual dimensions of social perfotmance (SP) 
on firm's risk (total and idiosyncratic) using 16,599 firm-year observations over the period 
1991 -2007. For the whole sample, we find that Employee, Diversity, Corporate Governance 
and Human Rights concems positively affect firm's risk, whereas Diversity and Corporate 
Governance strengths positively affect firm's risk. When splitting the sample based on 
S&P500 membership, we find that Employee, Diversity and Corporate Governance concerns 
positively affect fitm's risk, whereas Community (Diversity) strengths negatively (positively) 
affect firm's risk for S&PSOO firms . For non S&PSOO firms, Employee concems and 
Diversity strengths positively affect firm's risk, whereas Environment strengths negatively 
affect firm's risk. We also find that the direction of causation tend to vary along the different 
SP dimensions. 

Keywords: Volatility; Idiosyncratic risk; Social performance; Strengths; Concerns 



2.1. Introduction 

In recent years, corporate social responsibility (CSR) has received growing attention from 

both firms and the financial community. For example, 93% of the 766 CEOs surveyed by the 

UN Global Compact in 2010 believe that CSR issues will be critical to the future success of 

their business (Lacy et al., 2010). Enhanced reputation and the potential for revenue growth 

and cost reduction are the main important factors driving CEOs to take CSR actions. In the 

demand side, assets in social responsible investing (SRI) represent 12.2% of all assets under 

management in the US (SIF, 2010), and major institutional investors from different countries 

have signed the Principles for Responsible Investment (PRI) which aim to integrate 

environmental, social and govemance (ESG) issues into investment decision-making and 

h o 0 49 owners 1p prachces. 

The concept of social perfmmance (SP) is the operationalization of CSR in managerial 

context (Carroll, 1979, 1999; Wood, 1991; Waddock and Graves, 1997). For example, 

according to MSCI ESG STATS50
, SP includes severa! dimensions such as Co1mnw1ity, 

Diversity, Employee relations, Environment, Product, Human Rights and Corporate 

Govemance. Most empirical CSR research has focused on the re1ationship between SP and 

financial performance (FP), however with mixed results (Margolis and Walsh, 2003; Orlitzky 

et al., 2003; Mattingly and Berman, 2006; Baron et al. , 2011). These studies do not provide a 

general consensus about whether SP is value enhancing, reducing or irrelevant. From a 

financial point of view, SP can affect firm value (performance) if and only if it affects 

expected future cash flows and/or risk. Studies focusing on FP (or value) cannot distinguish 

between the expected cash-flows effect and the risk effect. This paper focuses on the risk 

effects associated with SP. This is important because studies examining the relation between 

SP and risk are sparse and problematic (Oikonomou et al. 2012). There is little to no research 

focusing on the relation between SP and idiosyncratic risk (Lee and Faff, 2009). While these 

few studies (see e.g., Orlitzky and Benjamin, 2001) have contributed to om understanding of 

49 http://www.unpri.org/ 
50 MSCI ESG STATS (former KLD Research & Analytics, Inc). For simplicity, we use the KLD 
abbreviation. 
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this relationship, they have severa! limitations which invite further research. For example, 

what is the impact of the different dimensions of SP on the firm's idiosyncratic risk? This 

important question has not been addressed by previous studies. Our study will fill this gap. 

Some studies argue that SP affects only systematic risk based on the main insight of 

portfolio the01·y, that is only systematic risk is priced in financial markets , whereas others 

suggest that SP affects only idiosyncratic risk because SP is finn specifie. For example, 

Boutin-Dufresne and Savaria (2004) and Lee and Faff (2009) find a negative relationship 

between idiosyncratic risk and aggregate measure of SP (using the Canadian Social 

Investment Database (CSID) and Dow Jones Sustainability Index (DJSI), respectively) . Luo 

and Bhattacharya (2009) find a negative relationship between idiosyncratic (systematic) risk 

and aggregate measure of SP based on Fortune's Most Admired Companies in 2002 and 

2003. Goss (2012) find that higher aggregate concerns are related to higher volatility of 

unexpected earnings and discount rates, whereas higher aggregate strengths are associated 

with lower idiosyncratic variance. He concludes that concerns are more value relevant than 

strengths. The only identified study that examines the impact of one SP dimension on the 

idiosyncratic risk is that of Bauer et al. (2009). They conshuct an employee relations index 

(strengths minus concerns of Employee Relations and Diversity dimensions of KLD), and 

find that fitms with stronger employee relations have lower cost of debt, higher credit ratings, 

and lower idiosyncratic risk (residual volatility from CAPM). Other studies examine the 

relation between SP and systematic risk. Salama et al. (20 11) fi nd a negative relationship 

between systematic risk and a measure of SP which combines two dimensions (community 

and environment). Oikonomou et al. (2012) find a negative (positive) relation between 

systematic risk and a measure of aggregate strengths (concerns) for S&P 500 firms. They also 

find that comrnunity, employment, and environmental concerns are significantly and 

positively related to systematic risk. However, limiting the sample coverage to only S&P 500 

firms could introduce a size bias in their results. 

With some exceptions, most previous studies have used aggregate measures of SP 

combining strengths (positive actions) and/or concerns (negative actions) of severa! 

dimensions which are not equally important for a specifie finn or investor. There are two 

drawbacks associated with the use of composite (aggregate) measures of SP. First, combining 
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all of the SP dimensions into aggregate measures of SP may confound the effects of the 

individual dimensions of SP that are not equally important and relevant (Griffin and Mahon, 

1997; Johnson and Greening, 1999). This suggests that we should consider the individual 

dimensions of SP separately (Hillman and Keim, 2001; Rehbein et al., 2004). Second, 

Mattingly and Berman (2006) argue that positive and negative social actions (i.e., strengths 

and concerns as assessed by KLD) are both empirically and conceptually distinct constructs 

and should not be combined. Specifically, they find that KLD strengths and concems for a 

particular dimension do not covary in opposite directions (i.e., they do not measme opposing 

si des of the same underlying construct). It is also important to distinguish between strengths 

and concems because there could be compensation effects . In swnmary, prior research 

highlights the importance of distinguishing between aggregate SP measures and 

disaggregated SP measures at two levels: (1) individual dimensions of SP; and (2) strengths 

and concerns within each individual dimension of SP. 

The objective of this paper is to examine the impact of the individual dimensions of SP on 

firm risk. W e use individual dimension measures of SP which first combine and th en separate 

strengths and concems. To the best of our knowledge, our study is the first to provide a 

comprehensive assessment of the effects of SP dimensions on firm' s idiosyncratic risk. 51 

The contributions of this article are threefold. First, our study explicitly quantify the risk 

effects associated with SP dimensions which allows better understanding of the risk 

implications of SP for investors, corporate managers and policy makers . For example, if the 

risk effect of SP is significant statistically and economically it would be rational for firm's 

managers to improve their SP and integrate it into their overall strategy. We provide a direct 

test of the risk management hypothesis or risk mitigation view, i.e. , SP have an insurance 

effect, using a large panel of US firms covering the period 1991-2007. The insurance effect 

suggests that firms use SP to control risk which is consistent with a large literature on why 

firms hedge as a means to reduce cash flows volatility and costs of financial distress, among 

51 There are two main differences between our study and those ofGoss (2012) and Bauer et al. (2009). 
First, Goss (20 12) focus is on aggregate SP measures of strengths and concerns, whereas our focus is 
on individual measures of strengths and concerns of SP dimensions. Second, Bauer et al. (2009) 
examine only one SP dimension (an index combining strengths and concerns of employee and 
diversity), whereas we examine ali SP dimensions covered by KLD. 
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other things (e.g. , see Stultz, 2002). Prior research show that risk management is value 

relevant because of market imperfections (Stultz, 2002). Therefore, risk management of 

social, environmental and governance issues, which is equivalent to strategie risk 

management (Sharfman and Fernando, 2008), can be priced in financial markets. 

Second, we examine the relation between the individual dimensions of SP and a firm's 

total and idiosyncratic risks. Based on theoretical arguments and empirical evidence(e.g., 

Heinkel et al., 2001; Barnea et al., 2005; Mackey et al. , 2007; Fama and French, 2007), we 

hypothesize that SP will affect idiosyncratic risk which is priced in financial markets because 

of the "neglect effect" (i.e., the presence of investors with tastes for assets as consumption 

goods). SP is likely to have an influence on the idiosyncratic risk because the implications of 

SP actions and practices ( e.g. , employee commitment and effort, lawsuits, strikes, fines, 

reputational risk, boycotts) are mainly firm-specific in nature (Lee and Faff, 2009; Bauer et 

al., 2009). Prior research show that idiosyncratic risk is priced in financial markets (see e.g., 

Goyal and Santa-Clara, 2003; Ang et al., 2006; Fangjian, 2009) more likely because of 

market imperfections (e.g., lirnited arbitrage, investors' limited ability to fully diversify their 

portfolios, constraints on market participations, etc.). 

Third, we show that there is heterogeneity in the SP-risk relation. Our main point is based 

on the premise that different dimensions of SP may have different effects on finn risk. 

Specifically, we propose that only some SP dimensions will affect significantly firm risk 

based on tlu·ee arguments. The first argument suggests that some SP dimensions are 

objectively measurable and more agreed upon within the investment community relative to 

other SP dimensions which are sensitive to subjective interpretation (Derwall and 

Verwijmeren, 2007). The second argument is based on the empirical evidence suggesting that 

investors are not homogeneous and do not behave in the same manner with regard to SP 

dimensions (e.g., Berman et al., 1999; Barnett and Salomon, 2006; Bratruner et al., 2006; 

Derwall and Verwijmeren, 2007; Bird et al. , 2007; Scholtens, 2008; Godfrey et al. , 2009; 

Oikonomou et al., 2012) . The third argument that could explain the heterogeneity in the SP­

risk relation is to recognize that SP is multidimensional and the various SP dimensions may 

have differentiai impacts depending on the nature of the finn's business (Brammer et al., 

2006). 
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This paper examines the impact of the individual dimensions of SP on finn's risk (total 

and idiosyncratic) using a large panel dataset of 16,599 firm-year observations over the 

period 1991-2007. We observe that members of the S&P500 index are larger firms, less 

risky, highly visible for media and analysts suggesting that they have more transparency 

practices regarding their SP actions and impacts. Therefore, we argue that S&P500 firms 

have less information asymmetry relative to non S&P500 firms regarding SP information, 

and consequently the relation between firm's risk and strengths and concerns of SP 

dimensions is more pronounced for S&P500 firms relative to non S&P500 firms. To test this 

idea, we divide the whole sample into two groups based on S&P500 membership. Our result 

is consistent with this conjecture. 

In an initial analysis, we focus on measures of SP dimensions which combine strengths 

and concerns. We find that not aU SP dimensions are relevant for firm risk. For the whole 

sample, only two dimensions (Employee relations and Human Rights) are negatively related 

to firm risk. When splitting the sample based on S&P500 membership, we find that 

Employee relations, Corporate Governance and Community negatively affect finn risk, 

whereas Environment positively affects finn risk for S&P500 firms. For non S&P500 firms, 

only Employee relations, Community and Environment affect negatively firm risk. The other 

dimensions (Diversity, Human Rights, and Product) do not impact significantly finn risk for 

both subsamples. We subsequently focus our analysis on measures of SP dimensions which 

separa te strengths and concerns. W e draw two main conclusions from our analysis for the 

whole sample. First, Employee, Diversity, Corporate Governance and Human Rights 

concerns positively affect firm's risk. Second, Diversity and Corporate Govemance strengths 

positively affect firm's risk. When splitting the sample based on S&P500 membership, we 

find that Employee relations, Diversity and Corporate Govemance concerns positively affect 

firm's risk, whereas Community (Diversity) strengths negatively (positively) affect firm's 

risk for S&P500 firms. For non S&P500 firms, Employee relations concerns and Diversity 

strengths positively affect firm's risk, whereas Environment strengths negatively affect firm's 

risk. Finally, we examine whether there is a casuallink between firm's risk and strengths and 

concerns of SP dimensions. We find that the direction of causation tend to vary along the 
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different SP dimensions. There is some bidirectional causality as well as some unidirectional 

causality in both directions. 

The remainder . of the paper is organized as follows. Section 2 presents the theoretical 

framework and research hypotheses. Section 3 describes the data and sample selection 

procedure. Section 4 describes the methodology used in order to test our bypotheses and 

section 5 presents and discusses our empirical results. Section 6 concludes and provides 

avenues for future research. 

2.2. Theoretical framework and research hypotheses 

2.2.1. Social performance and idiosyncratic risk 

In the absence of market imperfections, the mam insight of portfolio the01·y is that 

rational investors will hold wcll diversified portfolios, and that only systematic risk is priced 

because idiosyncratic risk cao be eliminated through diversification. Accordingly, most asset 

pricing models suggest that the expected return of an asset is a function of its systematic (i.e., 

undiversifiable) risk only. A common assumption in asset pricing models is that investors 

choose asset holdings based solely on anticipated payoffs, that is, investment assets are not 

also consumptiçm goods (Fama and French, 2007). Investment decisions based on SP, i.e., 

tastes for assets as consumption goods, is an apparent violation of this assumption. 

Investment decisions based on SP is a form of tas tes for assets as consumption goods that are 

unrelated to returns (Fama and French, 2007). In other words, socially responsible investors 

get direct utility above and beyond the utility from general consumption that the payoffs on 

the assets provide.52 Fama and French (2007) show that the tastes for assets as consumption 

goods can affect asset priees, and the distortions of expected retums (i.e., deviation from the 

asset pricing model) can be large when investors with asset tastes account for substantial 

invested wealth and 1 or have tas tes for a wide range of assets. 

52 Traditional investors evaluate assets based solely on payoffs arid thus the access to overall 
consumption they provide (Fama and French, 2007). They have no tastes for specifie assets as 
consumption goods. 
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Theoretical models of the relationship between SP and expected returns (e.g., Heinkel et 

al., 2001; Barnea et al., 2005; Mackey et al., 2007) relax the assumption of the perfect capital 

market by assuming differences in investor preferences (i.e., segmented capital market based 

on SP). These models assume the existence of two types of investors in the financial markets: 

traditional investors and socially responsible investors. Traditional investors consider only 

financial criteria (risk and return) in their investment decisions, whereas socially responsible 

investors consider both financial and non-financial criteria ( e.g. , SP). The general prediction 

of these models is the "neglect effect" caused by SP. That is, there will be an excess demand 

for socially responsible stocks suggesting that they will be overvalued (leading to lower risk 

and expected return). At the same time, there will be a weak demand for socially 

inesponsible stocks suggesting that they will be undervalued (leading to higher risk and 

expected return) because investors require additional premiums as a compensation for the 

lack of risk sharing opportunities. 

A sirnilar prediction on neglected stocks and segmented markets is derived from the 

equilibrium model with incomplete information developed by Metion (1987). Because of the 

"neglect effect" or the lirnited risk sharing, Merton ( 1987) shows that the CAPM no longer 

holds and that idiosyncratic risk matters for pricing (Hong and Kacperczyk, 2009) . 

Specifically, Merton (1987) model predict a positive relation between idiosyncratic risk and 

expected return when investors do not diversify their portfolio (Fangjian, 2009). Hong and 

Kacperczyk (2009) provide empirical evidence consistent with the "neglect effect" caused by 

SP. They show that "sin" stocks, i.e., tobacco, alcohol and gambling stocks, have higher 

expected return (risk) because they are neglected by social norm-constrained institutional 

investors su ch as pension funds. The model of Merton (1987) is consistent with the argument 

that the market values the risk management and transparency practices associated with SP 

(Lee and Faff, 2009). 
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The theoretical models of the relationship between SP and expected returns (e.g., Heinkel 

et al., 2001; Bamea et al., 2005; Mackey et al., 2007; Fama and French, 2007) suggest that 

firm-specific (idiosyncratic) risk attributable to SP can be priced in financial markets 

because of the "neglect effect" (i.e., the presence of investors with tas tes for assets as 

consumption goods). SP is likely to have an influence on the idiosyncratic risk 

because the implications of SP actions and practices ( e.g., employee commitment and 

effort, lawsuits, strikes, fines, reputational risk, boycotts) are mainly firm-specific in 

nature (Lee and Faff, 2009; Bauer et al., 2009). Prior research show that idiosyncratic 

risk is priced in financial markets (see e.g., Goyal and Santa-Clara, 2003; Ang et al., 

2006; Fangjian, 2009) more likely because of market imperfections (e.g., limited arbitrage, 

investors' limited ability to fully diversify their portfolios, constraints on market 

participations, etc.). For example, Shleifer and Vishny (1997) show that arbitrage is limited 

because it can be costly and risky. 

Based on these theoretical arguments and empirical evidence, we hypothesize that SP will 

affect idiosyncratic risk. Higher SP protect against firm-specific (negative) shocks, i.e., 

higher SP reduces the sensitivity of the firm's performance to these shocks (e.g., litigation 

risk; reputational hann due to boycott or product recall; fines and penalties due to poor 

environrnental records). Negative finn-specifie event will affect less (more) the performance 

and reputation of the firm with high (low) SP because stakeholders ( e.g., investors, 

employees and customers) will be supportive and loyal. 

Table 2.1 shows several theoretical arguments explaining why SP could relate to firm­

specific (idiosyncratic) risk. The arguments involve SP theories (the stakeholder theory, the 

slack resources theory), and finance theories (the risk management the01·y, the Merton (1987) 

argument on investor recognition or the size of a finn's investor base, and the managerial 

opp01iunism the01·y). 
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Table 2.1: Theoretical relations between SP and idiosyncratic risk 

Theory Rational SP Strengths Concerns 

Stakeholder theory Good management - - + 

Slack resources theory Funds availability - - + 

Risk management SP as insurance - - + 
mechanism 

Merton (1987) argument Size offirm's investor 
on investor recognition base; investor - - + 

preferences 

Managerial SP as private benefits + + + 
opportunism theory 

First, the stakeholder the01-y predicts that higher (lower) SP wi ll reduce (increase) firm 

risk through reduced (increased) financial and operating risks (McGuire et al., 1988), as weil 

as social and enviromnental risks (Feldman et al., 1997; Sharfman and Fernando, 2008). 

A1so, SP may reduce asymmetric information if it is considered as a signal of management 

qua1ity (McGuire et al., 1988; Waddock and Graves, 1997). Investors may perceive firms 

with higher (lower) SP as less (more) risky. For example, higher SP may induce investors to 

perceive the finn as being less prone to social crises, and having better future positioning to 

be in compliance with more stringent regulations in social domains ( e.g., enviromnent) . 

Second, the slack resources the01·y suggests that avai lability of resources, due for example to 

higher past financial performance, provide the firm with the opportunity to make CSR 

investments thereby improving their SP (McGuire et al., 1988; Waddock and Graves, 1997), 

and potentially reduce their expected risk. 

Third, the management of social and enviromnental risks also suggests a negative 

relationship between finn risk and SP. That is, higher (lower) SP can lead to lower (higher) 

fitm risk. Risk management implies the identification of the risk sources, the 

assessment/measurement of these risks, control and mitigation of these risks to reduce their 

impact on overall firm performance (Alexander and Sheedy, 2004). Sharfman and Fernando 

(2008) show that improved environrnental risk management (e.g., emissions and pollution 

reduction) reduce the probabilities of environrnental crisis that eould negatively affect a 
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firm's expected cash flows ( e.g., lawsuits, clean-up costs in the case of environmental 

accidents, potential fines and damage to reputation). CSR investments can generate moral 

capital or goodwill which provides insurance-like protection that mitigate the impact on 

firm's cash flows in the event of crisis or negative events about the finn (Godfrey et al., 

2009). The risk management hypothesis or risk mitigation view, i.e., SP have an insurance 

effect suggests that firms use SP to control risk which is consistent with a large literature on 

why firms hedge as a means to reduce cash flows volatility and costs of financial distress, 

among other things (e.g., see Stultz, 2002). Plior research show that risk management is value 

relevant because of market imperfections (Stultz, 2002). Therefore, risk management of 

social, environmental and govemance issues, which is equivalent to strategie risk 

management (Sharfman and Fernando, 2008), can be priced in financial markets. 

Fourth, the Merton (1987) argument on investor recognition or the size of a finn's 

investor base also suggest a negative relationship between SP and firm risk. The mode! of 

Merton ( 1987) suggests priee differences induced by demand differences for different types 

of stocks. In particular, the mode! predicts that the finn's risk decreases as the number of its 

shareholders increase. If firms with higher SP tend to have grea ter investor bases, then these 

firms will have lower risk. Sirnilarly, if fitms with lower SP tend to have smaller investor 

bases, then these fitms will have higher risk. 

Finally, the "managerial oppotiunism hypothesis" (Preston and O'Bannon, 1997) 

suggests a positive relationship between SP and fitm risk. Managers may over-invest in CSR 

activities for their private benefit (i .e. , to improve their reputations as good social citizens), 

even at the expense of shareholders (Bamea and Rubin, 201 0). Cespa and Cestone (2007) 

show that managers can strategically commit themselves to a socially responsible behavior to 

gain stakeholders' support (e.g., social and environmental activists), thereby reducing the 

likelihood of their replacement through takeovers. Therefore, managers' relations with 

stakeholders other than shareholders (e.g., c01mections with local communities, NGOs, 

unions, and politicians) may become an effective entrenchment strategy. According to the 

managerial opportunism hypothesis, we would expect that the fitm will be perceived as more 

risky because of managerial entrenchment, and consequent! y SP is expected to be positively 
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related to firm risk. The argument is that the higher risk is not rewarded by investors so that 

SP is value reducing. 

2.2.2. Heterogeneity in the SP-risk relation 

The theories shown in Table 2.1 suggest that the firm's idiosyncratic risk is expccted to 

be related to SP. Does this relation holds regardless of which individual dimension of SPis 

being considered? Since SP is a multidimensional construct which includes several 

dimensions, it is not obvious whether the expected impacts on risk predicted by these theories 

hold regardless of the SP dimension considered. Assuming that these theories will apply 

uniformly for each SP dimension is equivalent to assuming that investors are homogenous 

with respect to SP dimensions (e.g., homogenous beliefs about the definition of SP and its 

implementation in investment decisions) which in turn are assumed objectively measurable 

and agreed upon. The aggregate SP of a finn is the combination of its performance relative to 

several dimensions (Environment, Employee, Product, etc.). Firm's performances in each of 

these dimensions are not necessarily the same (e.g., the finn may have a strong performance 

in one dimension and poor performances in other dimensions). It is also possible that the finn 

can have good (or bad) performances relative to severa! dimensions. To illustrate, the KLD 

dataset in the year 2007 shows that Walt Disney Company exhibited strong performances 

along Diversity ( 4 strengths) and Enviromnent (one strength), but weak performances along 

the Employee Relations (3 concerns), Corporate Governance (2 concerns), Product (one 

strength and 2 concerns), and Human Rights (one concern) . 

In this study, we argue that there is heterogeneity in the SP-risk relation. Our main point 

is based on the premise that different dimensions of SP may have different effects on finn 

risk. Specifically, we propose that only sorne SP dimensions will affect significantly firm 

risk. Three arguments can support this idea. First, some SP dimensions are objectively 

measurable and more agreed upon within the investment community relative to other SP 

dimensions which are sensitive to subjective interpretation (Derwall and Verwijmeren, 2007) . 

In other words, only SP dimensions that are least ambiguous, most easily measured, and most 

agreed upon within the investment cormnunity will affect significantly firm risk. Second, the 
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empirical evidence suggest that investors are not homogeneous and do not behave in the 

same manner with regard to SP dimensions (e.g., Berman et al., 1999; Barnett and Salomon, 

2006; Brammer et al., 2006; Derwall and Verwijmeren, 2007; Bird et al., 2007; Scholtens, 

2008; Godfrey et al., 2009; Oikonomou et al., 2012) . Berman et al. (1999) find that only two 

dimensions (employees and product) direct! y affect financial performance after controlling 

for firm strategy and operating environment. Brammer et al. (2006) examine the impacts of 

SP dimensions on stock returns for a sample of UK firms. They find that returns are 

negatively related to environment and community, but weakly positively related to employee. 

They conclude that the various SP dimensions must be examined separately in order to 

ac hi eve an accurate picture of the ir impacts on returns. Derwall and Verwijmeren (2007) find 

that the cost of equity is negatively related to three SP dimensions (environment, governance 

and product), and positively related to a social index including diversity, human rights, 

employee relations and community. Derwall and Verwijmeren (2007) argue that the three SP 

dimensions (environment, governance and product) are the more relevant for investors based 

on the empirical evidence about investor preferences and institutional ownership . El Ghoul et 

al. (2011) find that only environment, employee relations and product are negatively related 

to the cost of equity capital. 

The third argument that could explain the heterogeneity in the SP-risk relation is to 

recognize that SP is multidimensional and the various SP dimensions may have differentiai 

impacts depending on the nature of the firm's business (Brallllner et al., 2006). SP dimensions 

are heterogeneous. For example, community and environment are different kinds of social 

activities, not merely different degrees of the same social activity because they are subject to 

a different set of motivations and drivers (Godfrey et al., 2008). Moreover, social issues 

differ by industry as each industry has different configurations of stakeholders with disparate 

degrees of activism on the issues (Carroll, 1979; Griffin and Mahon, 1997). Some capital­

intensive industries (e.g., the so-called "dirty industries", such as coal, chernical and 

petroleum and natural gas) appear to be more exposed to environmental issues than other 

industries. Environmental performance may be more important in these industries due to their 

higher environmental impacts. Employee relations and human rights issues may be the most 

impmiant SP dimensions in tabor-intensive industries (e.g., footwear, apparel, and toy) which 
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have been heavily targeted in the rnid-1990s for human rights violations and non-adherence 

to globallabor standards (Rivoli, 2003). 

Because SP dimensions are heterogeneous, one would expect different relationships 

between the firm's risk and the SP dimensions. In other words, SP dimensions do not affect 

firm risk uniformly in the sense that sorne of them significantly affect finn risk, whereas 

others do not. In particular, the theories shown in Table 2.1 are likely to apply only to sorne 

SP dimensions, namely employee relations, Environment, product and corporate governance. 

Based on the empirical evidence reported in previous studies, these SP dimensions seem 

more relevant for investors in the sense that they are objectively measurable and more agreed 

upon within the investment community. They also seem more relevant for firms as indicated 

by the recent survey of CEOs who consider that consumers and employees are the most 

important stakeholder groups that will impact the way firms' manage societal expectations 

(Lacy et al. , 2010). This leads to our first hypothesis (stated in the alternative form): 

H 1A : Only sorne SP dimensions (Employee relations, Environment, 

Product and Corporate governance) affect significantly finn risk. 

The measure of a specifie dimension of SP is the difference between strengths and 

concerns of that dimension. This measure can be positive (negative) if strengths are higher 

(lower) than concerns. This measure can also be null if the firm has the same number of 

strengths and concems (i .e., the firm exhibits both strong and weak performance along the 

same SP dimension). To illustrate, the KLD dataset in the year 2007 shows that Kimberly­

Clark Corporation exhibited two Employee Relations strengths (employee involvement and 

Health and Safety Strength), but at the same time two Employee Relations concerns (Health 

and Safety Concem and Pension/Benefits Concern). Godfrey et al. (2008) argue that positive 

(e.g., strengths) and negative (e.g., concerns) social actions and impacts must remain distinct 

because the process of netting a firm's positive and negative social actions and impacts (i.e., 

difference between strengths and concems) obscmes more than it reveals. This suggests that 

we should examine the impact of strengths and concerns on firm risk separately. 
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As shown in Table 2.1, all the theories predict a positive relation between the concerns 

and the firm's risk. The intuition behind is that it is more likely that both socially responsible 

investors as well as traditional investors will be affected by the concerns suggesting that their 

impact on firm risk may be significant. Concerns such as fines due to substantial emissions, 

investment controversies within comrnunities in which the firms operate, health and safety 

concerns, product recalls or human rights violations will probably affect equally both types of 

investors. These concerns are more likely to affect investors ' expectations about cash flows, 

e.g., through increased risk of boycott and damage to firm brand and reputation as a result of 

negative campaign by media and NGOs. Consequently, at [east sorne of the concerns will 

significantly affect firm risk because they affect all investors (socially responsible investors 

and traditional investors). It follows that firms involved in socially irresponsible activities 

will be exposed to a higher risk. For example, Oikonomou et al. (20 12) find that community, 

employee and environment concerns are positively related to systematic risk (market beta) 

for S&P 500 firms . 

Bauer et al. (2009) argue that the quality of employee relations can affect the leve[ and 

volatility of expected cash flows, and mitigate the litigation and reputation risks associated 

with the harmful behavior of dissatisfied employees. For example, poor employee relations 

signal a management's lack of comrnitment to its employees and their claims, which reduce 

employees' commitment and their loyalty to the finn (e.g., reductions in the firm's 

productivity and innovation, limit firms' access to human capital, exit ofvaluable employee). 

Poor employee relations can result in costly litigations (e.g. , damages and legal fees), 

reputation loss and higher transaction costs (Bauer et al., 2009). Kane et al. (2005) argue that 

good employee relations build economie goodwill in the form of cooperation and trust 

between management and employees. Such goodwill decreases the risk of financial distress 

because the firm can ob tain temporary concessions from the ir employees ( e.g. , reduced 

wages and employee benefits) in the event that adverse economie conditions occur. 

Conversely, if employee relations are poor, it follows that such concessions will be more 

difficult to obtain. They find empirical evidence consistent with this conjecture. 
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According to Bauer et al. (2009), KLD dimensions that relate to the management of 

human capital are diversity and employee relations. Human rights issues could also relate to 

the management of human capital. Consequently, we expect employee, diversity, and human 

rights concerns to be positively related to the firm's idiosyncratic risk. We also expect 

corporate governance concerns to be positively related to the firm's idiosyncratic risk. 

Dhaliwal et al. (20 1 0) document a substantial increase over ti me in stand-alone CSR 

reporting made by firms which they attribute to investor awareness of the relevance of 

information related to CSR and the increased scrutiny of firms for dubious accounting 

practices and ineffective corporate governance following major corporate scandais. The risk 

associated with weaker corporate governance can be priced when we apply the Metion 

(1987) reasoning if investors neglect weakly governed firms because of ethical reasons 

(Derwall and Verwijmeren, 2007) . 

Unlike the concerns, we expect that the impact of the strengths on finn risk is not uniform 

and depends on the SP dimension. In other words, the strengths of sorne SP dimensions will 

be negatively related to finn risk, whereas the strengths of other SP dimensions will be 

positively related to firm risk. It is also possible that the strengths of some SP dimensions will 

not affect significantly firm risk. This might be attributable to the fact that market participants 

(e.g., investors and analysts) do not agree yet on the value of the strengths and their impacts. 

For example, Ioannou and Serafeim (2010) find that firms with higher aggregate strengths 

receive more favorable analysts ' rec01runendations in recent years (positive) relative to 

earlier ones (negative) which reflect a changing perception of the value of CSR strategies by 

analysts. Moreover, Edmans (20 11) shows that the stock market do es not full y value 

intangibles (e.g., employee satisfaction), even when independently verified by a publicly 

available survey. Godfrey et al. (2009) find that community and diversity strengths have an 

insurance effect, whereas governance, employee and product strengths do not have such 

benefits . Community and diversity strengths are considered as institutional SP activities 

targeting a firm's secondary stakeholders or society at large, white governance, employee Çlnd 

product strengths are considered as technical SP activities targeting a firm's trading partners. 

According to Godfrey et al. (2009), only institutional SP (i.e., community and diversity 

strengths) should affect significantly firm risk. Diversity strengths may create cost savings for 
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the firm ( e.g., redu ce absenteeism and turnover), enhance its productive capabilities ( e.g., 

attr·act the best talent from the labor pool), and expand its markets (Berman et al., 1999). 

Community strengths might help the firm reducing its costs through tax advantages, reduced 

regulation, and a better local workforce quality over the long term (Waddock and Graves, 

1997). 

Most of the theories shown in Table 2.1 (the stakeholder the01y, the slack resources 

the01·y, the risk management theory and the Merton (1987) argument on investor recognition) 

suggest a negative relation between the strengths and firm risk. Based on the results of 

previous studies showing that improved environmental performance reduces the firm 's cost 

of equity (e.g., Feldman et al., 1997; Sharfman and Fernando, 2008; El Ghoul et al., 2011), 

environment strengths is expected to be negatively related to firm risk. Because of the 

increased attention of the financial community to the en vironmental dimension, it is possible 

that investors perceive firms with environment strengths as less risky investments. For 

example, high enviromnent strengths can lower the costs of complying with present and 

future environmental regulations, improve firm efficiencies and reduce operating costs 

(Berman et al., 1999). They can also improve the firm's image and enhance the loyalty of key 

stakeholders such as customers, employees, and govermnent (Berman et al., 1999). 

A positive relation between the strengths and firm risk could be explained by the 

managerial opportunism hypothesis in which managers may over-invest in CSR activities 

(i.e., strengths) for their private benefit (i .e., to improve their reputations as good social 

citizens and to gain stakeholders ' support), even at the expense of shareholders (Barnea and 

Rubin, 2010; Cespa and Cestone, 2007). This could suggest a positive relation between 

corporate governance strengths and finn risk. It is important to note that KLD strengths and 

concerns for corporate governance differ from governance measures generally used in the 

literature (see e.g., Jo and Hatjoto, 2012). Our definition of corporate governance in this 

study is the same as KLD definition which include compensation, ownership, accounting, 

political accountability, and transparency. Since this information is available among the SP 

dimensions, we assume that investors use it to discriminate between firms based on the above 

definition. It is possible that the average investor is unable to fully evaluate the financial 

impacts of these governance indicators, so that he or she considers that corporate governance 
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strengths as defined by KLD are manifestation of managerial entrenchment, and 

consequently he or she associates them with higher risk. 

Since the strengths and concerns are conceptually distinct constructs (Mattingly and 

Berman, 2006) and are subject to different dynamics (McGuire et al., 2003), we examine 

their impact on firm risk separately. This leads to our second and third hypothesis stated in 

their alternative forms: 

H;: The relation between the strengths of sorne SP dimensions (e.g., 

environment) and firm risk is negative, whereas this relation IS 

positive for other SP dimensions (e.g., corporate governance). 

H 3A: The relation between the concerns of sorne SP dimensions (employee 

relations, diversity, human rights and corporate governance) and firm 
risk is positive. 

2.3. Data and sample selection 

We obtain social performance data for U.S. firms from the MSCI ESG STATS (f01·merly 

KLD Research & Analytics, Inc (KLD)). This database covers approximately 650 firms from 

1991 to 2000, 1100 firms in 2001 and 2002, and 3100 firms from 2003 to 2007. Each finn is 

rated on the basis of exclusionary and qualitative screens. Strength and Concern ratings are 

provided for several indicators of seven qualitative screens as well as Concern ratings for 

several indicators of six exclusionary screens. KLD ratings reflect data at calendar year end. 

The seven qualitative screens are Community, Diversity, Employee relations, Environment, 

Product, Human Rights ("non-US operations" before 2002), and Corporate Governance 

("Other" before 2002) . The six exclusionary screens are Alcohol, Gambling, Firearms, 

Militai-y, Nuclear power, and Tobacco. 

The qualitative screen indicators include both positive and negative ratings (i.e., strengths 

and concerns), whereas the exclusionary screens only include negative ratings (i.e. , 

concerns). The KLD database attributes a value of one to each concern or strength, if any, 

and zero otherwise. KLD made several changes in its database during the sample period . For 

example, the "Human Rights" dimension had only concerns before 1994. Although sorne 
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studies have criticized certain aspects of the KLD data ( e.g., Chatterji et al., 2009), the KLD 

database is the most comprehensive and widely-used source of data for CSR research 

(Mattingly and Berman, 2006; Hatjoto and Jo, 2011). This provides a certain credibility and 

legitimacy to this database. According to Waddock (2003 , p. 371), "KLD's database has 

proven itself to be factual, reliable, broad-ranging, and maintained with consistency and 

transparency over the past decade". 

The final sample is an unbalanced panel of 16,599 firm-year observations over the period 

1991-2007 for all non-financial and utility firms covered by four databases: MSCI ESG 

STATS (KLD), Thomson Reuters IIB/E/S for analyst earnings forecasts; CRSP for stock 

priees, stock returns, trading volumes, and shares outstandings; and COMPUST AT for 

accounting data. 

2.4. Methodology 

2.4.1. Measuring social performance 

We follow previous studies by not considering the exclusionary screens (e.g., Hillman 

and Keim, 2001; Oikonomou et al., 2012).53 Since we already control for industry, the 

inclusion ofthese screens may introduce noise because they tend to be industry-specific (e.g., 

Alcohol, Military, and Tobacco). More importantly, exclusionary screens are conceptually 

different from qualitative screens (Hillman and Keim, 2001 ). Herein, we use individual 

dimension measures of SP which first combine and then separa te strengths and concerns for 

each qualitative dimension. 54 

We follow previous studies (e.g., Hatjoto and Jo, 2008; Oikonomou et al., 2012) in 

computing for each SP dimension an average measure, (COMMUN1TY, DIVERSITY, etc), 

which is equal to the difference between the average strength and average concern within a 

given SP dimension for each year. For each firm-year observation, we compute separate 

53 The number of observations different from zero does not exceed 1% of total observations for ail 
exclusionary screens, except military for which 7.58% of the observations are different from zero. 
54 The results are similar using the sum instead of the average ofthese measmes. 
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average strength and concern scores for each SP dimension, where STR _ COM (CON_ COM) 

and STR_DIV (CON_DIV) refer to community strengths (concerns), diversity strengths 

(concerns), and so on. The average strength (concern) score is equal to the total number of 

strengths ( concerns) divided by the total maximum possible numbers of strengths ( concerns), 

within a given SP dimension for each year. To illustrate, the individual dimension measme of 

COMMUNITY is equal to the difference between STR _ COM and CON_ COM. The average 

strength and concern scores for each SP dimension (i.e. , STR_COM, CON_COM, STR_DIV, 

CON_DIV, etc) allow us to test hypotheses 2 and 3, whereas the individual dimension 

measmes of SP (i.e., COMMUNITY, DIVERSITY, etc) allow us to test hypothesis 1. 

2.4.2. Measuring firm risk 

In this paper, we use total finn risk and its idiosyncratic component. Total risk is 

measmed by the annualized standard deviation from the monthly stock returns over the 

previous five years and from dai1y stock retmns over the past year. Idiosyncratic 

(unsystematic) risk is measmed as the standard deviation of the residuals from the standard 

CAPM, the tinee-factor Fama and French (1993) mode! and the fom-factor Cm·hart (1997) 

mode! using the previous year daily excess retums. The latter model is given by the 

following equation: 

Rit is the return of firm i for month t. Rfi is the risk-free rate (1-month Treasury-bill 

rate). (RM, - R fi ) is the ex cess return on the market portfolio (CSRP value-weighted index) 

for month t. Sl'vfB, is the difference between the returns on portfolios of "small" and "big" 

capitalization stocks for month t. HML1 is the difference between the retums on potifolios of 

"high" and "low" book-to-market stocks for month t. UMD1 is the difference between the 

retmns on portfolios of high and low prior retum stocks. ci1 is the stochastic error tenn, 

assumed to be IID normal with mean zero and constant variance C5~; . The CAPM only 
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includes the market factor, whereas the three-factor Fama and French (1993) model adds to 

the market factor the SMB
1 

and HML
1 

factors. 55 For each-firm-year observation, we use 

daily excess retums over the previous year to estimate idiosyncratic risk using time series 

regressions. This process is repeated for each of the 17 years of the sample period, so that we 

get time-varying idiosyncratic risk. 

2.4.3. Multivariate framework 

To examine the cross-sectional relation between firm risk and social performance 

dimensions, we run the following regressions: 

D 

Riskit =a+ 'L,jJdSP;dt-1 +&'il - l +cil (2) 
d=l 

D D 

Ris kil = Ào + 'I.JJsdSTRidt-1 + LficdCONidl-1 + b'Xil-1 +cil (3) 
d=l d=l 

where Riskit is the risk measure for finn at time t, and SP;dr-J is the individual 

dimension measures of SP for firm i relative to dimension d (i.e., COMMUNITY, 

DIVERSITY, etc) at time t - 1. STRidl-l ( CONidr-J) are the strengths (concerns) measures 

for firm i relative to dimension d at time t -1. xit-1 is a vector of finn-specifie 

characteristics, industry factors, and economie or market-wide factors that affect the firm's 

risk. 8 is the vector of the related regression coefficients. The significance of the coefficients 

f3 d, f3sd, and f3cd, respectively, reveals whether a relationship exists between the social 

performance dimensions and the firm's risk measure. 

55 The factors (SMB
1

, HML
1 

and UMD
1

) are obtained from Kenneth French's web site 

(http :1 /mba. tuc k. dartmouth. ed u/pages/facul ty /ken. french/ data _library .html) . 
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Since our focus is on the cross-sectional relation between levels of the variables, we 

estimate equations (2) and (3) using pooled cross-section time-series regressions and control 

for industry and year fixed effects. We include industry dummy variables to control for 

industry fixed effects, which may affect the relation between finn risk and social 

performance dimensions. There is empirical evidence suggesting that a firm' s risk varies by 

industry (Fama and French, 1997; Gebhardt et al., 2001) . Industry dummy variables are 

based on the Fama and French (1997) industry classification. We also include dummy 

variables for each year in our sample period (i.e., year-fixed effects) to control for changing 

economie conditions or the market-wide effects on the firm's risk56
. Standard errors are 

adjusted for both heteroskedasticity and clustering of observations. Specifically, we use the 

two-way elus ter robust standard error approach of Petersen (2009). This approach allows for 

correlations among different firms in the same year and different years in the same finn 

(Petersen, 2009). Since SP variables do not vary much over time, then it is important to adjust 

the standard enor to both firm and time effects. Therefore, our models are estimated with 

clustering on two dimensions (firm and time) . Moreover, all our regressions are estimated 

after standardizing all variables by their standard deviations, so we can interpret the 

economie significance of the coefficients directly. 

Based on theoretical arguments and empirical evidence, 57 the firm-specific characteristics 

considered in this paper are finn size, Book-ta-Market (B/M) ratio, net leverage, expected 

return, stock liquidity, dispersion of analyst forecasts, investment-to-asset ratio, expected 

growth in earnings, and default risk. Firm size (lnmkteq) is proxied by the logarithm of the 

market value of common equity at the most recent fiscal year end prior to the measurement 

date of our risk measures to account for the highly skewed nature of this variable. Book-ta­

Market (B/M) ratio (bmw) is computed as the ratio of the book to market value of common 

equity as of the most recent fiscal year end. We follow Bates et al. (2009) and use net 

leverage (netlevw) which is measured as the ratio of long-term debt minus cash & marketable 

securities to the market value of common equity using values for the most recent fiscal year 

56 We also considered the inclusion of a macro variable (market volatility) as an additional contro l, but 
it is al ways ornitted in the regression because of multicollinearity with the year dununies . 
57 See, for example, Fama and French (1992, 1993), Brennan et al. (1 998), Berk et al. (1999), Carlson 
et al. (2004, 2006), Gebhardt et al. (200 1 ), Chordia et al. (200 1 ), and Botosan and Plumlee (2005). 
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end. We use the annualized retum from the previous year's daily stock retums to proxy for 

expected return (retly). The level of stock liquidity is proxied by the average daily share 

turnover (avgtumover), and the liquidity risk is proxied by the coefficient of variation of this 

measure (cvturnover) over the previous year. Share hm1over is defined as daily shares traded 

divided by daily shares outstanding. 

We use two variables to control for cash flow risk. The first is the dispersion of analyst 

forecasts measured by the cross-sectional standard deviation of one-year-ahead earnings 

forecasts ( dispeps 1 w). The second variable is the standard deviation of the return on as sets 

(ROA) over the previous five years (sdroa5yw). Investment-to-asset ratio (investment) is 

computed as the sum of capital expenditmes, R&D expenditures, and advertising expenses, 

divided by total assets. We use the mean annualized five-year earnings growth rate fi·om 

IIB/E/S (where available, otherwise estimated as the implicit growth in forecasted earnings 

from year 1 to year 2) to pro x y for expected growth in earnings ( expgrthw). Default risk (or 

distress risk) is proxied by Altman's (1993) Zscore. A higher value of the Zscore indicates a 

lower likelihood of default. Based on Merton (1987)'s argument, we also include the variable 

investor base (inv _ basew) measmed as the number of common ordinary shareholders divided 

by common shares outstanding. We expect this variable to be negatively related to the firm's 

ris k. 

2.5. Empirical results 

2.5.1. Descriptive statistics 

Table 2.2 reports the sample distribution by year for the whole sample and for the two 

subsamples based on S&PSOO membership. Table 2.3 reports the descriptive statistics of the 

risk measmes, the KLD scores, and the explanatory variables for the whole sample. 58 Panel A 

of Table 2.3 shows that the mean (median) annualized total risk is 0.45 (0.38) using five-year 

monthly retmns (volatilityw) and 0.39 (0.36) using one-year daily returns (dvolatility) . The 

58 AU the variables, except the social performance measures, are winsorized at the 1 '1 and 991
h 

percentiles to ensure that our results are not driven by outliers. 
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mean (median) idiosyncratic risk is 0.35 (0.32) using the CAPM (sdresCAPMw), and 0.34 

(0.31) using the three- or four-factor model (sdresffw and sdres4ffw). 

Table 2.2 : Sample distribution by year 

Year Ali firms S&PSOO fïrms Non S&PSOO fïrms 

1991 493 382 111 
1992 495 383 112 
1993 492 383 109 

1994 483 381 102 

1995 483 377 106 
1996 487 376 111 
1997 485 372 113 
1998 473 361 112 
1999 478 359 119 
2000 482 365 117 
2001 795 376 419 
2002 775 364 411 

2003 2036 371 1665 
2004 2105 372 1733 
2005 2043 370 1673 
2006 2039 365 1674 

2007 1955 361 1594 

Total 16599 6318 10281 

-- - -·------- ----

- -----
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Table 2.3: Descriptive statistics of the KLD scores, the risk measures and the exp lana tory variables 

Mean 

Panel A: Risk measures 

Yolatilityw 

dvolatilityw 

sdresCAPMw 

sdres ffur 

sdres4ffur 

0.45 

0 .39 

0.35 

0.34 

0.34 

Median 

0.38 

0 .36 

0 .32 

0 .31 

0.31 

Panel B: Social performance measures 

COMMUNTTY 

DIVERSITY 

EMPIDYEE 

ENVIRONMENT 

HUMRIGHT 

PRODUCT 

GOVERNANCE 

STR COM 

CON COM 

STR DIV 

CON DIV 

STR EMP 

CON_ EMP 

STR__ENV 

CON_ENV 

STR HUM 

CON HUM 

STR PRO 

CON]RO 

STR GOY 

CON GOY 

0 .01 

-0.03 

-0.03 

-0.01 

-0.02 

-0.03 

-0.05 

0.03 

0.01 

0.07 

0.10 

0.05 

0.08 

0.02 

0 .04 

0 .00 

0 .02 

0.02 

0.05 

0 .03 

0.08 

Panel C: Independent variables 

dispeps lw 

expgtthW 

re tl y 

avgtumover 

cv turnover 

lnmkteq 

bmw 

inves tment 

zscorew 

netlevw 

s droa5yw 

in v basew 

0.09 

0.16 

0.14 

0.00 

0.83 

7.50 

0.42 

0.11 

5.00 

0.11 

0.05 

0.15 

0 

0 

0 

0 

0 

0 

0 

0 

0 

0 

0 

0 

0 

0 

0 

0 

0 

0 

0 

0 

0 

0.05 

0.14 

0.14 

0.00 

0.73 

7. 34 

0.37 

0.09 

3.53 

0. 12 

0.03 

0.06 

sd 

0.23 

0.16 

0.15 

0.14 

0.14 

0 .11 

0 .21 

0 .16 

0.11 

0.10 

0.16 

0.16 

0.09 

0.06 

0.12 

0.16 

0 .10 

0.12 

0.08 

0.11 

0.04 

0.09 

0.08 

0.14 

0.09 

0.12 

0.14 

0.1 2 

0.39 

0.00 

0.39 

1.51 

0.28 

0.09 

6.37 

0.26 

0.06 

0.22 

Min 

0.16 

0.15 

0.12 

0.11 

0.11 

-0.66 

-0.66 

-0.8 

-0.83 

-1 

-1 

-0.75 

0 

0 

0 

0 

0 

0 

0 

0 

0 

0 

0 

0 

0 

0 

0 

0 

-3.34 

0.00 

0 .24 

2.20 

-0.21 

0 

-78.29 

-0.83 

0.00 

0 .00 

Max 

1. 34 

1.00 

0.89 

0.87 

0.86 

0.8 

0.87 

0. 83 

0.66 

0.75 

0 .66 

0.8 

0.75 

0.87 

0.66 

0.83 

0.8 

0.8 

1 

0.75 

1 

0.66 

0.75 

0.95 

3.13 

0.23 

6.65 

13. 1 

1.49 

1.49 

74.8 

2.59 

0.40 

1.23 

skewness kurtosis 

1.49 

1.24 

1.18 

1.21 

1.20 

1.35 

-0.01 

-0.02 

-1 .21 

-3.50 

-1.63 

-0.03 

3.37 

4.84 

2.13 

0.92 

2.23 

1.43 

3.53 

3.15 

11 .3 

4.70 

3.20 

2.92 

2.90 

1.46 

3.49 

4 .05 

-0.17 

4 .24 

2.76 

0.53 

1.07 

2.71 

3.64 

0.25 

3.12 

2.49 

5.22 

4.95 

4.60 

4.68 

4.63 

11 .9 

2.82 

4 .60 

10.9 

28.8 

9.55 

4.61 

15.4 

27.3 

8.21 

2.27 

8.54 

5.04 

18.31 

13.87 

147.46 

30.44 

13.32 

12.72 

11 .18 

5.10 

17.1 

24.9 

6.78 

55.8 

18.4 

3.12 

5.01 

16.97 

36.6 

6. 25 

14.38 

10.11 

N 

16388 

16599 

16599 

16599 

16599 

16599 

16599 

16599 

16599 

16599 

16599 

16599 

16599 

16599 

16599 

16599 

16599 

16599 

16599 

16599 

15119 

16599 

16599 

16599 

16599 

16599 

15786 

16005 

16599 

16599 

16599 

16560 

16557 

16587 

16599 

16587 

16582 

16245 
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Notes: 

This table presents the descriptive statistics of the risk measures (panel A), the social performance 
measures (Panel B), and the explanatory variables (Panel C) for the 16,599 firm-year sample 
observations between 1991 and 2007. 

Idiosyncratic risk (sdresCAPMw, sdresffw and sdres4ffw) is the standard deviation of the residuals 
derived from the CAPM, the three-factor Fama and French (1993) mode! and the four-factor Carhart 
(1997) mode!, respectively. Firm's total risk (Yolatilityw and dvolatilityw) is the annuali zed standard 
deviation from the monthly stock returns over the previous five years and from the daily stock returns 
over the past year, respectively. 

We compute an average measure which is equal to the difference between the average strength and 
average concern for each SP dimension, namely, Community relations (COMMUNITY), Diversity 
(DIYERSITY), Employee relations (EMPLOYEE), Enviromnental performance (ENYIRONMENT), 
Human Rights (HUMRIGHT), Product (PRODUCT), and Corporate Governance (GOYERNANCE). 

We also compute separate average strength and concern scores for each SP dimension, namely, 
Community strengths (STR_COM), Community concerns (CON_COM), Diversity strengths 
(STR_DIY), Diversity concerns (CON_DIY), Employee strengths (STR_EMP), Employee concerns 
(CON_EMP), Environment strengths (STR_ENY), Environment concerns (CON_ENY), Human 
Rights strengths (STR_HUM), Human Rights concerns (CON_HUM), Product strengths (STR_PRO), 
Product concerns (CON _PRO), Corporate Go v emance strengths (STR _GOY), and Corporate 
Govemance concerns (CON_ GOY). 

Dispersion of analyst forecasts is measured by the cross-sectional standard deviation of one-year-ahead 
earnings forecasts ( dispeps 1 w) . Expected growth in earnings ( expgrthw) is the mean annualized five­
year earnings growth rate from I/BIE/S (where available, otherwise estimated as the implicit growth in 
forecasted earnings from year 1 to year 2). Retly is the annualized return from the previous year ' s 
daily stock returns. The leve! of liquidity is proxied by the average daily share turnover (avgturnover), 
and the liquidity risk is proxied by the coefficient of variation (cvturnover) of this measure over the 
previous year. Share turnover is defined as daily shares traded divided by daily shares outstanding. 
Firm size (lnn1kteq) is proxied by the logarithm of the market value of conunon equity at the most 
recent fiscal year-end. Book-to-market ratio (bmw) is computed as the ratio of the book to market 
value of common equity as of the most recent fiscal year end. Investment is computed as the sum of 
capital expenditures, R&D expenditures, and advertising expenses, divided by total assets. Net 
leverage (netlevw) is measured as the ratio of long-term debt minus cash & marketable securities to the 
market value of common equity using values for the most recent fiscal year end . Distress risk 
(zscorew) is computed following Altman (1993) as: 

Zscore = 1.2x (NWC) + 1.4 x (RE)+ 3.3 x (EBIT) +(Sales)+ 0.6 x (MVEquity) 
TA TA TA TA BVTL 

where, NWC is net working capital (current assets - current liabilities), REis retained earnings, EBIT 
is earnings before interest and taxes, MYEquity is the market value of total equity (cmnmon and 
preferred stocks), BYTL is total liabilities ( current and long term liabilities), and TA is total as sets. 
The variable sdroa5yw is the standard deviation of return on assets (ROA) over the five previous years 
up to the fi scal-year end date of each finn-year observation. lnvestor base (inv_basew) is measured as 
the number of common ordinary shareholders divided by co1nmon shares outstanding. Except for the 
social performance measures and dummy variables, the variables are winsorized (w) at the 1 '1 and 99111 

percentiles. 
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Panel Bof Table 2.3 shows that the mean (median) values of SP dimensions are negative 

(zero), ranging between -0.05 and 0.01. Except for the Community dimension, the average 

strength scores of SP dimensions are lower than the corresponding average concern scores. 

Overall, the mean (median) values of SP dimensions are relatively small (zero) suggesting 

that the typical firm-year observation is characterized by equal number of strengths and 

concerns or the absence of both. Panel C of Table 2.3 reports descriptive statistics for our 

explanatory variables. Table 2.4 reports the descriptive statistics of the risk measmes, the 

KLD scores, and the explanatory variables for the two subsamples based on S&PSOO 

membership. As expected, the two subsamples have different risk profile, different SP, and 

different financial characteristics. Specifically, Panel A of Table 2.4 shows that S&PSOO 

firms are less risky thau non S&PSOO firms . Panel B of Table 2.4 shows that S&PSOO firms 

have significantly higher strengths in all dimensions, except the governance dimension. They 

also have significantly higher concems in aU dimensions, except the diversity dimension. 
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Table 2.4 : Descriptive statistics by S&P500 membership 

S&PSOO firms Non S&PSOO firms 

l'llriable mean median sd N mean median sd N Mean <lifT ttest ranks um 

Panel A: Ris k me as ures 

Volatilityw 0.34 0.3 0.15 6301 0.52 0.45 0.25 10087 0.18 0.00 0.00 

dvo latilityw 0.34 0.3 0.15 6318 0.42 0.39 0.15 10281 0.08 0.00 0.00 

sdresCAPMw 0.3 0.27 0.13 6318 0.38 0.36 0.14 10281 0.08 0.00 0.00 

sdresffw 0.3 0.26 0.13 6318 0.37 0.35 0.14 10281 0.07 0.00 0.00 

sdres4ffw 0.29 0.26 0.13 6318 0.37 0.34 0.14 10281 0.08 0.00 0.00 

Panel B : Social performance meas ures 

STR_COM 0.072 0 0.13 6318 0.008 0 0.04 10281 -0.06 0.00 0.00 

CON_COM 0.027 0 0.08 6318 0.005 0 0.04 10281 -0.02 0.00 0.00 

STR_DN 0. 119 0 0.16 6318 0.047 0 0.08 10281 -0.07 0.00 0.00 

CON_DN 0.076 0 0.14 6318 0.127 0 0.16 10281 0.05 0.00 0.00 

STR_EMP 0.096 0 0.13 6318 0.029 0 0.07 10281 -0.06 0.00 0.00 

CON_EMP 0.095 0 0.13 6318 0.08 0 0.1 1 10281 -0.01 0.00 0.00 

STR_ENV 0.053 0 0.11 6318 0.013 0 0.05 10281 -0.04 0.00 0.00 

CON_ENV 0.09 0 0.15 6318 0.014 0 0.05 10281 -0.07 0.00 0.00 

STR_HUM 0.009 0 0.06 5170 0 0 0.02 9949 0 0.00 0.00 

CON_HUM 0.051 0 0.14 6318 0.009 0 0.04 10281 -0.04 0.00 0.00 

STR_PRO 0.044 0 0.1 6318 0.013 0 0.05 10281 -0.03 0.00 0.00 

CON_PRO 0.113 0 0.19 6318 0.025 0 0.08 10281 -0.08 0.00 0.00 

STR_GOV 0.019 0 0.07 6318 0.04 0 0.1 10281 0.02 0.00 0.00 

CON GOV 0.137 0.14 0.15 6318 0.049 0 0.09 10281 -0.08 0.00 0.00 

Panel C: lndependent v-ariables 

lnmkteq 8.76 8.7 1.35 6298 6.72 6.69 1.01 10262 -2.03 0.00 0.00 

bmw 0.39 0.34 0.27 6298 0.43 0.39 0.29 10259 0.04 0.00 0.00 

net\evw 0.16 0.17 0.19 6317 0.07 0.07 0.29 10270 -0.09 0.00 0.00 

re tly 0.1 3 0.14 0.32 6318 0.14 0.15 0.43 10281 0 0.24 0.03 

avgtumover 0 0 0 6318 0.01 0 0 10281 0 0.00 0.00 

cvtumove r 0.67 0.6 0.28 6318 0.92 0.82 0.42 10281 0.25 0.00 0.00 

dispeps lw 0.1 0.05 0.15 6278 0.09 0.05 0.14 9508 -0.01 0.00 0.00 

in ves ttnent 0.1 0.06 0.07 6317 0.11 0.06 0.11 10270 0.01 0.00 0.00 

expg1thw 0.13 0.12 0.06 6309 0.18 0.15 0.14 9696 0.05 0.00 0.00 

zsco rew 4.41 3.34 4.82 6318 5.37 3.68 7.14 10281 0.95 0.00 0.00 

sdroa5yw 0.03 0.02 0.03 6316 0.06 0.03 0.07 10266 0.03 0.00 0.00 

in v basew 0.2 0.11 0.24 6200 0.12 0.03 0.2 10045 -0.07 0.00 0.00 

Note: 

This table presents the descriptive statistics of the risk measures (panel A), the social performance measures 
(Panel B), and the explanatory variables (Panel C) for the two subsamples based on S&P500 membership 
between 1991 and 2007. All variables are defined in footnotes of Table 2.3. The last three colurnns are, 
respectively, the mean difference, the probability associated with the ttest for the mean difference, and the 
probability associated with the Wilcoxon rank-sum (Mann-Whitney) test for the median difference between 
the groups. 
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Table 2.5: Correlation coefficients between the risk and social performance measures 

Volatilityw dvolatilityw sdresCAPMw sdresffw sdres4ffw 

Volatilityw 1.0000 

dvolatilityw 0.6435* 1.0000 

sdresCAPMw 0.6313* 0.9832* 1. 0000 

sdresffiv 0.6255* 0.9783* 0.9980* 1.0000 

sdres4ffw 0.6262* 0.9742* 0.9963* 0.9992* 1.0000 

COMMUNITY -0.1282* -0.1092* -0.1008* -0.0975* -0.0963* 

DIVERSITY -0.1485* -0.1263* -0.1335* -0.1304* -0.1306* 

EMPWYEE -0.1214* -0.0293 -0.0339* -0.0336* -0.0341 * 

ENVIRONMENT 0.0911* 0.0904* 0.0921* 0.0957* 0.0983* 

HUMRIGHT 0.0802* 0.0991* 0.1 015* 0.1028* 0.1042* 

PRODUCT 0.0942* 0.1156* 0.1167* 0.1158* 0.1164* 

GOVERNANCE 0.1316* 0.1025* 0.1242* 0.1245* 0.1280* 

STR COM -0.2158* -0.1794* -0.1766* -0.1745* -0.1750* 

CON COM -0.1011* -0.0792* -0.0895* -0.0921 * -0.0950* 

STR DIV -0.1079* -0.0992* -0.1110* -0.1083* -0.1088* 

CON DIV 0.1178* 0.0947* 0.0952* 0.0931 * 0.0930* 

STR Bv1P -0.1404* -0.0517* -0.0689* -0.0702* -0.0734* 

CON 8\1P 0.0371* -0.0061 -0.0147 -0.0161 -0.0182 

STR ENV -0.1860* -0.1358* -0.1389* -0.1387* -0.1394* 

CON_ENV -0.2289* -0.1918* -0.1958* -0.1995* -0.2026* 

STR HUM -0.0597* -0.0337 -0.0284 -0.0268 -0.0267 

CON HUM -0.1052* -0.1150* -0.1158* -0.1165* -0.1180* 

STR PRO -0.1225* -0.0655* -0.0698* -0.0679* -0.0682* 

CON PRO -0.1726* -0.1647* -0.1683* -0.1662* -0.1670* 

STR GOV 0.0876* 0.0697* 0.0796* 0.0800* 0.0815* 

CON GOV -0.1063* -0.0818* -0.1025* -0.1027* -0.1062* 

Note: 
This table presents the correlation coefficients between the risk and social performance measures for 
the 16,599 firm-year sample observations between 199 1 and 2007. All variables are defined in 
footnotes of Table 2.3. 
* Statistical significance at the 1% leve! (p < 0.01). 
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Table 2.5 reports that all risk measures are positively correlated as expected. All risk 

measures are negatively correlated with Community, Diversity and Employee relations, 

whereas they are positively correlated with Environment, Human Rights, Product and 

Govemance. Diversity concems as weil as Govemance strengths are positively correlated 

with the risk measures. The strengths and concems of the other SP dimensions are negatively 

correlated with the risk measures. Table 2.6 reports that sorne SP dimensions are positively 

conelated, whereas others are negatively conelated. For example, Employee is positively 

conelated with Environment and Product, but negatively correlated with Corporate 

Govemance. The conelations between strengths and concems within the same dimension are 

relatively low, although significant, which supports the notion that they are different 

concepts. Also, the strengths ( concems) of several SP dimensions are correlated. Overall, the 

correlation coefficients among social performance measures are relatively low suggesting 

that multicollinearity should not affect the results. 

2.5.2. Relation between firm risk and the individual dimensions of social performance 

Our first hypothesis states that the relation between the firm's risk and SP varies with the 

individual dimension of SP being considered. Our objective is to test whether the effects on 

firm's risk of sorne SP dimensions are more important than others. The results suggest that 

not all SP dimensions are relevant for firm risk. 
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Table 2.7: Relation between the risk measures and the social performance dimensions 

Ali firms 

Total risk ldios yncratic ris k 

Volatilityw dmlatilityw sdresCAPMw sdresffw sdres4ffw 

COMMUNITY 0.006 -0.004 -0.004 -0.005 -0.005 

(1.11) (-0.50) (-0.55) (-0.66) (-0.62) 

DIVERSITY -0.004 0.007 0.010 0.011 0.012 

(-0.36) (0.67) (1.16) (1 .25) (1.31) 

Ei\1PLOYEE -0.025*** -0.017** -0.017 .. -0.018 .. -0.017** 

(-3.13) (-2.05) (-2.15) (-2.29) (-2.30) 

FNVIRONMENT -0.011* -0.000 0.003 0.005 0.005 

(-1.80) (-0.03) (0.30) (0.57) (0.57) 

HUMRIGHT -0.012** -0.014** -0.015** -0.015** -0.015** 

(-2.09) (-2.13) (-2.31) (-2.28) (-2.35) 

PRODUCT -0.014 -0.001 -0.009 -0.009 -0.010 

(-1.58) (-0.06) (-1.12) (-1.10) (-1.27) 

GO VERN ANCE 0.000 -0.017 -0.016 -0.017 -0.017 

(0.05) (-1.19) (-1.16) (-1.22) (-1.25) 

lnmkteq -0.259*** -0.270*** -0 .304*** -0.300*** -0.305*** 

(-9.92) (-7.65) (-9.49) (-9.98) (-10.1 9) 

bmw -0.042*** 0.007 0.007 0.004 0.002 

(-2.92) (0 .38) (0.38) (0.21) (0.10) 

netlevw -0.017 -0.006 -0.003 -0 .004 -0.004 

(-1.61) (-0.50) (-0.26) (-0.33) (-0.36) 

re tl y 0.027 -0 .009 -0.014 -0.016 -0.016 

(0.94) (-0.18) (-0.31) (-0.38) (-0.37) 

a.gturnove1· 0.272*** 0.315*** 0.302*** 0.297*** 0.290*** 

(16.46) (11.25) (12.82) (12 .61) (12.74) 

cvturnover 0.003 0.152*** 0.200*** 0.215*** 0.220*** 

(0.37) (9.94) (10.78) (10.82) (10.76) 

dispepsl w -0.003 0 .049*** 0.049*** 0.048*** 0.046*** 

(-0.28) (3.24) (3.24) (3.30) (3.03) 

investmcnt 0.048*** 0.066*** 0.065*** 0.064*** 0.063*** 

(4.07) (5.79) (6.19) (6.29) (6.44) 

e>.-pgrthw 0.094*** 0.109*** 0.102*** 0.099*** 0.098*** 

(6.54) (5.01) (5.38) (5.26) (5.33) 

zscorew -0.052*** -0.000 -0.010 -0.011 -0.010 

(-3.81) (-0.02) (-0.52) (-0.60) (-0.56) 

s<b-oaSyw 0.262*** 0.176*** 0.181*** 0.181*** 0.179*** 

(15.26) (6.47) (7.48) (7.71) (8.06) 

inv_ basew -0.046*** -0.043*** -0.038*** -0.037*** -0.037*** 

(-4.23) (-5.18) (-4.88) (-4.88) (-4.82) 

Constant 2.249*** 2.574*** 2.757*** 2.755*** 2. 794*** 

(13.53) (10.61) (13.48) (13.91) (14.07) 

lndustry dummies Y es Y es Y es Y es Y es 

Year dummies Y es Y es Y es Y es Y es 

Observations 14800 14970 14970 14970 14970 

Number offirms 2749 2796 2796 2796 2796 

R-squared 0.651 0.635 0.641 0.638 0.637 
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Note: 

Table 2.7 presents results from regressions of the risk measures on the individual dimensions ofSP and 
controls over the period 1991- 2007 for the whole sample as well as for the two subsamples based on 
S&P500 membership. Idiosyncratic risk (sdresCAPMw, sdresffw and sdres4ffw) is the standard 
deviation of the residuals derived from the CAPM, the three-factor Fama and French (1993) mode! and 
the four-factor Carhart (1997) mode!, respectively. Firm's total risk (Volatilityw and dvolatilityw) is 
the annualized standard deviation from the monthly stock returns over the previous five years and from 
the dai! y stock returns over the past year, respectively. 

The individual dimensions of SP are Community relations (COMMUNITY), Diversity (DIVERSITY), 
Employee relations (EMPLOYEE), Environrnental performance (ENVIRONMENT), Human Rights 
(HUMRIGHT), Product (PRODUCT), and Corporate Governance (GOVERNANCE), respectively. 
All variables are defined in footnotes of Table 2.3. 

Unreported industry controls are based on the Fama and French (1997) industry classification. Robust 
and clustered (by firm and time) t-Statistics are reported in parentheses. We use the two-way cluster 
robust standard error approach of Petersen (2009). 

*** Significant at the 1% leve! (p<0.01); ** Significant at the 5% leve! (p<0.05); * Significant at the 
10% leve! (p<O.l). 

For the whole sample, Table 2.7 shows that only two dimensions (Employee relations and 

Human Rights) are significantly and negatively related to stock return volatility and 

idiosyncratic risk. However, we get a slightly different picture when splitting the sample by 

S&P500 membership. Employee relations continue to be significantly and negatively related 

to firm's risk for both subsamples, whereas Human Rights are no longer related to firm's risk. 

Corporate Govemance is significantly and negatively related to stock return volatility and 

idiosyncratic risk only for S&P500. Community is now significantly and negative! y related to 

stock retum volatility, measured using daily retums, for both subsamples. Environment is 

positively related to idiosyncratic risk for S&P500 firms, whereas it is negatively related to 

stock return volatility measured using daily retums for non S&P500 firms. 

Overall, the results reported in Table 2.7 support our first hypothesis, except for Product, 

suggesting that not all SP dimensions are relevant for firm's risk. For S&P500 firms, 

Employee relations, Corporate Governance and Community affect negatively finn risk, 

whereas Environment positively affects firm risk. For non S&P500 firms, Employee 

relations, Community and Environment affect negatively finn risk. The other dimensions 
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(Diversity, Human Rights, and Product) do not impact significantly firm risk for both 

subsamples. 

As discussed in the introduction, there are several drawbacks when using measures which 

combines strengths and concerns (i.e., netting a firm's positive and negative social actions) . 

A simple example makes the argument more explicit. Consider the environmental 

performance of two firms A and B. Firm A has four strengths and four concerns, whereas 

finn B has one strength and one concern. Firms A and B will have the same environmental 

performance using a measure which combines strengths and concerns. Therefore, it might be 

better to consider strengths and concerns separately in orcier to distinguish between good and 

bad performers on each SP dimensions. This issue is examined in the next section. 

2.5.3. Relation between firm risk and strengths and concerns of individual dimensions 
of social performance 

Table 2.8 report the results regarding the second and third hypothesis for the whole 

sample and the two subsamples based on S&P500 membership. 59 For the whole sample, ali 

coefficients associated with Community strengths and concerns, Employee and Product 

strengths as weil as Environment concerns are insignificant suggesting that they have no 

significant impact o~ firm's risk. 60 Product concerns are significantly and positively related to 

idiosyncratic risk measured using the four-factor model, whereas Environment strengths are 

significantly and negatively related to volatility measured using one-year daily returns. 

Employee, Diversity, Corporate Governance and Hwnan Rights concerns are significantly 

59 
We exclude from 'our regressions the Human Rights strengths because their inclusion reduces the 

sample size since KLD includes Human Rights strengths beginning from 1994. The number of 
observations for Human Rights strengths which are different from zero does not exceed 1% of total 
observations. The results after including Human Rights strengths are similar (results not reported and 
are avai lable upon request). 
60 We also consider systematic risk measured as the market beta derived either from the CAPM or the 
four-factor Carhart (1997) mode!, respectively. Some of the coefficients associated with SP 
dimensions are significant when the dependent variable is the market beta computed using the CAPM. 
For example, for the whole sample, the CAPM beta is positively related to Employee and Governance 
concerns, and negatively related to Community concerns and Environment strengths. However, al! 
coefficients associated with SP dimensions are insignificant when the dependent variable is the market 
beta computed using the four-factor mode!. For the sake of space, we do not rep01t these results which 
are available upon request. 
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and positively related to total risk and idiosyncratic risk. These effect ranges from an increase 

of 1.5 to 3.3% of firm's risk which corresponds to an increase of 0.58% to 1.28% of the total 

risk of the average fitm (0.39). For example, a one standard deviation increase of the score of 

Corporate Governance concerns would increase finn's risk by about 1.17% (0.39*0.03). If 

we add the increases associated with all concems, then the effect on firm's risk can be 

considered as economically significant. As for the strengths, Diversity and Corporate 

Governance strengths are significantly and positively related to total risk and idiosyncratic 

risk. These effects range from an increase of 1.5 to 2.4% of firm's risk which corresponds to 

an increase of 0.58% to 0.93% of the total risk of the average finn. 
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Table 2.8: Relation between the risk measures and strengths and concerns of SP dimensions 

Ali f i rms 

Total risk ldiosyncratic risk 

Volatilityw dvolatilityw sdresCAPMw sdresffw sdres4ffw 

STR COM -0.000 -0.007 -0.007 -0.009 -0.009 

(-0.01) (-0.74) (-0.77) (-0.97) (-0.98) 

CON COM -0.002 0.009 0.010 0.009 0.009 

(-0.43) (1.07) (1.37) (1.26) (1 .22) 

STR DIV 0.023* 0.036*** 0.040*** 0.041*** 0.042*** 

(1 .89) (3.25) (3.82) (3.84) (3.95) 

CON DIV 0.024** 0.021 *** 0.021 *** 0.021*** 0.021*** 

(2.36) (2.99) (3.03) (2.90) (2.88) 

STR EMP 0.001 0.013* 0.009 0.008 0.008 

(0.16) (1.65) ( 1.1 7) (1.12) (1.07) 

CON EMP 0.034*** 0.032*** 0.030*** 0.031*** 0.030*** 

(4 .00) (3.59) (3.77) (3.94) (3.98) 

STR ENV -0.012* -0.016** -0.011 -0.008 -0.007 

(-1 .70) (-2.07) (-1.36) (-1.05) (-0.82) 

CON ENV 0.011 -0.009 -0.008 -0 .009 -0.008 

(1.43) (-0.70) (-0.70) (-0.80) (-0.67) 

CON HUM 0.015*** 0.016** 0.018*** 0.018*** 0.018*** 

(3.11) (2.31) (2. 73) (2. 75) (2.85) 

STR PRO 0.000 0.008 0.010 0.011 0.011 

(0.05) (1 .10) (1.44) (1 .56) (1 .56) 

CON PRO 0.014 0.003 0.013* 0.013* 0.015** 

(1.50) (0.40) (1 . 78) (1 .87) (2.08) 

STR GOV 0.018** 0.015** 0.017** 0.017** 0.017** 

(2.11) (2.23) (2.37) (2.46) (2.30) 

CON_GOV 0.013 0.030** 0.031** 0.033*** 0.033*** 

(1 .63) (2.24) (2.50) (2.61) (2.63) 
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Table 2.8 (continued): Relation between the risk measures and strengths and concerns ofSP 
dimensions 

Ali firms 

Total risk ldiosyncratic risk 

Volatilityw dvolatili tyw sdresCAPMw sdresffw sdres4ffw 

lnmkteq -0.285*** -0.301 *** -0.340*** -0.337*** -0.343*** 

(-8.50) (-7.41) (-9.28) (-9.70) (-9.91) 

bmw -0.047*** 0.003 0.002 -0.002 -0.004 

(-3.13) (0.14) (0.09) (-0.10) ( -0.22) 

netlevw -0.014 -0.003 0.001 0.000 -0.000 

(-1 .36) (-0.20) (0.05) (0.00) (-0.03) 

retly 0.029 -0.006 -0.011 -0.014 -0.013 

(1.02) (-0.13) (-0.25) (-0.31) (-0.30) 

avgturnover 0.273*** 0.316*** 0.303*** 0.298*** 0.292*** 

(16.20) (11 .56) (13.11) (12.90) (13.06) 

cvturnover -0.001 0.148*** 0.195*** 0.210*** 0.215*** 

(-0.09) (9.67) (10.33) (10.36) (10.29) 

dispepslw -0.006 0.046*** 0.046*** 0.045*** 0.042*** 

(-0.62) (3.14) (3.11) (3.17) (2.88) 

investment 0.047*** 0.064*** 0.064*** 0.062*** 0.062*** 

(3.95) (5. 71) (6.08) (6.17) (6.33) 

expgrthw 0.094*** 0.109*** 0.101*** 0.098*** 0.098*** 

(6.41) (4.98) (5.33) (5.20) (5.27) 

zscorew -0.051 *** 0.000 -0.009 -0.010 -0.009 

(-3. 75) (0.01) (-0.46) (-0.54) (-0.49) 

sdroaSyw 0.257*** 0.170*** 0.175*** 0.174*** 0.173*** 

(14.66) (6.38) (7.35) (7.55) (7.88) 

inv basew -0.048*** -0.045*** -0.041 *** -0.040*** -0.040*** 

(-4.37) (-5.56) ( -5.21) (-5.24) (-5.21) 

Constant 2.369*** 2.723*** 2.927*** 2.929*** 2.971*** 

(12.51) (11 .06) (13.98) (14.47) (14.69) 

Industry dummies Y es Y es Y es Y es Y es 
Year dummies Y es Y es Y es Y es Y es 

Observations 14800 14970 14970 14970 14970 

Number offirms 2749 2796 2796 2796 2796 

R-squared 0.654 0.639 0.646 0.642 0.642 
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Note: 

Table 2.8 presents results from regressions of the risk measures on the strengths and concerns of the 
individual dimensions of SP as weil as control variables over the period 1991 - 2007 for the whole 
sample as weil as for the two subsamples based on S&P500 membership. Idiosyncratic risk 
(sdresCAPMw, sdresffw and sdres4ffw) is the standard deviation of the residuals derived from the 
CAPM, the three-factor Fama and French (1993) mode! and the four-factor Carhart (1997) mode!, 
respectively. Firm's total risk (Volatilityw and dvolatilityw) is the annualized standard deviation from 
the monthly stock retums over the previous five years and from the daily stock returns over the past 
year, respectively. 

The strengths and concems ofthe individual dimensions ofSP are Community strengths (STR_COM), 
Community concerns (CON_COM), Diversity strengths (STR_DIV), Diversity concerns (CON_DIV), 
Employee strengths (STR _ EMP), Employee concerns (CON_ EMP), Environment strengths 
(STR_ENV), Environment concerns (CON_ENV), Human Rights strengths (STR_HUM), Human 
Rights concerns (CON_ HUM), Product strengths (STR _PRO), Product concerns (CON_ PRO), 
Corporate Governance strengths (STR_ GOV), and Corporate Governance concerns (CON_ GOV), 
respectively. Human Rights strengths (STR_HUM) are excluded. Ali variables are defined in footnotes 
of Table 2.3. 

Umeported industry controls are based on the Fama and French ( 1997) industry classification. Robust 
and clustered (by firm and time) t-Statistics are reported in parentheses. We use the two-way cluster 
robust standard error approach of Petersen (2009). 

*** Significant at the 1% leve! (p<O.Ol ); ** Significant at the 5% leve! (p<0.05); * Significant at the 
10% leve! (p<O.l). 

When splitting the sample based on S&P500 membership, Human Rights concerns and 

Corporate Governance strengths are no longer related to firm risk for both subsamples. For 

S&P500 firms, Employee relations, Diversity and Corporate Governance concerns are 

significantly and positively related to firm's idiosyncratic risk and total risk. Comrnunity 

strengths are now significantly and negatively related to firm's idiosyncratic risk and total 

risk, whereas Diversity strengths are significantly and positively related to firm's 

idiosyncratic risk. 

The relation between strengths and concerns of SP dimensions is less pronounced for non 

S&P500 finns relative to S&P500 firms. Similar to their S&P500 counterpmts, Employee 

relations concerns and Diversity strengths are significantly and positively related to firm's 

risk. However, Environment strengths are significantly and negatively related to total firm's 

risk for non S&P500 firms. 



131 

Overall, the results for the whole sample highlight two mam conclusions. First, 

Employee, Diversity, Corporate Govemance and Human Rights concems positively affect 

firm's risk. Second, Diversity and Corporate Govemance strengths positively affect firm's 

risk. There is also evidence that Environment strengths (Product concerns) negatively 

(positively) affect firm's risk. When splitting the sample based on S&P500 membership, the 

results reported in Table 2.8 show that sorne relationships between finn risk and strengths 

and concerns of SP dimensions found for the whole sample are lost, whereas other 

relationships remain valid for one or both subsamples. This observation implies that the two 

groups of firms, which exhibit differences in severa! aspects, should be treated separately. It 

could be argued that members of the S&P500 index are lm·ger firms, less risky, highly visible 

for media and analysts suggesting that they have more transparency practices regarding their 

SP actions and impacts. Therefore, one could argue that S&P500 firms have less information 

asymmetry relative to non S&P500 firms, and consequently the relation between firm's risk 

and strengths and concerns of SP dimensions is more pronounced for S&P500 firms relative 

to non S&P500 firms. Our result is consistent with this conjecture. For S&P500 firms, 

concems of Employee relations, Diversity and Corporate Governance positively affect firm's 

risk. Also, Community (Diversity) strengths negatively (positively) affect firm's risk for 

S&P500 firms. For non S&P500 firms, Employee relations concerns and Diversity strengths 

positively affect firm's risk, whereas Environment strengths negatively affect firm's risk. 

2.5.4. Robustness Checks 

2.5.4.1. Alternative measures of social performance 

Using KLD strengths and concerns for the Enviromnent dimension, Fernando et al. 

(2009) categorize firms into four groups: green, toxic, gray and neutral. Green (toxic) firms 

have only strengths (concerns). Gray firms have both strengths and concerns, whereas neutra! 

firms do not have either strengths or concerns. This classification has the advantage to isolate 

the "substitution effect" within the same SP dimension61 which is captured by Gray firms, 

61 Godfrey et al. (2008) suggest a potential "substitution effect" across SP dimensions. 
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i.e. , those firms having both strengths and concems along the same SP dimension. We use 

these measures for each SP dimensions as a robustness test for our strengths and concerns 

measures. Table 2.9 reports the results for both subsamples based on S&PSOO membership. 
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Note: 

Table 2.9 presents results from regressions of the risk measures on the alternatives measmes of the 
individual dimensions of SP as well as control variables over the period 1991- 2007 for the two 
subsamples based on S&P500 membership. Idiosyncratic risk (sdresCAPMw, sdresffw and sdres4ffw) 
is the standard deviation of the residuals derived from the CAPM, the three-factor Fama and French 
(1993) mode! and the four-factor Carhart (1997) mode!, respectively. Firm's total risk (Volatilityw and 
dvolatilityw) is the annualized standard deviation from the monthly stock returns over the previous 
five years and from the daily stock returns over the past year, respectively. 

The altematives measures of the individual dimensions of SP are defined as follow. Following 
Fernando et al. (2009), for each SP dimension, firms are categorized into four groups: green, toxic, 
gray (or ambiguous) and neutra!. Green (toxic) firms have only strengths (concerns). Gray (or 
ambiguous) firms have both strengths and concerns, whereas neutra! firms do not have either strengths 
or concems. We illustrate these measures using the Community dimension: com_green is a dummy 
equals 1 if the firm has only community strengths and zero otherwise; com_toxic is a dummy equals 1 
if the firm has only community concems and zero otherwise; com_amb is a dummy equals 1 if the firm 
has both strengths and concerns and zero otherwise. We do not include a dummy for neutra! firms to 
avoid multicollinearity problem. The other SP dimensions are defined in the same way. Control 
variables are defined in footnotes of Table 2.3. 

Unreported industry controls are based on the Fama and French (1997) industry classification. Robust 
and clustered (by firm and time) t-Statistics are reported in parentheses. We use the two-way cluster 
robust standard error approach of Petersen (2009). 

*** Significant at the 1% leve! (p<0.01); ** Significant at the 5% leve! (p<0.05); * Significant at the 
10% leve! (p<O.l) . 

Having only concerns (toxic) or both strengths and concerns (gray or ambiguous) along 

Employee relations, Diversity and Corporate Governance positively affect S&P500 firm's 

risk. Also, having only strengths (green) along Community (Human Rights) negatively 

(positively) affect firm's risk for S&P500 firms. Having only strengths (green) along 

Environment negatively affect finn's risk for both subsamples, although the effect is more 

significant for S&P500 firms. 

For non S&P500 firms, having concerns (toxic) or both strengths and concerns (gray or 

ambiguous) along Employee relations and Diversity, respectively, positively affect finn's 

ris k. 

However, a somewhat surpnsmg result is that having only concerns (toxic) along 

environment negatively affect S&P500 firm's risk. This result is contrary to our expectations 

and difficult to rationalize. One potential explanation is that environment concerns (e.g., 
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climate change issues) may convey a mixed signal to the market. For example, Fernando et 

al. (2009) find that both "green" and "toxic" firms have a smaller institutional ownership 

relative to environmentally neutral firms. They also find that toxic finns have higher 

institutional ownership than green finns (i.e., institutional investors prefer toxic stocks to 

green stocks). Except the result for toxic finns along the environment dimension, all other 

results of Table 2.9 are in line with our previous findings and confirm our main conclusions. 

2.5.4.2. Granger causality 

In this section, we analyse whether the lags of SP dimensions influence finn risk or 

whether the lags of risk influence SP dimensions. Specifically, we examine the direction of 

the causation between finn risk and strengths and concerns of SP dimensions using the 

Granger causality test (Granger, 1969). This test focuses on lead-lag relationships, which do 

not necessarily correspond with standard notions of causation (Scholtens, 2008).62 Generally 

speaking, the variable X is said to Granger cause the variable Y if, given the past values of 

Y, the past values of X are useful for predicting Y. If all coefficients on the lags of variable X 

are jointly statistically significant in the equation of the variable Y, we can conclude that X 

Granger causes Y, i.e., the causation run~ from X to Y. It is possible that Granger causality 

runs in the other way, i.e., the causation may run from Y to X. It is also possible that Granger 

causality run in both directions. In this case, we have Y Granger causes X and X Granger 

causes Y (bi-directional causality) . 

In order to perform Granger causality test, we estimate the following vector 

autoregression (V AR) with three lags: 

{Risk~ =a,+ A11 ~iskit- I + A12~iski1_ 2 + ~ 3~iski1_3 + jJ,,SP;1_1 + /312SP;1_2 + j313SP;1_3 + 5,Xit-I + &i1 

SP;t - a2 + A-2,Rzski1-I + AnRzskit-2 + A23Rzskit-3 + fJ2,SP;t-I + f3n SP;t -2 + f323SP;t-3 + 52Xit-I +vit 

62 Some studies have examined the direction of the causation between financial performance and social 
performance using Granger causality test (e.g., Scholtens, 2008; Nelling and Webb, 2009). 
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where Risk;, is the risk measure for firm i at time t, and SP;, is the strengths (or concerns) 

measure for finn i relative to each SP dimension at time t . X;1_ 1 is as defined above. The 

V AR approach provides a framework for testing for Oranger causality between each set of 

variables. For each equation in the VAR, we test the hypotheses that each of the other 

endogenous variables does not Oranger-cause the dependent variable in that equation. For 

example, If the coefficients ( {31 P {312, and {313 ) are jointly significant (Wald test), th en SP 

Oranger causes Risk.-Similarly, if the coefficients ( ..1.2 1> ..1.22, and ..1.23 ) are jointly significant, 

then Risk Oranger causes SP. If both set of coefficients are significant, then there is bi­

directional causality between SP and Risk. 

In order to apply the V AR approach in our context, we should take into account the 

heterogeneity of the cross-section units (i.e., fim1s fixed effects) and time effects. To do so, 

we follow the methodology used by Love and Zicchino (2006) which removes these effects 

before estimating the V AR. To remove the fixed effects from the data, we use the fm·ward 

mean-differencing procedure which calculates the o1ihogonal deviation for each observation 

(i.e., difference between the observation and the f01·ward mean using all available future 

observations for each firm-year) . We also eliminate the time effects by subtracting from each 

firm-year observation, the corresponding yearly mean. These two transformations are applied 

for each variable. We first estimated the V AR on these transformed variables, and then 

construct the granger causality test from the estimated V AR coefficients. 
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Table 2.10 : Granger causality between the risk measures and the SP dimensions 

Ali f i rms 

Total risk Tdiosynct·atic r isk 

Nu II Hypothesis: Volatilityw dvolati li tyw sdresCAPMw sdresffw sdres4ffw 

CON_ COM do es not Gran ger Cause RISK 0.01 0.81 0.58 0.80 0.84 

RISKdoes not GrangerCause CON_ COM 0.06 0.16 0.18 0.22 0.19 

CON_DIV does not Gran ger Cause RISK 0.00 0.41 0.34 0.35 0.36 

RISK does not Granger Cause CON_DIV 0.22 0.89 0.64 0.59 0.59 

CON_EMP does not Granger Cause RISK 0.00 0. 16 0.26 0.31 0.46 

RISK do es not Gran ger Cause CON_ EMP 0.00 0.00 0.00 0.00 0.00 

CON_ENV does not Gt·anger Cause RISK 0.00 0.01 0.02 0.04 0.05 

RISK do es not Gran ger Cause CON_ ENV 0.41 0.04 0.06 0.03 0.05 

CON_HUM does not Granger Cause RISK 0.00 0 .1 6 0. 14 0.18 0.15 

RISKdoes not GrangerCause CON_ HUM 0.03 0.00 0.02 0.06 0.07 

CON_ GOV do es not Gran ger Cause RISK 0.40 0.00 0.00 0.00 0.00 

RISK do es not Gran ger Cause CON_ GOV 0.00 0.00 0.00 0.00 0.00 

CON_PRO do es not Gran ger Cause RISK 0.00 0.28 0.38 0.32 0.32 

RISK does not Gt·anger Cause CON_PRO 0.02 0.09 0.04 0.03 0.02 

STR_ COM do es not Gt-anger Cause RISK 0.00 0.06 0.00 0.00 0.00 

RISK does not Gt·anger Cause STR_ COM 0.14 0.05 0.11 0.08 0.09 

STR_DIV does not Granger Cause RISK 0.00 0.00 0.00 0.00 0.00 

RISK does not Granger Cause STR_DIV 0.00 0.00 0.00 0.00 0.00 

STR_EMP does not Granger Cause RISK 0.00 0.00 0.02 0.03 0.03 

RISK does not Gran ger Cause STR_EMP 0.60 0.22 0.09 0.10 0.10 

STR_ENV does not Gran ger Cause RISK 0.00 0.62 0.41 0.48 0.45 

RISK does not Gmnger Cause STR_ENV 0.00 0.05 0.09 0.13 0.15 

STR_ GOV do es not Gran ger Cause RISK 0.13 0.33 0.19 0.28 0.28 

RISK do es not Gran ger Cause STR_ GOV 0.02 0 .00 0.05 0.07 0.08 

STR_PRO does not Granger Cause RISK 0.00 0.08 0.05 0.04 0.04 

RISK does not Gt·anger Cause STR_ PRO 0.56 0.20 0.08 0.09 0.09 

Observation s 6307 6341 6341 6341 6341 
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Note: 

Table 2.10 presents the probabilities of the Granger causality tests between the risk me as ures and the 
strengths and concerns of the individual dimensions of SP over the period 1991-2007 for the whole 
sample as well as for the two subsamples based on S&PSOO membership. 

Idiosyncratic risk (sdresCAPMw, sdresffw and sdres4ffw) is the standard deviation of the residuals 
derived from the CAPM, the three-factor Fama and French (1993) mode! and the four-factor Carhart 
(1997) mode!, respectively. Firm's total risk (Volatilityw and dvolatilityw) is the annualized standard 
deviation from the monthly stock returns over the previous five years and from the daily stock returns 
over the past year, respective! y. 

The strengths and concerns of the individual dimensions of SP are Community strengths (STR _ COM), 
Community concerns (CON_COM), Diversity strengths (STR_DIV), Diversity concems (CON_DIV), 
Employee strengths (STR _ EMP), Employee concerns (CON_ EMP), Environment strengths 
(STR_ENV), Environment concerns (CON_ENV), Human Rights strengths (STR_HUM), Human 
Rights concems (CON_HUM), Product strengths (STR _pRO), Product concerns (CON_ PRO), 
Corporate Governance strengths (STR_GOV), and Corporate Governance concerns (CON_GOV), 
respectively. Human Rights strengths (STR_HUM) are excluded. Ali variables are defined in footnotes 
of Table 2.3. 

The Granger causality tests are constructed from the estimated coefficients of the vector autoregression 
(V AR) with three lags. The V AR is estimated using transformed variables in order to remove the fixed 
effects and time effects from the data. To remove the fixed effects, we use the f01ward mean­
differencing procedure which subtracts the forward mean, i.e. the mean of ali future observations 
available for each firm-year observation. We also eliminate the time effects by subtracting from each 
firm-year observation, the corresponding yearly mean. For each equation in the V AR, we test the 
hypotheses that each of the other endogenous variables do es not Granger-cause the dependent variable 
in that equation. 

Table 2.10 reports the probabilities of the Granger causality tests. For the whole sample, 

there appears to be a unidirectional causality from firm's risk to Employee, Human Rights 

and Product concerns. There is also a bi-directional causality between firm's risk and 

Corporate Governance and Environment concems. As for the strengths, Community, 

Employee and Product strengths Granger cause firm's risk. Also, there appears to a bi­

directional causality between firm's risk and diversity strengths. There is also evidence of a 

unidirectional causality from firm's risk to Environment and Corporate Governance 

strengths. 

When splitting the whole sample based on S&P500 membership, Table 10 shows 

different patterns between the two subsamples. The only exception is the bi-directional 

causality between finn's risk and Corporate Governance concems which hold for both 

subsamples. As for the S&P500 firms, firm's risk Granger causes Employee concerns, 
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. . 
whereas Environment concerns Oranger cause firm's risk. As for non S&P500 firms, firm's 

risk Oranger causes Human Rights concerns, whereas Community concerns Oranger cause 

firm's risk. 

As for the strengths, there are also differences between the two groups. For the S&P500 

finns, there are two bidirectional causalities between firm's risk and Diversity and Corporate 

Oovernance strengths, respectively. Fmthermore, firm ' s risk Oranger causes Environment 

strengths, whereas Product strengths Oranger cause firm's risk. However, C01m1mnity and 

Employee strengths Oranger cause firm's risk for non S&P500 firms . 

Overall, consistent with the findings of Scholtens (2008) for the relation between SP 

dimensions and financial performance, the direction of causation tends to vary along the 

different SP dimensions which do not ali have the same type of interaction with risk. There is 

sorne bidirectional causality as well as some unidirectional causality in both directions. 
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2.6. Conclusion 

This paper examines whether the individual dimensions of SP affect firm's risk (total and 

idiosyncratic) using a large panel dataset of 16,599 firm-year observations over the period 

1991-2007. Using measures of SP dimensions which combine strengths and concerns, we 

find that not all SP dimensions are relevant for firm risk. For the whole sample, only two 

dimensions (Employee relations and Human Rights) are negatively related to finn risk. When 

splitting the sample based on S&P500 membership, we find that Employee relations, 

Corporate Governance and Community negatively affect finn risk, whereas Environment 

positively affects fi1m risk for S&P500 firms. For non S&P500 firms, only Employee 

relations, Community and Environment affect negatively finn risk. The other dimensions 

(Diversity, Human Rights, and Product) do not impact significantly firm risk for both 

subsamples. 

Using measures of SP dimensions which separate strengths and concerns, we draw two 

main conclusions from our analysis for the whole sample. First, Employee, Diversity, 

Corporate Governance and Human Rights concerns positively affect firm's risk. Second, 

Diversity and Corporate Governance strengths positively affect firm's risk. When splitting 

the sample based on S&P500 membership, we find that Employee relations, Diversity and 

Corporate Governance concerns positively affect firm's risk, whereas Community (Diversity) 

strengths ncgatively (positively) affect firm's risk for S&P500 firms. For non S&P500 firms, 

Employee relations concerns and Diversity strengths positively affect firm's risk, whereas 

Environment strengths negatively affect firm's risk. Finally, we examine whether there is a 

casual link between fi1m's risk and strengths and concerns of SP dimensions. We find that 

the direction of the causation tend to vary along the different SP dimensions. 

Our findings regarding the positive impact on finn risk of Employee, Diversity and 

Corporate Governance concems are consistent with the theoretical models of the relationship 

between SP and expected returns (e.g., Heinkel et al., 2001; Bamea et al. , 2005; Mackey et 

al., 2007; Fama and French, 2007) . For example, regardless of their investment preferences, 

socially responsible investors and traditional investors will be affected more by the concems 
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which affect their expectations about the moments of cash flows, such as the increased risk of 

boycott and damage to finn brand and reputation as a result of negative campaigns by the 

media and NGOs. 

Unlike concerns, the impact of the strengths on finn risk is not uniform and depends on 

the individual dimension examined. The finding regarding the negative impact on finn risk of 

Community and Environment strengths is consistent with the stakeholder them·y and the risk 

management argument suggesting that it pays to be perceived as more socially responsible in 

the sense that firms with higher strengths along these dimensions are perceived as being less 

risky investments. The finding regarding the positive impact on firm risk of Diversity 

strengths suppmi the argument of "the managerial opportunism hypothesis" in which 

managers may over-invest in CSR activities (i .e., strengths) for their private benefit (i .e. , to 

improve their reputations as good social citizens to gain stakeholders ' support), even at the 

expense of shareholders (Barnea and Rubin, 2010; Cespa and Cestone, 2007). The different 

impacts of the strengths on firm risk might be attributable to the fact that market participants 

(investors and analysts) do not agree on the value of the strengths and their impacts on cash 

flows (see e.g., Ioannou and Serafeim, 2010; Edmans, 2011) . 

Our results might have important implications for investors and corporate managers. As 

for investors, om results might help to tailor portfolios construction according to investors' 

needs, and taking into account the impact of SP dimensions on the risk of these portfolios. 

They might also help institutional investors to maxirnize the integration of ESG criteria in 

order to better manage risk in their portfolios. As for firms , it would be rational for firm ' s 

managers to improve their SP ( especially those dimensions that affect risk) and integrate it 

into their overall strategy. CEOs believc that sustainability issues should be fully integrated 

into the strate gy and operations of a company (Lacy et al., 20 10). This may enlarge the firm's 

investor base by attracting more socially responsible investors, e.g. , social norm-constrained 

institutional investors such as pension funds. In this paper, we examine the impact that may 

have SP dimensions on firm risk in the U.S context. It might be fruitful for future research to 

examine this issue using SP measures other than KLD ratings and to extend om study to 

other contexts. It could also be interesting to examine the effects of the recent financial crisis 

on the SP-Risk relation. 
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APPENDIX 2.1 

MSCI ESG STATS (KLD)'S STRENGTH AND CONCERN RATINGS 
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Appendix 2.1 : MSCI ESG STATS (KLD)'s Strength and Concern Ratings 

Dimension Strengths Concerns 
- Charitable Giving - Investment Controversies 
- Innovative Giving - Negative Economie Impact 
- Non-US Charitable Giving - Indigenous Peoples Relations 

Community · - Support for Housing - Tax Disputes 
- Support for Education - Other Concern 
- lndigenous Peoples Relations 
- Volunteer Programs 
- Other Strength 
- CEO's identity -Promotion - Controversies (e.g., fines) 
-Board ofDirectors - Work/Life Benefits -Non-Representation 
- W omen & Minority Contracting - Other Concern 

Diversity - Employment of the Disabled 
- Gay & Lesbian Policies - Other Strength 
-Union Relations - Union Relations 
- No-LayoffPolicy - Health and Safety Concern 

Employee - Cash Profit Sharing - Workforce Reductions 
Relations -Employee lnvolvement - Retirement Benefits Concern 

- Retirement Benefits Strength - Other Concern 
- Health and Safety Strength 
- Other Strength 
- Beneficiai Products and Services - Hazardous Waste 
- Pollution Prevention - Regulatory Problems 
- Recycling -Ozone Depieting Chemicals 

Environment - Clean Energy - Substantial Emissions 
- Communications - Agricultural Chemicals 
- Property, Plant, and Equipment - Climate Change 
- Management Systems - Other Concern 
- Other Strength 
- Quality - Product Safety 
- R&D/Innovation - Marketing/Contracting Concern 

Product - Benefits to Economically Disadvantaged -Antitrust 
- Other Strength - Other Concern 

- South Africa ( 1991-1994) 
-Positive Record in South Africa (1994-1995) - Northern Ireland (1991-1994) 
- Indigenous Peop1es Relations Strength - Bunna Concern 

Human Rights - Labor Rights Strength -Mexico (1995-2002) 
- Other Strength - Labor Rights Concern 

- Indigenous Peoples Relations Concern 
- Other Concern 

- Limited Compensation - High Compensation 
- Ownership Strength - Ownership Concern 

Corporate - Transparency Strength - Accounting Concern 
Governance - Political Accountability Strength - Political Accountability Concem 

- Other Strength - Transparency Concern 
- Other Concern 
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DOES SOCIAL PERFORMANCE AFFECT THE RISK OF FINANCIAL FIRMS? 

Abstract 

This paper examines the impact of social perfonnance (SP) on the financial firm's risk 
(total, idiosyncratic, systematic and tail). We find that the aggregate measure of SP 
(concems) is significantly and negatively (positively) related to a financial firm's risk. Only 
some SP dimensions significantly affect the risk of financial finns. Specifically, Employee, 
Product and Corporate Govemance concerns positively affect total risk, idiosyncratic risk, 
systematic risk, and the Value at Risk (VaR), whereas Product strengths positively affect the 
VaR. Additional analysis shows that SP affects the risk of banks and trading firms, but not 
insurance firms. 

Keywords: Financial firms, Volatility, Value at Risk, Social performance, Strengths, 
Concerns. 



3.1. Introduction 

Financial institutions are an essential ingredient for the economy because of their role as 

financial intermediaries and capital providers. The failure of financial institutions, 

particularly those considered by the recent Basel Committee on Banking Supervision reforms 

(Basel III) as global and systemically important financial institutions (i.e., too-big-to-fail), 

can damage the economy domestically and globally. Because of this systemic risk, financial 

institutions are increasingly subject to more stringent regulations at the national and global 

leve! (Jorion, 2003). At the global level, the Base! Committee on Banking Supervision 

(BCBS) has established minimum risk-based capital standards known as Basel I, II, and III.63 

According to Walter, Secretary General of BCBS,64 the recent financial cns1s was 

triggered primarily by excess liquidity which resulted in too much credit and weak 

underwriting standards, higher leverage, too little capital of sufficient quality, and inadequate 

liquidity buffers. The crisis was exacerbated by other factors including major shmicomings in 

risk management, corporate govemance, market transparency, compensation practices, and 

the quality of supervision.65 Basel III was designed to address these shortcomings and to 

ensure the soundness and stability of the financial system. Main issues addressed by Base! III 

include:66 raising the quality and quantity of capital, with a much greater focus on common 

equity to absorb !osses; improving risk coverage, especially related to capital markets 

activities (e.g., trading book exposures); the introduction of two liquidity ratios (short-tenn 

and long-term) and a leverage ratio; and stronger supervision, risk management and 

disclosure standards. 

63 The G20 countries endorsed the Base! Ill capital and liquidity requirements at the November 2010 
Summit held in Seoul, Korea. 
64 Speech by Stefan Walter, Secreta!)' General, Base! Committee on Banking Supervision, at the 5th 
Biennial Conference on Risk Management and Supervision, Financial Stability Institute, Bank for 
International Settlements, Base!, 3-4 November 2010 (http://www.bis.org/speeches/sp 10 1109a.htm). 
65 Du ring the 90s, severa! regulatory changes became effective in the U.S. (Chen et al. , 2006). For 
example, banks are permitted to sel! stocks through a subsidimy (10% of the total revenue in 1990, 
then 25% in 1996). In 1994, the Rieg1e-Neal Act permitted bank holding companies to operate in 
multiple states. The Gra1mn-Leach-Bliley Act in 1999 allows banks to expand into the securities and 
insmance businesses. 
66 Addi tional information about the Base! III standards can be found at: http://www.bis.org 
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In recent years, severa! facts highlight the increasing importance of the concept of social 

performance (SP) within the financial industry. First, major institutional investors from 

different countries have signed the Principles for Responsible Investment (PRI), launched in 

April 2006, which provide a voluntary framework to incorporate environmental, social and 

corporate governance (ESG) issues into their decision-making and ownership practices in 

order to better align their objectives with those of society at large.67 Second, numerous 

financial firms have voluntarily adopted responsible environmental and social management 

practices pertaining to the financial industly, such as the Equator Principles, the Carbon 

Principles, and the Climate Principles. The Equator Principles (EPs) are a credit risk 

management framework for determining, assessing and managing environmental and social 

risk in project finance transactions where total capital costs exceed US$1 0 million. 68 

The Carbon Principles provide a framework for financial institutions to evaluate and 

address carbon risks in the financing of electric power projects in the US. Launched in 2007, 

these principles focus on a portfolio approach that includes efficiency, renewables and low 

carbon power sources to address climate change and carbon cost risks, while recognizing the 

need to provide reliable power at a reasonable cost to consumers. 69 Financial institution 

signatories of the international 2008 Climate Principles actively manage climate change 

across the full range of financial products and services, including research activities, asset 

management, retail banking, insurance and re-insurance, corporate banking, investment 

banking and markets, and project finance.70 

A large majority of the studies related to SP focus on the link between SP and financial 

performance (FP), and report mixed results (Griffin and Mahon, 1997; Orlitzky and 

Benjamin, 2001; Margolis and Walsh, 2003; Orlitzky et al. , 2003 ; Mattingly and Berman, 

2006; Baron et al., 2011). A substantia1 number of these studies used samples composed of 

firms from multiple industries, including the financial industry (Griffin and Mahon, 1997; 

67 http://www.unpri.org/principles/ 
68 

The Equator Principles (EPs) were launched on June 4, 2003. There are currently 72 adopting 
financial institutions from 27 countries covering over 70% of international project finance debt in 
emerging markets. Additional information can be found at: http://www.equator-principles.com 
69 http://www.carbonprinciples .org 
70 http://www.theclimategroup.org/programs/the-climate-principles/ 
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Margolis and Walsh, 2003). Nonetheless, some studies examined a single industry arguing 

that the analysis of a single industry emphasizes internal validity rather than the external 

validity of multiple industry analysis (Griffin and Mahon, 1997; Simpson and Kohers, 2002) . 

For example, Simpson and Kohers (2002) find a positive relationship between SP, which is 

measured using the Cornmunity Reinvestment Act ratings, and FP for a sample of 

commercial banks in the U.S . during 1993 and 1994. 

Most of the previous studies report a negative relation between some measure of finn risk 

and SP for undifferentiated samples wh en financial firms are not excluded ( e.g., Spicer, 1978; 

McGuire et al. , 1988; Feldman et al., 1997; Orlitzky and Benjamin, 2001 ; Boutin-Dufresne 

and Savaria, 2004; Goss, 2007; Sharfman and Fernando, 2008; Salama et al., 2011; Lee and 

Faff, 2009; Oikonomou et al., 2012). Since financial firms are fundamentally different from 

other corporations (Diamond and Rajan, 2000; Jorion, 2003), they should be treated 

separately. The assets and activities of banks differ from th ose of indus trial firms (Diamond 

and Rajan, 2000) . Moreover, the indirect effects of failure are lower for industrial versus 

financial firms (Jorion, 2003). 

Given that both regulators and investors are interested in identifying and understanding 

the effect of social performance on the risk of financial institutions and prior research that SP 

may affect finn value and performance ( e.g. , Starks, 2009), the objective of this paper is to 

examine the impact of social perfonnance (SP) on the risk of financial institutions. The 

question is whether risk managers of financial firms should integrate SP into extra-financial 

risk evaluation? We estimate four market-based measures of risk: total, idiosyncratic, 

systematic and tail (VaR). We compute various measures of SP based on previous research 

(e.g., Waddock and Graves, 1997; Griffin and Mahon, 1997; Johnson and Greening, 1999; 

Hillman and Keim, 2001; Rehbein et al., 2004; Matting1y and Berman, 2006; Harjoto and Jo, 

2008; Sharfman and Fernando, 2008). We test the relationship between various risk and SP 

measures for a sample of 41 32 financial firm-year observations covering the time period from 

1991 to 2007. 
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Our results can be summarized as follows . First, the aggregate measure of SP ( concerns) 

1s significantly and negatively (positively) related to a financial firm's risk. The negative 

impact of SP on a financial firm's risk is mainly due to concerns, which suggests an 

asymmetric relation between SP and a financial firm's risk. Second, only the SP dimensions 

of Employee relations, Product and Corporate Governance significantly (negatively) affect a 

financial firm's risk. Third, Employee, Product and Corporate Governance concerns 

positively affect total risk, idiosyncratic risk, systematic risk, and the Value at Risk (VaR), 

whereas Product strengths positively affect the VaR. Finally, SP affects the risk of banks and 

trading firms, but not insurance firms. 

The remainder of this paper is organized as follows. Section 2 presents the theoretical 

framework and research hypotheses. Section 3 describes the data and sample selection 

procedure. Section 4 describes the methodology used in order to test our hypotheses. Section 

5 presents and discusses our empirical results. Section 6 concludes and provides avenues for 

future research. 

3.2. Theoretical framework and research hypotheses 

The finance and strategie management literatures provide theoretical arguments 

motivating the link between a firm's risk and social performance. The arguments involve the 

stakeholder theory, risk management, the Merton (1987) argument on investor recognition or 

the size of a finn's investor base, and investor preferences. 

3.2.1. The stakeholder theory and risk management 

The stakeholder theory is a central theoretical argument justifying the relationship 

between SP and fi1m value 1 perfmmance (Freeman, 1984; Donaldson and Preston, 1995). 

The stakeholder them·y suggests that SP may affect finn value 1 perforn1ance by affecting 

cash flows, their riskiness or both. This them·y predicts that SP is inversely related with a 

firm's risk (McGuire et al., 1988; Waddock and Graves, 1997) if, for example, SP is an 

indicator of management quality (McGuire et al., 1988). Consistent with this prediction, 
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previous studies rep01t that SP is negatively related to the cost of capital (Feldman et al., 

1997; Sharfman and Fernando, 2008; El Ghoul et al., 2011), financial distress or the 

probability of default (Goss, 2007), the book-to-market ratio (Galema et al., 2008), and the 

cost of private debt (Goss and Roberts, 2011). 

Thus, the risk management of social and environmental issues potentially can reduce finn 

risk by reducing the probabilities of social or environmental crisis that could affect negatively 

firm's cash flows (Sharfman and Fernando, 2008) and/or by generating moral capital or 

goodwill which can provide insurance mechanisms to preserve financial performance 

(Godfrey, 2005; Godfrey et al., 2009). Consistent with the risk management argument, a 

negative relationship is found between idiosyncratic risk and SP (Boutin-Dufresne and 

Savaria, 2004; Lee and Faff, 2009) and between systematic risk and SP (Oikonomou et al., 

2012). In addition, Godfrey et al. (2009) find that a measure of SP based on two dimensions 

(comrnunity and diversity) reduces the negative impact on shareholder returns (two-day 

cumulative abnormal retwns) of negative legal actions against fi1ms. 

3.2.2. Merton (1987) argument on investor recognition and investor preferences 

Merton (1987) develops an equilibriwn model where investors with incomplete 

inf01mation about all stocks (e.g., expected returns, variances, and covariances) only include 

known stocks in their portfolios. This results in priee differences induced by demand 

differences for different types of stocks so that the firm's risk decreases as the size of its 

investor base increases. If stocks with higher SP are stocks with more complete information 

from the investor's perspective due to their lm·ger investor bases, then we would expect a 

negative relationship between SP and fi1m risk. 

Other theoretical models examine the relationship between expected retums and SP ( e.g., 

Heinkel et al., 2001 ; Bamea et al., 2005; Mackey et al., 2007) by assuming differences in 

investor preferences based on SP. These models also predict that stocks with higher SP will 

have an excess demand and greater risk sharing, which leads to lower risk. 
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3.2.3. Research Hypotheses 

Based on the aforementioned arguments, we present our first hypothesis stated in its 

altemative form: 

H 1A : The aggregate measure of social performance, which uses the difference between 

the scores for strengths and concerns, negatively affects a financial firm's risk. 

The aggregate measures of SP may confound the differentiai effects of the individual 

dimensions of SP such as Diversity, Employee, and Product on firm risk (Galema et al., 

2008) . Based on the arguments that social issues are different for different industries (Carroll, 

1979; Griffin and Mahon, 1997), we expect that only some SP dimensions impact risk for 

financial firms. For example, banks do not face the same challenges of pollution, product 

safety, and employee safety encountered by other firms (Simpson and Kohers, 2002). Banks 

have limited direct pollution of the environment, a relatively homogeneous production 

process where product safety and employee safety are minimal concerns (Simpson and 

Kohers, 2002). However, social issues such as Corporate Governance seem a priori to be 

more important for financial firms. lt is argued that the recent financial crisis was exacerbated 

by factors such as corporate governance and compensation practices .71 These issues are 

mentioned explicitly in the Pillar 2 (Risk management and supervision) ofBasel III. Thus, we 

may posit the following second hypothesis (stated in the alternative fonn): 

H;: Only some SP dimensions (e.g., Corporate Govemance) significantly affect the 

financial firm's risk. 

Previous research reports that concerns and strengths are distinct constructs (Waddock, 

2003; Mattingly and Bennan, 2006) because the latter are largely discretionary (Goss and 

Roberts, 2011 ). Since the aggregate (or individual dimension) measure of SP is simply the 

difference between strengths and concerns, which are positive by construction, the aggregate 

(or individual dimension) measure of strengths ( concerns) is expected to be negative! y 

71 Speech by Stefan Walter, Secretary General, Base! Committee on Banking Supervision, at the 5th 
Bietmial Conference on Risk Management and Supervision, Financial Stability Institute, Bank for 
International Settlements, Base!, 3-4 November 2010 (http://www.bis.org/speeches/sp 1011 09a.htm). 
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(positively) related to a financial firm's risk. This leads to our third and fourth hypotheses 

stated in their alternative forms: 

H 3A: The aggregate (individual dimension) measure of strengths affects negatively a 

financial firm's risk. 

H: : The aggregate (individua1 dimension) measure of concerns affects positively a 

financial firm's risk. 

The empirical evidence suggests that the impact of concems on firm risk is likely to be 

more important (e.g., Frooman, 1997; Mattingly and Berman, 2006; Godfrey et al., 2009; 

Oikonomou et al., 2012; Goss and Roberts, 2011). Lankoski (2009) finds that the economie 

impacts of SP are more positive for issues reducing negative externalities ( e.g., avoiding or 

reducing concems), than for issues generating positive externalities (e.g., undertaking or 

having strengths ). Using the stakeholder the01·y framework, she argues that avoiding or 

reducing concerns seem to be the priority for stakeholders, whereas undertaking or having 

strengths come only secondary in stakeholder expectations. The above discussion leads to our 

fifth and final hypothesis stated in its alternative form: 

H: : The impact of concerns measures at the aggregate and individual level, 

respectively, on financial firm's risk is stronger than the impact of strengths measures at 

the aggregate and individuallevel, respectively. 

3.3. Data and sample selection 

To construct our sample we merge four databases based on the firms' CUSIP. MSCI ESG 

STATS (f01·merly KLD Research & Analytics, Inc) provides social performance data for U.S. 

firms, Thompson Reuters Institutional Brokers Earnings Services (IIB/E/S) provides analyst 

earnings forecasts data, CRSP pro vides information on stock returns, and COMPUST AT 

provides accounting data. 
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The MSCI ESG ST ATS (henceforth KLD) database assesses firms by assigning binary 

ratings (1 or zero) to seven qualitative screens (both Strength ratings and Concern ratings) 

and six exclusionary screens (only Concern ratings). The qualitative screens are Community, 

Diversity, Employee relations, Environment, Product, Human Rights (formerly "non-US 

operations" before 2002), and Corporate Governance (formerly "Other" category before 

2002). The exclusionary screens are Alcohol, Gambling, Firearms, Military, Nuclear power, 

and Tobacco. 

Our sample defines financial firms as banks, insurance, real estate and trading firms. 

After retaining all firms in all four datasets and then removing non financial and utility firms, 

we obtain a final sample of 4132 firm-year observations for the period 1991 -2007. The 

sample composition by Fama and French (1997) industry groups is as follow: 2040 finn-year 

observations for banking (49.37%), 950 for Insurance (23%), 40 for Real Estate (0.96%), and 

1102 for Trading (26.67%). Given the relatively small sample size for Real Estate, we do not 

examine that subgroup by itself. 

3.4. Methodology 

3.4.1. Measures of social performance 

W e compute aggregate measures of SP concern and strength scores combined and 

separately. The separate measures are given by: 

Str =-I - I Strength; 1 0[ 1 
1 l 

D d= I N STR i= I 

(1); Con=- I --IConcern1 
1 °[ 1 J 1 
D d=I N CON J=I 

(2) 

where, N srR and N coN are total maximum numbers of strengths and concerns, 

respectively, within a given KLD dimension for each year. These maximum numbers can 

vary over time as KLD adds or removes some strengths or concerns within a given 

dimension. D is the total number of KLD dimensions for a given year, and d refers to the 

KLD dimension. The combined aggt·egate measure is merely the difference between the 
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individual aggregate measures (Strength mmus Concem). Exclusionary screens are not 

considered in our analysis because most of the ir values are zeros. 72 

In the second part of our analysis, we focus on individual dimensions of SP. For each 

KLD dimension, we compute similar measures which deal with strengths and concems 

together and individually. To illustrate, the measure that combines strengths and concems for 

dimension dis as follows : 

[ 
1 

1 
1 J l AVE_ SPd = --L Strength; - --L Concern 1 

N STR i~ l N CON J~l d 

(3) 

AVE _ SPd is equal to the difference between the average strength and average concem 

scores for each firm-year observation; and N srn and N coN are as defined above. Human 

rights strengths are removed from our analysis because only 19 out of 3912 observations are 

different from zero. Appendix 3.1 presents a description of the strengths and concems of the 

SP dimensions. 

3.4.2. Measures of firm risk 

Following standard practice in the literature, we compute a firm's total risk using two 

altemative measures. The first measure is the annualized standard deviation from the monthly 

stock retums over the previous five years, and the second measure is the annualized standard 

deviation from the daily stock retums over the past year. Systematic risk (i.e., market beta) is 

computed using the standard CAPM, and the four-factor Carhart (1997) model using 

monthly excess retums over the five previous years up to the measurement date (i.e., six 

months after the fiscal-year end date) for each firm-year observation. Idiosyncratic or 

unsystematic risk is computed as the standard deviation of the residuals from the standard 

CAPM, the three-factor Fama and French (1993) mode! and the four-factor Cat·hart (1997) 

72 Only 11, 1, 7, 2 and 24 observations are different from zero for Gambling, Firearms, Military, 
Nuclear power, and Tobacco dimensions, respectively. All finn-year observations for the Alcohol 
dimension are zeros. 
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mode! using daily excess retums over the previous year up to the measurement date for each 

film-year observation. 

The first two models are nested within the four-factor Cm·hart (1997) mode! which is 

given by the following equation: 

Ri, is the return of firm i for month t. Rft is the risk-free rate (1-month Treasury-bill 

rate). (RM, - Rft ) is the excess retum on the market potifolio (CSRP value-weighted index) 

for month t. SMB, and HlvfL, are the difference between the returns on portfolios of 

"small" and "big" capitalization stocks, and "high" and "low" book-to-market stocks, 

respectively, for month t. UMD, is the difference between the retmns on portfolios of high 

and low prior retum stocks. &i
1 

is the stochastic error term, assumed to be IID normal with 

mean zero and constant variance 0'~, . The standard CAPM only includes the market factor, 

and the three-factor Fama and French (1993) mode! all but the UMD,factor. The three 

models are estimated using data for the factors obtained from Kenneth French ' s web site.73 

Up to this point, we considered traditional risk measures (i .e., stock return volatility and 

its systematic and idiosyncratic components) which are functions of both upside and 

downside variations from the expected or mean return (i .e., downside !osses and upside 

gains). From an investor perspective, these risk measures can be justified if the distribution of 

returns is well-behaved ( e.g. , the normal distribution) as is the case in the mean-variance 

framework of traditional portfolio them·y (Markowitz, 1952). If this is not the case, for 

example, if the distribution of returns is asymmetric with fat tails, then these risk measures 

may not provide an accurate characterization of the desirability of an investment. Moreover, 

previous research bas shown that investors care differently about downside !osses versus 

upside gains (see e.g., Ang, Chen and Xing, 2006). Ang et al. (2006) show that the cross­

section of stock returns reflects a premium for bearing downside risk as measmed by 

73 http :1/mba. tuck.dartmouth.edu/pages/faculty/ken.french/data _library .htnù 
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downside be ta. Th us, we ex tend our analysis by examining the impact of SP on downside risk 

as measured by the Value at Risk (VaR). 

3.4.2.1. Value at Risk (VaR)74 

VaR is a statistical measure of downside risk. VaR is the expected loss of a portfolio or 

security over a specified time period for a set level of probability (Jorion, 2003; Choudhry, 

2006) .75 We follow the Basel Cornmittee recommendations which require VaR to be 

computed with a 99% confidence interval for a one-day horizon and a minimum historical 

observation period of one year (Jorion, 2003).76 For each firm-year in our sample, we 

calculate the 1-day 1% VaR on each day using fom methods : Historical simulation (HS), 

RiskMetrics (RM), the GARCH (1,1) - t(d) model, and Filtered historical simulation (FHS). 

Hereafter, we briefly discuss these methods. Appendix 3.2 provides details on the 

implementation of the fom methods. 

The historical simulation (HS) method is model-free since it does not rely on any 

particular parametric model for variance and a normal distribution for returns. HS assumes 

that the distribution of tomorrow's returns is well approximated by the empirical distribution 

of the past m observations without imposing any further assumptions. However, the serious 

drawback of the HS method is the ad hoc choice of m, which has an impact on the magnitude 

and dynamics of VaR. In this study, we use a 504-day moving sample size (i .e. m = 504) 

which corresponds to approximately two years of past daily retums. 

The RiskMetrics (RM) method assumes normal distributions for standardized retums 

coupled with a conditional variance model where weights on past returns decline 

exponentially as we move backward in time. 77 The RM variance model, also called the 

exponential smoothing variance model, trades variance changes in a way consistent with 

74 This section draws heavily from Christoffersen (2003). 
75 To learn more about the VaR measure, readers can refer to Jorion (2003), Clu·istoffersen (2003) and 
Choudhry (2006). 
76 VaR is used to calculate capital requirements through the 1996 Market Risk Amendment to the 
Basle Accord (Berkowitz and O'Brien, 2002). 
77 Time-varying variance models help explain the non-normal features of asset returns. 
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observed returns. However, the RM variance mode! has certain drawbacks, such as it does 

not allow for the leverage effect,78 which is indeed a stylized fact in asset returns. Also, it 

ignores the empirical observation that the long-run average variance tends to be relatively 

stable over time. 

These shortcomings motivate the use of more elaborate models such as the generalized 

autoregressive conditional heteroskedasticity (GARCH) models . The GARCH mode! corrects 

for the shortcomings of the RM variance model and can captme important featmes of returns 

due to its flexibility. A key advantage of the GARCH model for risk management is that the 

1-day forecast of variance is given direct! y by the mode!. The GARCH ( 1,1) - t( d) mode! 

considered in this study assumes th at the standardized retmns follow the standardized t( d) 

distribution which has only one parameter, d. The standardized t(d) distribution fits the 

return data better because it allows for fatter tails than the normal distribution. Moreover, the 

GARCH ( 1, 1) - t( d) mode! used he re takes into account the leverage effect discussed above. 

The downside of the GARCH mode1 is that it requires nonlinear parameter estimation. 

Finally, the filtered historical simulation (FHS) method combines a conditional variance 

model with a historical simulation method for the standardized returns . We use GARCH (1,1) 

- t( d) model as the conditional variance model for the FHS method. 

We implement these fom models as in Christoffersen (2003). For each firm, we first 

calculate the 1-day 1% VaR for each year using the four methods. W e denote the resulting 1-

day 1% VaR as dvarhsw, dvarrmw, dvargarchw, and dvarfl1sw, respectively. We then 

compute for each firm-year estimates of the annualized 1% VaR by multiplying the average 

1-day 1% VaR by J252. We denote the resulting annualized 1% VaR as avarhsw, avarrmw, 

avargarchw, and avarfhsw, respectively. 

78 The leverage effect refers to the negative correlation between variances and returns, which is a 
stylized fact generally observed in asset returns. A negative retw-n increases variance by more than a 
positive return of the same magnitude. 
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3.4.3. Impact of Social Performance on a Financial Firm's llisk 

3.4.3.1. Multivariate framework 

In the first part of our analysis , we examine the effect on a financial firm's risk of the 

aggregate measure of social performance (SP) which combines strengths and concerns using 

the following regression: 

(5) 

where Ris ki, and S~, are the risk and the social performance measure for finn i at time 

t, respectively. Xi, is a vector offirm-specific characteristics as well as the industry and year 

dummies. 8 is the vector of the associated regression coefficients. Next we examine the 

effect on the firm's risk of the two aggregate measures of strengths (Str) and Concerns (Con) 

separately using the following regression: 

(6) 

In the second part of our analysis, we examine the effect on a financial firm's risk of the 

dimensions of social performance using the following regression: 

D 

Ris ki, = --i0 + "L.f3dAVE _ S~dt- I + 5Xi,-l + Ei, 
d ; l 

(7) 

where AVE_ SP;d, is the social performance measure for finn i relative to dimension d 

at time t, and all other variables are as defined above. Then, we examine the effect on a 

financial firm's risk of the strengths and concems of SP dimensions separately using the 

following regression: 
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D D 

Riskit = À0 + LfJsd AVE _STRidt-J + LfJcd AVE _ CONidt-l + &"it - l + êil (8) 
d=l d=l 

whereAVE _STRidt and AVE _ CONidt are the strengths and concems scores, 

respectively, for finn i relative to dimension d at time t. 

W e estima te our regressions using poo led cross-section time-series regressions and 

controlling for indushy and year fixed effects. The industry dummy variables control for the 

cross-sectional heterogeneity in the risk measures across the four sub-industries (banking, 

insurance, real estate, and trading). The year dumrny variables control for the market-wide 

effects (i.e., the prevailing macroeconomie conditions) on the firm's risk. Standard errors are 

adjusted for both heteroskedasticity and clustering of observations. 

3.4.3.2. Control Variables 

In our multivariate analysis we include control variables that prior research finds bas an 

effect on finn risk.79 

• Size ( -): Finn size (lnmkteq) is measured as the naturallogarithm of the market value of 

comrnon equity at the most recent fiscal year end prior to the measurement date of the 

risk measures. We expect firm size to be negatively related to a firm's risk. 

• Book-to-Market (B/M) ratio (+):80 B/M ratio (bmw) is measured as the ratio of the 

book to market value of common equity as of the most recent fiscal year end. We expect 

the book-to-market ratio to be positively related to a finn's risk. 

• Net leverage (+): Net leverage (netlevw) is measured as the ratio of long-term debt 

minus cash & marketable securities to the market value of comrnon equity (Bates et al., 

79 See, for example, Fama and French (1992, 1993), Brennan et al. (1998), Berk et al. (1999), 
Gebhardt et al. (2001), Chordia et al. (2001), Gode and Mohanram (2003), Carlson et al. (2004, 2006), 
Botosan and Plumlee (2005), and Lee et al. (2009). 
80 B/M bas been used as proxy for risk, growth opportunities, market mispricing or accounting 
conservatism (Gode and Mohanram, 2003; Goss and Roberts, 2011). 
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2009) where all components are measmed at the most recent fiscal year end. We expect 

net leverage to be positively related to a firm's risk (Botosan and Plumlee, 2005 ; Lee et 

al. , 2009) . 

• Expected return (+): Expected return (retly), which is proxied by the annualized return 

from the previous year's daily stock returns, is expected to be positively related to a 

firm's ri sk (Gordon and Gordon, 1997; Malkiel and Xu, 1997; Gode and Mohamam, 

2003 ; Botosan and Plumlee, 2005; Hail and Leuz, 2006; Lee et al., 2009; Lee and Faff, 

2009). 

• Stock liquidity (-) : The leve! of liquidity (avgturnover) , which is measured as the 

average daily share turnover, and the liquidity ri sk ( cvturnover), which is measured as the 

coefficient of variation of this measure over the previous year, are both expected to be 

negatively related to the firm's risk (Bretman et al., 1998; Chordia et al., 2001). Share 

turnover is defined as daily shares traded divided by daily shares outstanding. 

• Cash flow risk (+): We expect the dispersion of analyst forecasts and the standard 

deviation of return on assets (ROA), which are used to proxy for cash flow variability, to 

be positively rclatcd to the firm 's risk. Dispersion of analyst forecasts ( dispeps 1 w) is 

measured as the cross-sectional standard deviation of one-year-ahead earnings forecasts. 

The standard deviation of return on assets (sdroa5yw) is computed over the previous 

five years up to the fi sca1-year end date. 

• Investment (-): We expect investment, which is measured as the sw11 of Capital 

expenditmes, R&D expenditures, and Advertising expenses, divided by total assets , to be 

negatively re1ated to the fi1m's risk based on previous research (Berk et al., 1999; Carlson 

et al. , 2004, 2006; Liu et al., 2007). 

• Expected growth in earnings (+): We expect the fi rm's expected long-tenn growth in 

earnings (expgrthw), which is measured as the mean annualized five-year earnings 

growth rate from IIB/E/S, to be positively related to the fi rm's risk. If the long-term rate 

is missing, we estimate it as the implicit growth in forecasted earnings from year 1 to year 

2. 
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Default risk (+): We expect Altman's (1993) Zscore, which is a measure of distress risk, 

to be negatively related to the firm's risk. A higher value of the Zscore indicates a lower 

likelihood of default. 

• Investor base (-): We expect the investor base (inv basew), which is measured as the 

number of common ordinary shareholders divided by common shares outstanding, to be 

negatively related to the firm's risk. 

3.5. Empirical results 

3.5.1. Descriptive statistics81 

Table 3.1 reports descriptive statistics for the social performance (SP) measures (Panel A 

and B). The mean (median) value of the aggregate SP measure that combines strengths and 

concerns is zero. The mean and median aggregate measure of strengths (Str) of 0.0363 and 

0.0238, respectively, are significantly smaller than the mean and median aggregate measure 

of concerns (Con) of0.0458 and 0.0357, respectively, based ont- and z- values of -11.02 and 

-11.64, respectively. 82 Panel B of Table 3.1 shows that the mean values of the individual SP 

measures are negative, except for Community (0.0241) and Environment (0.0004). However, 

the median values of the individual SP measures are ail zero. Except for Community and 

Environment dimensions, the average concern scores exceed their average strength scores for 

ali dimensions. 

81 
To ensure that our results are not driven by outliers we winsorize ali variables, except the social 

rerformance measures and dummy variables, at the 1 stand 99111 percentiles. 
2 We use the paired t-test (the wilcoxon signed rank test) for the comparison of the means (medians). 
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Notes: 

Table 3.1 presents the descriptive statistics of the social performance measures (panels A and B), the 
risk measures (Panel C), and the explanatory variables (Panel D) for the 4132 firm-year observations 
covering the time period from 1991 to 2007. 

SP is the aggregate (composite) measure of social performance, which combine strengths and 
concerns. Str (Con) is the aggregate measure of strengtbs (concerns). Community relations (ave_ com), 
Diversity (ave_div), Employee relations (ave_emp), Environmental performance (ave_env), Human 
Rights (ave_non), Product (ave _pro), and Corporate Governance (ave_oth) are the difference between 
the average strength and average concern for each SP dimension, respectively. Community strengtbs 
(avestr_com), Community concerns (avecon_com), Diversity strengths (avestr_div), Diversity 
concerns (avecon_div), Employee strengths (avestr_emp), Employee concerns (avecon_emp), 
Environment strengths (avestr_env), Environment concerns (avecon_env), Human Rights concerns 
(avecon _non), Product strengths (avestr _pro), Product concerns (avecon_pro ), Corporate Governance 
strengths ( avestr_ oth), and Corporate Governance concerns ( avecon _ oth) are separa te average strength 
and concern scores for each SP dimension, respectively. 

Systematic risk (mbetaw and mbetaffw) are the market beta derived from the CAPM or the four-factor 
Carhart (1997) model, respectively. Idiosyncratic risk (sdresCAPMw, sdresffw and sdres4ffw) is the 
standard deviation of the residuals derived from the CAPM, the three-factor Fama and French (1993) 
mode! and the four-factor Carhart (1997) mode!, respectively. Total risk (Volatilityw and dvolatilityw) 
is the annualized standard deviation from the monthly stock returns over the previous five years and 
from the daily stock returns over the past year, respectively. The annualized (daily average) 1% VaR 
(Value at Risk) denoted as avarhsw, avarrmw, avargarchw, and avarfhsw (dvarhsw, dvarrmw, 
dvargarchw, and dvarfhsw) are estimated using historical simulation (HS), RiskMetrics (RM), the 
GARCH (1,1)- t(d) model, and filtered historical simulation (FHS), respectively. 

Dispersion of analyst forecasts is measured by the cross-sectional standard deviation of one-year-ahead 
earnings forecasts (dispepsl w) . Expected growth in earnings (expgrthw) is the mean annualized five­
year earnings growth rate from 1/B/E/S (where avai lable, otherwise estimated as the implicit growth in 
forecasted earnings from year 1 to year 2) . retly is the annualized return from the previous year's daily 
stock returns. The leve! of liquidity is measuied as the average daily share tmnover (avgturnover), and 
the liquidity risk is measured as the standard deviation (sdtumover) or the coefficient of variation 
(cvturnover) of this measure over the previous year. Share turnover is defined as daily shares traded 
divided by daily shares outstanding. The Amihud illiquidity measure (illiq) is computed as in Amihud 
(2002). Finn size (lnmkteq) is measured as the logarithm of the market value of common equity at the 
most recent fiscal year-end. Book-to-market ratio (bmw) is measured as the ratio of the book to market 
value of co mm on equity as of the most recent fiscal year end. Capxs is capital expenditures divided by 
total assets, rd is R&D expenditures divided by total assets, and ad is advertising expenses divided by 
total assets. Investment is computed as the sum of capital expenditures, R&D expenditures, and 
advertising expenses, divided by total assets. Net leverage (netlevw) is measured as the ratio of long­
tenu debt minus cash & marketable securities to the market value of common equity using values for 
the most recent fiscal year end. The standard deviation of retum on assets (sdroa5yw) is measured over 
the five previous years up to the fisca1-year end date of each firm-yeru· observation. The variable 
investor base (in v_ basew) is computed as the number of common ordinary shareholders divided by 
common shares outstanding. Altman's (1993) distress risk measure (zscorew) is computed as: 
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(NWC) (RE) (EBIT) (Re v) (MVEquity) Zscore=1.2x - - +1.4x - +3.3x -- + -- +0.6x 
TA TA TA TA BVTL 

where, NWC is net working capital (current assets- cmTent liabilities), REis retained earnings, EBIT 
is earnings before interest and taxes, Rev is the total revenues, MVEquity is the market value of total 
equity ( cornmon and preferred stocks), BVTL is totalliabilities ( current and long term li abilities), and 
TA is total assets. Except for the social performance measures and du mm y variables, the variables are 
winsorized (w) at the 1 stand 991

h percentiles. 

Panel C of Table 3.1 also reports descriptive statistics for the risk measures. The mean 

(median) ammalized total risk is 0.29 (0.26) using five-year monthly returns and 0.29 (0.27) 

using one-year daily returns. The mean (median) systematic risk is 0.76 (0.62) using the 

CAPM and 0.86 (0.78) using the Fama-French three-factor mode!. The mean (median) 

idiosyncratic risk is 0.25 (0.23) using the CAPM, 0.25 (0.22) using the three factor mode!, 

and 0.24 (0.21) using the four-factor mode!. The mean (median) annualized Value at Risk 

(VaR) is 0.75 (0.68) using historical simulation mode!, 0.70 (0.64) using the Risk Metric 

mode!, 0.81 (0.74) using the GARCH mode!, and 0.73 (0.67) using filtered historical 

simulations, respectively. Panel D of Table 3.1 reports descriptive statistics for our 

explanatory variables. 

Table 3.2 reports that the aggregate measure of social performance (SP) has a positive 

and negative conelation with the strengths score (Str) and concerns scores (Con), 

respectively. The correlation of 0.3 between strengths and concerns is relatively low. Table 

3.2 also reports that the correlation coefficients among the risk measures are positive as 

expected. 
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Based on Table 3 .2, the aggregate measure of social performance (SP) which combines 

strengths and concerns is correlated negatively and significantly with the systematic risk 

computed from the CAPM, and the volatility computed using five-year monthly returns. The 

aggregate measure of strengths (Str) is correlated positively and significantly with the 

systematic risk measures. The aggregate measure of concerns (Con) is correlated positively 

and significantly with the systematic risk measures, the volatility computed using five-year 

monthly returns, and the VaR measure computed using the Risk Metric mode!. 

Based on Table 3.3, the correlation coefficients between sorne explanatory variables are 

relatively high. While the correlation coefficient between the average and the standard 

deviation of share turnover is 0.83, the correlation coefficient between the average and the 

coefficient of variation of share turnover is insignificant. Thus, we use these two latter 

variables in our regression analyses. Also, we use only the investment variable in our 

regression analyses since the correlations between investment and the three variables (R&D, 

advertising, and capital expenditures) are high. Except for these special cases, all correlation 

coefficients are relatively low suggesting that multicollinearity should not be a concern in our 

study. Finally, Table 3.4 reports the conelation coefficients between the SP dimensions 

(measures which combine strengths and concerns within the same dimension) as well as 

between the strengths and concerns of SP dimensions. Although significant in many cases, 

the conelation coefficients are relatively low. 
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3.5.2. Impact of Social Performance on a Financial Firm's Risk 

3.5.2.1. Impact of social performance on total risk 

Panel A of Table 3.5 reports the results of the regressions between total risk and the 

aggregate measures of social performance. The aggregate measure of social performance 

(SP), which combines strengths and concerns, is significantly and negatively related to stock 

return volatility. The coefficient associated with the aggregate measure of concerns (Con) is 

positive and statistically significant regardless of the total risk metric used. The coefficients 

associated with the aggregate strengths measure (Str) are also positive, but marginally 

significant (at 10% levet) . Therefore, firms with higher concerns scores have higher total risk. 

Thus, the negative impact of SP on total risk seems to be mainly due to concerns. 
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Note: 

Table 3.5 reports results from OLS regressions of the risk measures on the social performance measures and 
controls over the period 1991-2007. The risk measures are systematic risk (mbetaw and mbetaffw), 
idiosyncratic risk (sdresCAPMw, sdresffw and sdres4ffw), total risk (volatilityw and dvolatilityw) , and the 
annualized l % VaR (avarhsw, avarrmw, avargarchw and avarfhsw). SPis the aggregate (composite) measure 
of social performance, which combine strengths and concerns. Str (Con) is the aggregate measure of strengths 
(concerns). The explanatory variables are finn size (lnmkteq), the book-to-market ratio (bmw), net leverage 
(netlevw), the annualized return from the previous year's daily stock returns (ret1y), the leve! of liquidity 
(avgturnover), the liquidity risk (cvturnover), dispersion of analyst forecasts ( dispeps1 w), investment (sum of 
capital expenditures, R&D expenditures, and advertising expenses, divided by total assets), expected growth 
in eamings (expgrthw) , Altman's (1993) distress risk measure (zscorew), the standard deviation of return on 
as sets (sdroa5yw), and investor base (in v_ basew). All variables are defined in footnotes of Table 3. 1. 
Unreported industry controls are based on the Fama and French (1997) industry classification. Robust and 
clustered (by firm) t-Statistics are reported in parentheses. 

** * Significant at the 1% leve! (p<O.Ol); ** Significant at the 5% leve! (p<0.05); * Significant at the 10% 
leve! (p<O.l). 

3.5.2.2. Impact of Social Performance on Idiosyncratic Risk 

Based on Panel B of Table 3.5, the aggregate measure of social performance (SP), which 

combines strengths and concerns, is not related to idiosyncratic risk. Unlike that for the aggregate 

strengths measure (Str), the coefficients associated with the aggregate measure of concerns (Con) 

are positive and statistically significant regardless of the idiosyncratic risk metric used. Therefore, 

firms having lower social performance based on concerns (but not strengths) scores have higher 

idiosyncratic risk. 

3.5.2.3. Impact of Social Performance on System a tic Risk 

Based on Panel C of Table 3 .5, the aggregate combined measure of social performance (SP) is 

significantly and negatively related to systematic risk. Again, unlike that for the aggregate strengths 

measure (Str) , the coefficient associated with the aggregate measure of concerns (Con) is positive 

and statistically significant in both specifications. Thus, social performance in aggregate is 

negatively related to systematic risk main! y due to concerns. 
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3.5.2.4. Impact of Social Performance on Value at Risk (VaR) 

Based on Panel D of Table 3.5, the aggregate combined measure of SP is significantly and 

negatively related to ail VaR measures. The coefficients associated with the aggregate measure of 

concerns (Con) are positive and statistically significant for ail specifications. None of the 

coefficients associated with the aggregate strengths measure (Str) are significant. Thus, social 

performance in aggregate is negatively related to VaR mainly due to concerns. 

3.5.3. Impact of the Dimensions of Social Performance on a Financial Firm's Risk 

Table 3.6 reports the results of the regressions between the risk measures and the social 

performance dimensions. The results suggest that sorne SP dimensions (such as Employee 

Relations, Product and Corporate Governance) are more relevant for a financial firm's risk. 

Specifically, Employee Relations are significantly and negatively related to stock return volatility, 

idiosyncratic risk and VaR. Product and Corporate Governance are significantly and negatively 

related to volatility, idiosyncratic risk, systematic risk and VaR. 

To a lesser extent, other SP dimensions (e.g., Diversity and Human Rights) affect sorne risk 

measures . Diversity is significantly and positively related to idiosyncratic risk measured using the 

three-factor model , whereas Human Rights are significantly and negatively related to volatility 

computed using five-year monthly returns, and VaR computed using the GARCH model. Except for 

these special cases, ail coefficients associated with these two dimensions as weil as those associated 

with Community and Environment are not significant at conventionallevels (i.e. , 5%). 
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Table 3.6: Relation between the risk measures and the social performance dimensions 

Total risk ldiosyncratic risk Systematic risk 
Vol a ti li tyw dvolatilityw sdresCAPMw sdresffw sdres4ffw mbctaw mbctaffw 

ave corn 0.0220 0.0124 0.0079 0.0061 0.0060 -0.0394 -0.0987 

(1 .16) (0 .68) (0.46) (0.35) (0 .35) (-0 .39) (-1 .05) 

ave div 0.0091 0.0175 0.0212* 0.0217** 0.0208* -0.0159 -0.0014 

(0.55) (1.48) (1.95) (2.01) (1 .93) (-0.19) (-0.02) 

ave_emp -0.0619** -0 .0378** -0.0396** -0.0383** -0.0376** -0.1233 -0.0476 

(-2 .55) (-2.36) (-2 .57) (-2.50) (-2.46) (-0.91) (-0.38) 

ave env 0.0293 -0.0738 -0.0049 -0 .0001 -0 .001 3 -0.4552 -0.6541 * 

(0.46) (-0.98) (-0.07) (-0.00) (-0.02) (-1 .20) (-1 .89) 

ave non -0.1103** -0.0252 0.0156 0.0161 0.0144 -0.5181 * -0 .2694 

(-2.11) (-0 .74) (0 .57) (0.60) (0.55) (-1.71) (-1 .16) 

ave_pro -0.0519*** -0.0515*** -0 .0336** -0 .0366** -0 .0371 ** -0.3448*** -0 .2466** 

(-2.77) (-3 .11) (-2.24) (-2.44) (-2 .50) (-2 .88) (-2.39) 

ave_oth -0.0646*** -0.0451 *** -0 .0435*** -0 .0431 *** -0 .0438*** -0.3806*** -0.3151 *** 

(-3.00) (-3.07) (-3.50) (-3.47) (-3 .54) (-3.29) (-2 .85) 

lnmkteq -0 .0222*** -0.0234*** -0 .0257*** -0.0248*** -0.0250*** -0 .0015 0.0453*** 

(-6.41) (-7.08) (-8 .05) (-7.93) (-7.95) (-0 .09) (2 .74) 

brmv 0.0307** 0.0270** 0.0297*** 0.0260** 0.0234** 0.3106*** 0.3534*** 

(2 .25) (2.37) (2 .68) (2 .38) (2.14) (4.15) (4.97) 

netlevw -0 .0409* -0 .0114 0.0021 0.0022 0.0016 -0.3113*** -0 .1710 

(-1 .91) (-0 .72) (0.16) (0.16) (0.11) (-2.69) (-1 .63) 

retl y 0.0435*** -0.0390*** -0 .0365*** -0.0346*** -0.0323*** 0.0610 0.0457 

(3.56) (-3.86) (-3.36) (-3.22) (-3.01) (1 .1 4) (0 .84) 

a'1:turnover 1 0.0707*** 10.1679*** 1 0.4943*** 10.4681 *** 10.3601 *** 29.4284*** 19.8453*** 

(10.36) (15.09) (14.74) (14.81) (14.78) (6 .36) (4.50) 

cvturnover -0.0041 0.0288*** 0.041 0*** 0.0424*** 0.0425*** -0 .0027 -0.0462 

(-0.72) (4 .72) (6.68) (6.81) (6.87) (-0 .09) (-1 .37) 

dispepslw -0.0638*** -0 .0143 -0.0100 -0.0094 -0.01 30 -0.2514*** -0.1239 

(-3.51) (-0.98) (-0.65) (-0.61) (-0.85) (-3. 15) (-1 .56) 

imes tment 0.8231 *** 0.5329*** 0.5168*** 0.5055*** 0.5024*** 2.3802** 1.5339 
(4 .03) (4.12) (4.20) (4.27) (4.29) (2 .12) (1 .63) 

expgrthw 0.2307*** 0.1789*** 0.1 604*** 0.1670*** 0.1680*** 0.7085** 0.3127 

(4 .07) (4 .52) (4 .52) (4.69) (4.70) (2 .56) (1.35) 

zscorew -0 .0010 -0.0006 -0.0001 -0.0001 -0 .0002 -0.0100 -0 .0116* 

(-0 .74) (-0 .73) (-0.18) (-0.19) (-0.25) (-1.28) (-1.74) 

sdroaw 0.8554*** 0.4204*** 0.4132*** 0.4106*** 0.4123*** 3.5147*** 2.7980*** 

(4 .63) (4 .68) (4 .61) (4 .68) (4 .69) (4.56) (3.87) 

inv_bas ew -0.0232*** -0 .01 33** -0.0180*** -0.0176*** -0.0173*** -0.0192 -0.0583 

(-3.06) (-2 .47) (-3 .53) (-3.49) (-3.41) (-0.40) (-1.24) 

Constant 0.4279*** 0.4069*** 0.3786*** 0.3656*** 0.3666*** 0.9943*** 0.7052*** 
(11 .32) (11 .92) (11 .64) (11.48) (11.46) (5.25) (4 .10) 

Industry dummies Y es Y es Y es Y es Y es Y es Y es 

Year dummics Y es Y es Y es Y es Y es Y es Y es 

Obs erv.1tions 2344 2389 2389 2389 2389 2344 2344 

Numbcr offirms 501 510 510 510 510 501 501 

R-squared 0.542 0.659 0.668 0. 655 0.650 0.417 0.308 
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Table 3.6 (Continued): Relation between the risk measures and the social performance dimensions 

Panel D: VaR measures 
avarhs avarrm avargarch avarfhs 

ave corn 0.0368 0.0734 0.0515 0.0399 
(0.78) (1 .64) (0.89) (0. 79) 

ave_div 0.0193 0.0089 0.0143 0 .0164 
(0.54) (0.23) (0.30) (0.46) 

ave_emp -0.1486*** -0.1823*** -0 .1 833*** -0.0470 
(-2.83) (-3.24) (-2.64) (-0.90) 

ave env 0.1047 0.0528 0.1254 -0.1679 
(0.69) (0.30) (0.70) (-0.92) 

ave_non -0.1620 -0.2060* -0.3239** -0.1211 
(-1.54) (-1 .75) (-2.21) (-1 .28) 

ave_pt·o -0 .1 350*** -0.1492*** -0.1532*** -0.1456*** 
(-2.75) (-2.93) (-2.69) (-2.89) 

ave_oth -0.1660*** -0.1335** -0.1759*** -0.1430*** 
(-3.22) (-2.29) (-2.64) (-3.16) 

lnmkteq -0.0552*** -0.0422*** -0.0660*** -0.0662*** 
(-5.85) (-4.50) (-5.25) (-6.49) 

bmw 0.0930** 0.0268 0 .0258 0 .0958** 
(2.43) (0.84) (0.66) (2.45) 

netlevw -0.0223 -0.0722 -0.0855 0.0100 
(-0.49) (-1.31) (-1 .36) (0.21) 

retly 0.1 323*** 0.1 456*** 0.1605*** 0.0222 
(3.46) (4.58) (4.31) (0.65) 

avgturnover 20.8432*** 18.1445*** 17.9240*** 24.6175*** 
(8.80) (8.38) (6.59) (9.61) 

cvturnover 0.0269 0.0049 0.0231 0.0358** 
(1.24) (0.28) (1.15) (2 .1 6) 

dispepslw -0.1413*** -0.1895*** -0.1897*** -0.1334*** 
(-3.58) (-4.52) (-3. 95) (-3.54) 

investment 1.2705*** 1.5920*** 1.7214*** 1.3303*** 
(2.91) (3.35) (3.1 0) (3.49) 

expgrthw 0.4969*** 0.5530*** 0 .5865*** 0.4129*** 
(3.86) (3. 65) (3.43) (3. 68) 

zscorew 0.0020 0 .0016 0.0043 0.0021 
(0.86) (0.39) (0.90) (0.98) 

sdroaw 2.3140*** 2.6184*** 2. 7314*** 1.5266*** 
(5.00) (5.07) (4.81) (5.57) 

inv basew -0.0088 -0.0111 -0.0289 -0.0234 
(-0.53) (-0.62) (-1.41) (-1.51) 

Constant 1.0445*** 0.6931 *** 0.9719*** 1.1341 *** 
(1 0.58) (7.24) (7.98) (11.42) 

Industry dummies Y es Y es Y es Y es 
Year dummies Y es Y es Y es Y es 

Observations 2241 2241 2237 2224 
Number ofti rms 460 460 459 454 
R-sguared 0.552 0.528 0.437 0.545 
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Note: 

Table 3.6 reports results from OLS regressions of the risk measures on the individual dimensions ofSP 
and controls over the period 1991- 2007 . The risk measures are systematic risk (mbetaw and 
mbetaffw), idiosyncratic risk (sdresCAPMw, sdresffw and sd res4ffw), total risk (volatilityw and 
dvolatilityw), and the annualized 1% VaR (avarhsw, avarrmw, avargarchw and avarfl1sw). The 
individual dimensions of SP are Community relations (ave_com), Diversity (ave_div), Employee 
relations (ave_emp), Environmental performance (ave_env), Human Rights (ave_non), Product 
(ave _pro), and Corporate Governance (ave_ oth), respectively. The explanatory variables are firm size 
(lnmkteq), the book-to-market ratio (bmw), net leverage (netlevw), the annualized return from the 
previous year's daily stock returns (ret1y), the leve! of liquidity (avgturnover), the liquidity risk 
(cvturnover), dispersion of analyst forecasts ( dispeps 1 w), investment (sum of capital expenditures, 
R&D expenditures, and advertising expenses, divided by total assets), expected growth in earnings 
(expgrthw), Altman's (1993) distress risk measure (zscorew), the standard deviation of return on assets 
(sdroa5yw), and investor base (in v_ basew). All variables are defined in footnotes of Table 3.1. 
Unreported industry controls are based on the Fama and French (1997) industry classification. Robust 
and clustered (by finn) t-Statistics are reported in parentheses. 

*** Significant at the 1% leve! (p<0.01); ** Significant at the 5% leve! (p<0.05); * Significant at the 
10% leve! (p<O.l). 

The mean values of Employee relations, Product and Corporate Governance are negative 

(see Table 3.1) with concerns exceeding strengths, which suggests that their negative impact 

on risk appear to be induced by concerns. Since aggregate combined measures of SP 

dimensions rnight have sorne limitations (e.g., important information about SP might be lost 

due to aggregation), the next section examines the impact of strengths and concerns 

separately for each SP dimension. 

3.5.4. Impact of the Strengths and Concerns of SP Dimensions on a Financial Firm's 
Risk 

Table 3.7 reports the results of the regressiOns between the risk measures and the 

strengths and concerns of each SP dimensions. Table 3.7 shows that the impact of sorne SP 

dimensions (e.g., Community, Diversity, Environment and Human Rights) on the risk 

measures does not exhibit significant patterns in the sense that only sorne of their associated 

coefficients are significant with sorne specifie models. For example, Community strengths 

are significantly and negatively related to both measures of systematic risk, whereas 

Community concerns are significantly and negatively related ( counter to expectations) to the 

VaR measured using the Risk Metric model. Environment strengths are significantly and 
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negatively related to the volatility measured using one-year daily retums and systematic risk 

measmed using the three-factor model. Human Rights concerns are significantly and 

positively related to total risk measmed using five-year monthly returns, and to the VaR 

measmed using the GARCH model. All coefficients associated with Diversity as well as 

Environment concerns are insignificant regardless of the risk measure used. 
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Table 3.7: Relation between the risk measures and strengths and concerns of SP dimensions 

Tota l risk ld io syncratic risk Systema tic risk 
Volatilityw dvolati lityw sdresCAPMw sdresffw sdres4ffw mbetaw mbetaffw 

avestr_com -0.0307 -0.0180 -0.0124 -0.0141 -0.0146 -0.3617*** -0.2973** 
(-1.37) (-0.83) (-0.63) (-0.72) (-0.76) (-2.74) (-2.28) 

avecon_ com -0.0483* -0.0224 -0.0111 -0.0081 -0.0084 -0.2503* -0. 1227 
(-1.78) (-0.88) (-0.42) (-0.30) (-0.31) (-1 .70) (-0.84) 

avestr_ div 0.0466* 0.0276 0.0304 0.0308* 0.0318* 0.0703 -0.0943 
(1.70) (138) (1.61) (1.65) (1.72) (0.49) (-0.66) 

avecon_div 0.0157 -0.0088 -0.0141 -0.0143 -0.0125 0.0662 -0.0472 
(0.85) (-0.62) (-1.06) (-1.08) (-0.93) (0.62) (-0.46) 

avestr_emp 0.0240 0.0163 0.0031 0.0048 0.0032 0.2854 0.3187* 
(0.84) (0.66) (0. 14) (0.21) (0.14) (1.50) (1.83) 

avecon_emp 0.1 318*** 0.0802*** 0.0727*** 0.0718*** 0.0691*** 0.4477** 0.3480** 
(3.65) (3.55) (3.38) (3.39) (3.27) (2.36) (2.10) 

avestr_env -0.0774 -0.1886** -0.1018 -0. 0999 -0.0984 -0.6472 -0.8512** 
(-0.91) (-2. 18) (-1.33) (-138) (-1 .33) (-1.48) (-2.42) 

avecon_env -0.1036 0.0032 -0.0556 -0.0608 -0.0580 0.3883 0.5763 
(-1.44) (0.03) (-0.74) (-0.83) (-0.79) (0.76) (1.38) 

avecon_non 0.1356** 0.0368 -0.0111 -0.0146 -0.0136 0.6255* 0.2914 
(2. 14) (0.96) i-0.35) (-0.47) (-0.44) (1.93) (1.05) 

avestr_pro 0.1181 ** 0.1233** 0.0932* 0.0970* 0.0935* 0.5859* 0.5782* 
(2.20) (1.99) (1.81) (1 .91) (1.88) (1.72) (1.79) 

avecon_ pro 0.0752*** 0.0768*** 0.0516*** 0.0557*** 0.0554*** 0.4989*** 0.4082*** 
(3.58) (4.41) (3.22) (3.47) (3.47) (3.90) (3.53) 

aves tr_oth -0.0497* -0.0115 -0.0140 -0.0143 -0.0135 -0.2714* -0.2721* 
(-1 .70) (-0.52) (-0.69) (-0.72) (-0.68) (-1 .94) (-1 .67) 

avecon_oth 0.0733*** 0.0713*** 0.0650*** 0.0645*** 0.0656*** 0.4805*** 0.4038*** 
(2.63) (3.59) (3.76) (3.77) (3.86) (3.07) (2.91) 

lnmkteq -0.0271*** -0.0276*** -0.0290*** -0.0281*** -0.0284*** -0.0222 0.0311* 
(-7. 12) (-7.53) (-8.22) (-8.13) (-8 .1 5) (-1.17) (1.76) 

bmw 0.0302** 0.0268** 0.0290*** 0.0253** 0.0227** 0.321 0*** 0.3618*** 
(2.23) (2.32) (2.59) (2.29) (2.06) (4.26) (5.02) 

netl evw -0.0441 ** -0.0146 -0.0002 -0.0003 -0.0010 -0.3236*** -0.1744* 
(-2.29) (-1 .04) (-0.01) (-0.03) (-0.08) (-3.08) (-1.79) 

retly 0.0462*** -0.0369*** -0. 0349*** -0.0329*** -0.0307*** 0.0745 0.0544 
(3.76) (-3.62) (-3.20) (-3 .05) (-2.84) (1.39) (0.98) 

avgturnover 10.0640*** 10.1310*** 10.4640*** 1 0.4345*** 10.3313*** 29.2699*** 19.4567*** 
(10.45) (15.44) (15.00) (15.06) (15.02) (6.43) (4.43) 

cvturnover -0.0043 0.0287*** 0.0410*** 0.0423*** 0.0424*** -0.0045 -0.0453 
(-0.79) (4.72) (6.65) (6.78) (6.83) (-0.15) (-1 .36) 

dispeps 1 w -0.0664*** -0.0175 -0.0124 -0.0119 -0.0154 -0.2577*** -0. 1290 
(-3.60) (-1.23) (-0.81) (-0.77) (-1 .01) (-3.21) (-1.61) 

investment 0.7875*** 0.5057*** 0.4961 *** 0.4839*** 0.4814*** 2.2221** 1.4047 
(4.29) (4.35) (4.34) (4.42) (4.46) (2.12) (1.54) 

expgrthw 0.2138*** 0.1672*** 0. 1518*** 0.1582*** 0.1591*** 0.6302** 0.2724 
(3.99) (4.54) (4.49) (4.67) (4.68) (2.40) (1.23) 

zscorew -0.0010 -0.0005 -0.0001 -0.0001 -0.0002 -0.0096 -0.011 3* 
(-0.74) (-0.72) (-0.14) (-0.15) (-0.21) (-1.28) (-1.72) 

sdroaw 0.8108*** 0.3851 *** 0.3856*** 0.3823*** 0.3842*** 3.3154*** 2.6525*** 
(4.46) (4.41) (4.43) (4.49) (4.50) (4.30) (3.66) 

inv_basew -0.0249*** -0. 0145*** -0.0189*** -0.0186*** -0.0182*** -0.0259 -0.0600 
(-3.40) (-2.61) (-3.54) (-3.53) (-3.46) (-0.57) (-1 .37) 

Constant 0.4657*** 0.4365*** 0.4016*** 0.3893*** 0.3904*** 1.1680*** 0.8179*** 
(11.81) (12.02) (11.73) (11.59) (11.56) (5.87) (4.56) 

Industry dummies Y es Y es Y es Y es Y es Y es Y es 
Year dummies Y es Y es Y es Y es Y es Y es Y es 

Observations 2344 2389 2389 2389 2389 2344 2344 
Number offirms 501 510 510 510 510 501 501 
R-squared 0.559 0.672 0.676 0.664 0.659 0.437 0.324 



Table 3.7 (Continued): Relation between the risk measures and strengths and concems of SP 
dimensions 

Pa n eci D : VaR mecasure s 
av:arhs .ava rrm a ..-:a.Tgarch a \<arfiu 

a.'7estr _c.nrn -0 .0557 -0.0:304 -0 .04'17 -0 .0644 
{-0 .91} {-0 .58} {-0 .65) {-0.99) 

:a.vec:on_ c&m -0.0389 -0.121 ·5~· -0.0693 -0. "1049 
(- 1 .29} {-.2.22} {-0 .37) { -1 .54) 

avutr _div 0.06 59 0.05Q9 0.0826 0.0634 
( 1.11 } {O.BH) (0.93} (1.08} 

a vecon_ div 0.0 156 0 .0271 0 .03....?9 0 .0 194 
{0 .36} {0.58) {0 .54) (0.45} 

a nlfT _emp -0.02:98 - 0 .0 17 1 -0 .0 153 0.0329 
{-0.42) {-0.26} {-0 .20 ) {0 .43) 

a·n~con -~ .mp 0.2443-· 0.3193••• 0.3:253··· 0.1000 
{3.2{)} {3.55) {2.3 4) {1.65} 

a nl<tr __ env -0 .0641 0.0213: 0 .0311 -0 .3122 
{-0.:30) {0.08) {0.12} { -1 .43} 

a neon _ env -0 .1933 0 .015Q -0.1172 0 .·1014 
(-0.8.8) {0.06} {-Q .42) {0.30) 

:a neon_ non 0 .16 56 0.2325· 0 .39 "17"" 0. 1324 
{ 1 .33} {1 .69} {2.28} (1.1 9} 

:a>~:rtr_p-ro 0.2006• 0.32{) 1 ~· 0 .3337" 0.2973• 
{ 1.84} {2.06) {1.96) {1 .87} 

:avecon_pr o 0. ·19 ·13 ..... 0 .2 1519 ... 0 .2 16 1 ... 0.208 '7~· 

{ 3 .33) {3.75} {3.41) {3.67} 
:ave:<tr _n th -0.0740 -0 .0672 -0 .1096 -0.0393 

{- 1 .13 ) {-0 .:89) (- 1. 15} ( -0 .58) 
.a.~con_ oth 0.2312 ··· 0 .1827". 0 .22()8•- 0.2172-· 

{3.54} {2.49) {2.71) {3.56} 
m mkteq -0 .005:3·- -0.0533 ... -0.0790 ...... -0.0762 ... 

{-6.31} {-5.26} {- 5.83) {-8.74) 
hmw 0 .0929"'. 0 .0257 0.0232 0 .093-z-" 

{2.4"1) {0 .3:3) (0 .519") {2.48) 
net~...- -0.0324 - {l.083:Q• -0 .0977" -0.0025 

{-0 .78) {- 1 .69) {-1 .71 ) { -0.06") 
retly o. 1aoo-· 0.153;5••· 0.1& 8··· 0.0291 

{3.67) {4.87) {4.53} {0 .86) 
a vgturno:ve:r 20.8444 .... 18. 13 18 .... 17.9200" .. 24.8251" .. 

{8.75} {8.27) (6.52) (9.73:) 
n · tu:rnov ,.r 0.0255 0.004 2 0 .0224 0.0:33"!}"'". 

( 1 .19) {0.24) {1 .12} {2.07} 
dn p ,.pslw -O. l 455••• -0.·1947·- -0 .1931 ... -0. 1375••• 

{-3.64) {-4.51 } {-4.03} { -3.81) 
inv •ufm~n.i 1.218.5··· 1.5289"". 1.6525··· 1.2818···· 

{ 3 .08) {3.56) {3.25) {3.78) 
,.xpgrthw 0 .4620~ .. 0.5157~"" 0 .5474 ... 0.3740~--

{3.79} {3.61 } (3.38} {3.519") 
Z:K:O~W 0.0020 0 .001 8 0 .0043: 0.0021 

{0 .91) {0 .41) {0.91) ( 1.07} 
:tdroaw 2.20.56"'·· 2.491 9"' .. 2 .5959 ... 1 .4181 ... 

{4.75) {4.85) {4.59} {5 .16) 
in v basew -0 .0115 -0 .0137 -0.0315 -0 .026"9 -

{-0 .85} {-0.7:2) {- 1 .47} { -1 .6 2} 
Coruta.nt 1.123:3""" 0.7809""" ·1.0633" .. 1 .2139"'·· 

(Hl.OO) {7.65} {8. 11) {"11 .32} 

I n d m try d.umm:io~ Y es Y es Ye.s Yez 
v .. ar d u mmiu Y es Ye.: Y es Y~s 

Ofuen;atiom 2241 2241 2237 2224 
Nurnber offi.rms 480 460 45:9 454 
R -j;qu:ared. 0 .564 0.543 0 .449 0 .559 
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193 

Note: 

Table 3.7 reports results from OLS regressions of the risk measures on the strengths and concerns of 
the individual dimensions of SP and contrais over the period 1991 - 2007. The risk measures are 
systematic risk (mbetaw and mbetaffw), idiosyncratic risk (sdresCAPMw, sdresffw and sdres4ffw), 
total risk (volati1ityw and dvolatilityw), and the annualized 1% VaR (avarhsw, avarrmw, avargarchw 
and avarthsw). The strengths and concerns of the individual dimensions of SP are Community 
strengths (avestr_ corn), Community concerns (avecon_ corn), Diversity strengths (avestr_ div), 
Diversity concerns (avecon_div), Employee strengths (avestr_emp), Employee concerns 
(avecon_emp), Environment strengths (avestr_env) , Environment concerns (avecon_env), Human 
Rights concerns (avecon_non), Product strengths (avestr_pro), Product concerns (avecon_pro), 
Corporate Govemance strengths (avestr_ oth), and Corporate Governance concerns (avecon _ oth), 
respective1y. Human Rights strengths (avestr_non) are excluded . The explanatory variables are finn 
size (lnrnkteq), the book-to-market ratio (bmw), net 1everage (netlevw), the annualized retmn from the 
previous year 's dai1y stock returns (retly), the leve1 of liquidity (avgturnover), the liquidity risk 
( cvturnover), dispersion of analyst forecasts ( dispepsl w), investment (sum of capital expenditures, 
R&D expenditures, and advertising expenses, divided by total assets), expected growth in earnings 
(expgrthw), Altman's (1993) distress risk measme (zscorew), the standard deviation ofreturn on assets 
(sdroa5yw), and investor base (in v _basew). Ali variables are defined in footnotes of Table 3.1. 
Umeported industry controls are based on the Fama and French (1997) industry classification. Robust 
and clustered (by firm) t-Statistics are reported in parentheses. 

*** Significant at the 1% leve1 (p<O.O 1 ); ** Significant at the 5% leve! (p<0.05); * Significant at the 
10% leve1 (p<0.1) . 

In contrast, the impacts on a firm's risk of Employee Relations, Product and Corporate 

Govemance exhibit significant patterns. Employee concems are significantly and positively 

related to total risk, idiosyncratic risk, systematic risk, and the VaR for aU specifications, 

except for the one measmed using filtered historical simulation. All coefficients associated 

with Employee strengths are insignificant regardless of the risk measure used. Similar to 

Employee concems, Product and Corporate Governance concerns are significantly and 

positively related to total risk, idiosyncratic risk, systematic risk, and the VaR for all 

specifications. AU coefficients associated with Corporate Governance strengths are 

insignificant regardless of · the risk measure used. However, Product strengths are 

significantly and positively related to total risk and the VaR measmed using the Risk Metric 

model. 
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Overall, three main conclusions can be drawn from the results reported in table 3.7. First, 

Employee, Product and Corporate Governance concerns positively affect total risk, 

idiosyncratic risk, systematic risk, and the Value at Risk (VaR). Second, Product strengths 

positively affect total risk. Third, Community, Diversity, Environment and Human Rights 

have no systematically significant impact on total risk or the VaR measures. 

3.5.5. Robustness Checks 

3.5.5.1. Endogeneity of Social Performance 

To this point of our analysis, the social performance measures are implicitly assumed 

exogenous . If SP measures are endogenous for any reason, their associated coefficient 

estimates using standard OLS would be biased and inconsistent. Endogeneity issues may 

arise if some of the regressors ( e.g. , firm size) and/or unobserved ( omitted) variables affect 

both SP measures and the firm's risk measures. To address this potential endogeneity 

problem, we use the instrumental variables (IV) method. The IV regressions are estimated 

using the two-step efficient generalized method of moments (GMM): 83 

(9) 

(lü) 

where z ;;P denotes instruments, and Y;(P denotes variables that affect social 

performance. Instruments should be correlated with the SP measure, but have zero or low 

correlation with the firm's risk measure. We use three instruments: lagged SP, the median 

industry SP and a dummy variable for loss firms (i.e., those with negative free cash flow in 

the previous year). The first two instruments allow us to control for the persistence of the SP 

measures and for industry SP. The third instrument is used to control for the argument 

suggested by the slack resources theory in which non profitable firms may simply not be able 

83 The GMM estimation generates efficient estimates of the coefficients and consistent estimates of the 
standard errors that are robust to the presence of arbitrary heteroskedasticity and clustering by firm. 
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to make CSR investments.84 In the first stage, there are as many equations as endogenous 

variables. In the second stage, we use the fitted values of the first-stage SP measmes as the 

explanatory variables instead of their original values. Only the results of the second stage 

estimation are reported in Table 3.8. 

84 
The slack resources theory suggests that profitable firms (e.g., those with higher past financial 

performance) can improve their SP tlu·ough CSR investments (McGuire et al., 1988; Waddock and 
Graves, 1997). 
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Table 3.8 (Continued): Instrumental variables regressions between the risk measures and the aggregate 
measures of social performance 

Panel D· VaR measures 
avarhs avarhs avarrm aw rrm avar garch avar gar ch a var lbs avarfl1s 

SP -0.51 15*** -0.5422*** -0.5811 *** -0.4109** 
(-2.93) (-2.95) (-2.84) (-2.21) 

Str 0. 1170 0.3003 0.2977 0. 1636 
(0.49) (1.28) (1 .12) (0.63) 

Con 0.8872'** 1.0542*** 1.1170*** 0.7567*** 
(4.95) (5.38) (4.98) (3.95) 

lnmkteq -0.0341*** -0.0536*** -0.0213*** -0.0474*** -0.0369*** -0.0642*** -0 .0430*** -0.061 0*** 
(-4.79) (-5.63) (-3.09) (-5.29) (-4.36) (-5.91) (-5.61) (-5.65) 

bmw 0.1389*** 0.1 093** 0.0587* 0.0175 0.0707** 0. 0282 0. 1259*** 0.0973** 

(3.40) (2 .58) (1.80) (0.52) (2.01) (0.77) (2 .87) (2.15) 
netlevw -0.0185 -0.0278 -0.0726 -0.0830* -0.07 13 -0.0825 0.0237 0.0165 

(-0.41) (-0.65) (-1.41) (-1.75) (-1 .22) (-1.52) (0.51) (0.37) 
ret1y . 0.1717*** 0. 1703*** 0.1868*** 0.1840*** 0.2011 *** 0. 1985*** 0.0267 0.0243 

(3.76) (3.73) (5.65) (5.62) (5.68) (5.66) (0.65) (0.59) 
avgturnover 20.9659*** 21.0664*** 17.9592*** 18.0364*** 18.4662*** 18.5479*** 23.5312*** 23.5721*** 

(8.68) (8.84) (8 .77) (8.97) (7.84) (8.01) (8 .66) (8.70) 
cvturnover 0.0264 0.0243 0.0118 0.0097 0.0344 0.0320 0.0530*** 0.0513*** 

(1.39) (1.33) (0.60) (0.51) (1.37) (1 .31) (2.70) (2.67) 
dispeps1w -0. 1447*** -0.1556*** -0. 1795*** -0.1931*** -0. 1688*** -0. 1832*** -0.1482*** -0. 1586*** 

(-3.61) (-3.93) (-4. 28) (-4.60) (-3.63) (-3.97) (-3.88) (-4. 19) 
investment 1.3092*** 1.2544*** 1.4095*** 1.3326*** 1.7099*** 1.6300*** 1.2673*** 1.2170*** 

(3.00) (3.08) (3. 14) (3.26) (3. 19) (3.31) (3. 14) (3.22) 
expgrthw 0.4489*** 0.4214*** 0.51 02*** 0.4773*** 0.5528*** 0.5189*** 0.3453*** 0.3194*** 

(3.36) (3.26) (3.47) (3.46) (3.35) (3.33) (2.96) (2.86) 
zscore w 0.0005 0.0002 0.0003 0.0001 0.0026 0.0023 0.0022 0.0020 

(0.22) (0.10) (0.09) (0.03) (0.66) (0.60) (0.93) (0.87) 
sdroaw 2.0217*** 1.9034*** 2.3362*** 2. 181 0*** 2.4879*** 2.3260*** 1.6567*** 1.5484*** 

(5.45) (5.09) (5.04) (4.75) (4.98) (4.69) (4.98) (4.60) 
inv_basew -0.0032 -0.0011 -0.0067 -0.0042 -0.0197 -0.0170 -0.0191 -0.0172 

(-0.18) (-0.06) (-0.39) (-0.25) (-1.01) (-0.90) (-1.15) (-1.07) 
Constant 0.5915*** 0.7232*** 0.5052*** 0.6826*** 0.7288*** 0.9146*** 0.7799*** 0.9040*** 

(7.95) (8.07) (6.78) (8.02) (7.89) (8.75) (9.62) (9.00) 

Indus try dunm1ies Y es Y es Y es Y es Y es Y es Y es Y es 
Year dummies Y es Y es Y es Y es Y es Y es Y es Y es 

Obser vati ons 1935 1935 1935 1935 1932 1932 1922 1922 
Number offirms 416 41 65 416 416 415 415 41 1 411 
J stati stic p-value 0.1366 0. 1198 0.4523 0.4280 0.3463 0.3205 0.4832 0.4479 
R-squared 0.531 0.542 0.512 0.529 0.485 0.500 0.536 0.545 
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Note: 

Table 3.8 reports results from instrumental variables (IV) regressions of the risk measures on the social 
performance measures and controls over the period 1991-2007. The risk measures are systematic risk 
(mbetaw and mbetaffw), idiosyncratic risk (sdresCAPMw, sdresffw and sdres4ffw), total risk 
(volatilityw and dvolatilityw), and the annualized 1% VaR (avarhsw, avarrmw, avargarchw and 
avarfhsw). SP is the aggregate (composite) measure of social performance, which combine strengths 
and concerns. Str (Con) is the aggregate measure of strengths ( concerns). The explanatory variables 
are firm size (lnmkteq), the book-to-market ratio (bmw), net leverage (netlevw), the annualized return 
from the previous year's daily stock returns (retly), the leve! of liquidity (avgturnover), the liquidity 
risk (cvturnover), dispersion of analyst forecasts ( dispeps 1 w), investment (sum of capital expenditures, 
R&D expenditures, and advertising expenses, divided by total assets), expected growth in earnings 
( expgrthw), Altman's (1993) distress risk measure (zscorew), the standard deviation of return on as sets 
(sdroa5yw), and investor base (inv_basew). AU variables are defined in footnotes of Table 3.1. The IV 
regressions are estimated using the two-step efficient generalized method of moments (GMM). Wc use 
three instruments: lagged SP, the median industry SP and a dummy variable for loss firms (i.e., equals 
to one for firms with negative free cash flow in the previous year, and zero otherwise). J statistic p­
value is the p-value of the Hansen J statistic (overidentification test of all instruments) . Unreported 
industry controls are based on the Fama and French (1997) industry classification. Robust and 
clustered (by firm) t-Statistics are reported in parentheses. 

*** Significant at the 1% leve! (p<O.Ol); ** Significant at the 5% leve! (p<0.05); * Significant at the 
10% leve! (p<O.l). 

The findings reported in Table 3.8 are virtually similar to those reported in Table 3.5, 

except that the coefficient of the aggregate combined measure of social performance (SP) 

becomes insignificant when the dependent variable is the volatility measured using one-year 

daily returns. Table 3.8 shows that the aggregate combined measure of social perfonnance 

(SP) is significantly and negatively related to stock return volatility measured using five-year 

monthly returns, systematic risk and VaR. The significant and positive relation is identified 

for the aggregate measure of conceni.s (Con) with stock return volatility, idiosyncratic risk, 

systematic risk and VaR. None of the coefficients associated with the aggregate strengths 

measure (Str) is significant at conventional leve!. Therefore, we conclude that financial firms 

with higher concerns scores have higher risk regardless of how risk is measured. Thus, the 

negative impact of SP on a financial firm's risk is mainly due to concerns suggesting an 

asy1mnetric relation between SP and risk. 
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The results reported in Table 3.9 are vüiually similar to those reported in Table 3.6, once 

again reinforcing our conclusion. Specifically, Corporate Governance is significantly and 

negatively related to volatility, idiosyncratic risk, systematic risk and VaR. Product is 

significantly and negatively related to volati lity, systematic risk and VaR. Employee relations 

are significantly and negatively related to stock return volatility measured using five-year 

monthly retums, and VaR using the Risk Metric model. The other dimensions (i.e. , 

Community, Diversity, Environment, and Human Rights) are not significantly related to a 

financial firm's risk, except for Diversity which remains significantly and positively related 

to idiosyncratic risk. 
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Table 3.9: Instrumental variables regressions between the risk measures and the social performance 

dimensions 

Total risk ldiosyncratic risk Systematic risk 
Volati li tyw dvolatili tyw sdresCAPMw sdres ft\v sdres4ft\v mbetaw mbetaffw 

ave_ com 0.0140 -0.0164 -0.01 79 -0.0183 -0.0170 -0.0547 0.0167 
(0.53) (-0.65) (-0.72) (-0.71) (-0.66) (-0 .39) (0.1 3} 

ave_div 0.0106 0.0298* 0.0389*** 0.0399*** 0.0387*** -0.0322 -0.0201 
(0.52) (1.94) (2.63) (2.72) (2.64) (-0.30) (-0.21) 

ave_emp -0.0657** -0.0390* -0.0329* -0.0301 -0.0293 -0. 1881 -0.2175 
(-2. 10) (-1.87) (-1.69) (-1. 56) (-1.52) (-1.03) (-1 .28) 

ave_env 0.0181 -0.0227 0.0382 0.0405 0.0385 -1.1676 -1 .5530* 

(0.17) (-0.15) (0.28) (0.30) (0.29) (-1.49) (-1 .92) 
ave_non -0. 1050 -0.0126 0.0265 0.0264 0.0241 -0.5008 -0.2400 

(-1.53) (-0.29) (0.69) (0.71) (0.65) (-1.24) (-0.78) 
ave_ pro -0.0557** -0.0404* -0.0219 -0.0251 -0.0261 -0.4504*** -0.2917** 

(-2.47) (-1.94) (-1.09) (-1.26) (-1.32) (-3. 16) (-2.28) 

ave_oth -0.0896** -0.0729*** -0.0727*** -0.0722*** -0.0734*** -0.5730*** -0.4144** 
(-2.34) (-2.84) (-3.14) (-3 .1 2) (-3 .19) (-2.92) (-2.17) 

lnmkteq -0.0222*** -0.0206*** -0.0229*** -0.0221*** -0.0225*** -0.0149 0.0392** 
(-5.75) (-5.38) (-6.12) (-6.02) (-6.07) (-0.76) (2. 16) 

bmw 0.0369** 0.0365*** 0.0343*** 0.0302** 0.0268** 0.3243*** 0.3055*** 
(2.49) (3.00) (2.88) (2.56) (2.25) (4.00) (4.05) 

netl evw -0.0251 -0.0011 0.0092 0.0083 0.0078 -0.2437** -0.1775* 
(-1.1 5) (-0.07) (0.64) (0.58) (0.55) (-2.03) (-1.66) 

r etly 0.0418*** -0.0353*** -0.0337*** -0.0309*** -0.0285** 0.0720 0.0208 
(3.29) (-3.12) (-2.84) (-2.64) (-2.43) (1. 23) (0.35) 

avg turnover 9.4184*** 9.4145*** 9.9301*** 9.9349*** 9.8504*** 26.71 04*** 18.0746*** 
(9.59) (13.55} (13.33) (13.43) (13.44) (5.35) (3.98) 

cvturnover 0.0004 0.0406*** 0.0535*** 0.0548*** 0.0547*** -0.0082 -0.0557 
(0.06) (4.85) (5.93) (5.96) (5.99) (-0.21) (-1.38) 

di speps l w -0.0699*** -0.011 8 -0.0089 -0.0083 -0.0123 -0.2676*** -0.1346 
(-3.44) (-0.73) (-0.52) (-0.48) (-0.71) (-3.09) (-1.61) 

investment 0.8167*** 0.4072*** 0.3948*** 0.3939*** 0.3928*** 2. 1123* 1.8869* 
(3.44) (3.07) (3.1 9) (3.26) (3.29) (1.68) (1.87) 

expgr thw 0.2218*** 0. 1232*** 0. 11 51*** 0.1233*** 0. 1248*** 0.5054* 0.3345 
(3 .72) (3.16) (3.23) (3.42) (3.43) (1.87) (1.45) 

zscorew 0.0005 0.0009 0.0010 0.0010 0.0009 -0.0041 -0.0079 
(0.35) (1.15) (1 .22) (1 .1 9) (1.15) (-0.41) (-1.01) 

s droaw 0.8293*** 0.4493*** 0.4155*** 0.4095*** 0.4092*** 3.7908*** 2.2751 *** 
(3.63) (4.31) (3.96) (3.97) (3.97) (4.68) (3.41) 

inv_basew -0.0220*** -0.0133** -0 .0199*** -0.0194*** -0.0189*** -0.0048 -0.0356 
(-2.76) (-2 .35) (-3.61) (-3.56) (-3.46) (-0.09) (-0.67) 

Constant 0.2970*** 0.3765*** 0.3202*** 0.2934*** 0.2887*** 0.7205*** 0.2467 
(7.67) (10.08) (8.88) (8.33) (8.12) (3.71) (1 .37) 

Indus tr y dummies Y es Y es Y es Y es Y es Y es Y es 
Year ùunnnies Y es Y es Y es Y es Y es Y es Y es 

Observations 1954 1954 1954 1954 1954 1954 1954 
Number offirms 428 428 428 428 428 428 428 
J statistic p-value 0.7458 0.7167 0.5605 0.6345 0.5537 0.4480 0.2039 
R-squared 0.533 0.689 0.690 0.672 0.666 0.424 0.333 



20 1 
Table 3.9 (Continued): Instrumental variables regressions between the risk measures and the social 

performance dimensions 

Panel D: VaR measures 
avm·hs avarrm avar garch avadh s 

ave_com 0.0167 0.0857 0.0319 0.0132 
(0.25) (1.24) (0.41) (0 .19) 

ave div 0.0127 -0.0161 0.0066 0.0109 
(0.29) (-0.36) (0. 13) (0 .22) 

ave_cmp -0.1201* -0.1586** -0.1282* -0.0290 
(-1 .87) (-2.49) (-1.79) (-0.46) 

ave_ env -0.1263 0.0862 0.2503 -0.3212 
(-0.40) (0.26) (0. 75) (-0.89) 

ave_ non -0.1459 -0.2099 -0.3095* -0.0680 
(-1.12) (-1 .35) (-1.69) (-0.55) 

ave_ pt·o -0.1668*** -0.1146* -0.1296** -0.1551 ** 
(-2 .91) (-1.89) (-1.98) (-2.59) 

ave_oth -0. 1663** -0.2480** -0.2861** -0.1661 ** 
(-2.02) (-2.41) (-2.54) (-2.08) 

lnmkteq -0.0538*** -0.0430*** -0.0624*** -0.0616*** 
(-5.01) (-4.07) (-4.89) (-5.33) 

bmw 0.0845** 0.0231 0.0389 0.0818** 
(2.31) (0. 71) (1.09) (2.33) 

netlevw -0.0171 -0.0857* -0.0838 0 .0266 
(-0 .37) (-1.68) (-1.44) (0.55) 

retly 0.1247*** 0.1510*** 0.1665*** -0.0151 
(3.34) (4.79) (4.88) (-0.51) 

avgtur nover 19.1 151*** 16.6372*** 16.8278*** 21.6307*** 
(8.28) (7.82) (6.91) (8.23) 

cvturnover 0.0251 0.0082 0.0311 0.0513*** 
(1 .32) (0.40) (1.21) (2.62) 

di spepslw -0.1409*** -0.1736*** -0.1649*** -0.1402*** 
(-3 .37) (-3.86) (-3.30) (-3.52) 

investment 1.2373*** 1.3352*** 1.6361*** 1.2181 *** 
(2.78) (3.07) (3.09) (2.94) 

expgrthw 0.4275*** 0.4 711 *** 0.5142*** 0.3214*** 
(3.27) (3.42) (3.29) (2.87) 

zscorew 0.0009 -0.0007 0.0021 0.0029 
(0.39) (-0.23) (0.60) (1 .24) 

sdroaw 1.8885*** 2.2004*** 2.3550*** 1.5293*** 
(5. 11) (4. 76) (4.68) (4.82) 

inv_basew -0.0032 -0.0078 -0.0232 -0.0206 
(-0.19) (-0.45) (-1.20) (-1 .28) 

Constant 0.7802*** 0.7092*** 0.9620*** 0.9541 *** 
(7.62) (7.08) (7.87) (8.64) 

Indus try dummies Y es Y es Y es Y es 
Year dummies Y es Y es Y es Y es 

Obset·vations 1921 1921 1919 1909 
Number offirms 415 415 414 41 0 
J statistic p-value 0.2347 0.5127 0.4164 0.7045 
R-sguared 0.537 0.513 0.484 0.552 
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Note: 

Table 3.9 reports results from instrumental variables (IV) regressions of the risk measures on the 
individual dimensions of SP and controls over the period 1991 - 2007. The risk measures are 
systematic risk (mbetaw and mbetaffw), idiosyncratic risk (sdresCAPMw, sdresffw and 
sdres4ffw), total risk (volatilityw and dvolatilityw), and the annualized 1% VaR (avarhsw, 
avarrmw, avargarchw and avarfhsw). The individual dimensions of SP are Community relations 
(ave_com), Diversity (ave_div), Employee relations (ave_emp), Environmental performance 
(ave_env), Human Rights (ave_non), Product (ave_pro), and C01-porate Governance (ave_oth), 
respectively. The explanatory variables are firm size (lnmkteq), the book-to-market ratio (bmw), 
net leverage (nctlevw), the annualized retum from the previous year's daily stock returns (ret1y), 
the level of liquidity (avgtumover), the liquidity risk ( cvturnover), dispersion of analyst forecasts 
( dispeps 1 w), investment (sum of capital expenditures, R&D expenditures, and advertising 
expenses, divided by total assets), expected growth in earnings (expgrthw), Altman's (1993) 
distress risk measure (zscorew), the standard deviation of retum on assets (sdroa5yw), and 
investor base (in v_ basew). All variables are defined in footnotes of Table 3.1. The IV 
regressions are estimated using the two-step efficient generalized method of moments (GMM). 
We use three instruments: lagged values of the individual dimensions of SP, the median industry 
SP and a dummy variable for Joss firms (i.e., equals to one for firms with negative free cash flow 
in the previous year, and zero otherwise). J statistic p-value is the p-value of the Hansen J 
statistic ( overidentification test of ali instruments). Unreported industry con trois are based on the 
Fama and French (1997) industry classification. Robust and clustered (by firm) t-Statistics are 
reported in parentheses. 

*** Significant at the 1% leve! (p<0.01); ** Significant at the 5% leve! (p<O.OS); * Significant at 
the 10% leve! (p<0.1). 
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Table 3.10: Instrumental variables regressions between the risk measures and the strengths and 

concerns of social performance dimensions 

Tota l r isk ldiosyncratic r isk System at ic ri sk 
Volati li tyw dvolati li t:yw sdrcsCAPMw sdrcs tfw sdrcs4ffw mbctaw mbctaffw 

avcstr_com -0 .0313 -0.0241 -0.0299 -0.0253 -0.0245 -0.4418** -0.2221 
(-1.02) (-0.91) (-1. 13) (-0.96) (-0.95) (-2.47) (-1.29) 

avecon_com -0 .0714 0.0421 0.0253 0.0342 0.0308 -0.5546** -0.5003** 
(-1 .62) (0.98) (0.60) (0. 79) (0.71) (-2.48) (-2.28) 

avcstr _div 0.0108 0.0295 0.0417* 0.0392* 0.0398* -0.0074 -0. 1517 
(0.29) (1.19) (1.83) (1.75) (1.79) (-0.04) (-0 .83) 

avccon_div -0.0103 -0.0263 -0.0350* -0.0348* -0.0316* 0.0166 -0.0886 
(-0.42) (-1.35) (-1.91) (-1.91) (-1.73) (0.12) (-0 .66) 

avcstr_cmp 0.0354 -0.0054 -0.0037 -0.0021 -0.0043 0.4276* 0.2536 
(0.90) (-0.18) (-0.13) (-0.08) (-0.16) (1.72) (1.15) 

avccon_cmp 0. 1623*** 0.0707** 0.0562* 0.0535* 0.0492* 0 .7886*** 0.6916** 
(3.09) (2.30) (1.89) (1.84) (1.69) (2.79) (2.58) 

avestr_cnv -0. 1838 -0.2286 -0. 1369 -0.1263 -0. 1201 -1 .3262 -1.5898* 
(-1.45) (-1.54) (-0.94) (-0.89) (-0.83) (-1.65) (-1.93) 

avccon_cnv -0. 1857 -0.1242 -0. 1734 -0. 1663 -0.1600 1.0090 1.4700 
(-1 .47) (-0.74) (-1 .16) (-1 .13) (-1 .08) (0.87) (1.48) 

avccon_ non 0.1283 0.0231 -0.0302 -0.0356 -0.0344 0.6011 0.2213 
(1.47) (0.44) (-0.60) (-0.72) (-0.70) (1.39) (0.59) 

avcs tr_pro 0. 1221* 0. 11 06* 0.1 104** 0.0972* 0.0897* 0 .5759 0.5936* 
(1.92) (1.71) (2. 16) (1.94) (1.84) (1 .60) (1.72) 

avecon_pro 0 .0869*** 0.0602*** 0.0413* 0.0447** 0.0446** 0.6355*** 0.4729*** 
(3.20) (2.69) (1.88) (2.05) (2.06) (3.80) (3.16) 

avcstr_otlt 0.0023 -0.0283 -0.0424 -0.0364 -0.0308 -0. 1706 -0.0528 
(0.03) (-0.60) (-0.94) (-0.81) (-0.69) (-0.55) (-0. 15) 

avccon_orh 0. 1555*** 0.1 1 08*** 0.0974*** 0 .0988*** 0.1 011*** 0 .8627*** 0 .7048*** 
(2.95) (3. 11 ) (2.96) (3.02) (3.10) (3.06) (2.65) 

lnmktcq -0.0281*** -0.0249*** -0 .0258*** -0.0252*** -0.0255*** -0.0429** 0.0178 
(-6.50) (-5.78) (-6.33) (-6.29) (-6.30) (-2.01) (0.89) 

bmw 0.0329** 0.0321*** 0.0313*** 0.0273** 0.0240** 0.3145*** 0.3058*** 
(2.24) (2.59) (2.59) (2.29) (2.01) (3.89) (4.00) 

nctl cvw -0.0315 -0.0077 0.0033 0.0048 0.0041 -0.2856*** -0. 1831* 
(-1 .53) (-0.54) (0.26) (0.39) (0.34) (-2.65) (-1.88) 

r ctl y 0.0409*** -0.0340*** -0.0307*** -0.0296*** -0.0271** 0.0672 0.0215 
(3.29) (-3.01) (-2.65) (-2.62) (-2.39) (1.19) (0.37) 

a>-gtur novcr 9.3805*** 9.4079*** 9.9732*** 9.9302*** 9.8637*** 26.6657*** 17.8726*** 
(9.59) (13.84) (13.60) (13.62) (13.62) (5.43) (3.93) 

cvturnuvcr -0.001 1 0.0395*** 0 .0521*** 0.0544*** 0.0543*** -0.0198 -0.0671* 
(-0.17) (4.77) (5.86) (6.00) (6.02) (-0.50) (-1 .66) 

dispcps t w -0.0746*** -0.0179 -0.0132 -0.0120 -0.0155 -0.2792*** -0.1391* 
(-3.61) (-1.12) (-0.75) (-0.68) (-0.88) (-3.17) (-1.66) 

invcstmcnt O. 7821*** 0.3860*** 0.3752*** 0.3754*** 0.3767*** 1.9715* 1.81 07* 
(3.71) (3.31) (3.29) (3.40) (3.46) (1.74) (1.91) 

cxpgr thw 0.2092*** 0.1205*** o. 1128*** 0. 1184*** O. 1190*** 0.4462* 0.2818 
(3.76) (3.29) (3.32) (3.47) (3.46) (1.81) (1.30) 

zscorcw 0.0003 0.0006 0.0008 0.0009 0.0008 -0.0065 -0.0078 
(0.21) (0.87) (1.05) (1.21) (1.16) (-0.66) (-1.00) 

sdroaw o. 7451*** 0.3982*** 0.3762*** 0.3686*** 0.3634*** 3.2718*** 1.8834*** 
(3.49) (3.97) (3.79) (3.79) (3.72) (4.26) (2.88) 

inv_basew -0.0218*** -0.0144** -0.0212*** -0.0202*** -0.0196*** -0.0065 -0.0285 
(-2.79) (-2.39) (-3.67) (-3.54) (-3.45) (-0.13) (-0 .58) 

Constant 0.3351*** 0.4057*** 0 .3405*** 0.3137*** 0.3074*** 0.9155*** 0.4063** 
(8.14) (9.93) (8.85) (8.28) (8.05) (4.37) (2.06) 

Indus try dummics Y cs Y cs Y cs Y cs Y cs Y cs Y cs 
Ycar dummi cs Y cs Y cs Y cs Y cs Y cs Y cs Y cs 

Obs crvat:ions 1954 1954 1954 1954 1954 1954 1954 
Numbcr offirms 428 428 428 428 428 428 428 
J srat:istic p-val uc 0.9572 0.7845 0.7487 0.9623 0.8579 0.8123 0.1314 
R-squar cd 0.546 0.699 0.696 0.680 0.673 0.444 0.347 
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Table 3.10 (Continued): Instrumental variables regressions between the risk measures and the strengths and 
concerns of social performance dimensions 

Panel D : VaR measures 
avarhs avarrm avargarch ava r·nlS 

avcs tr_co m -0.0409 -0.0031 -0 .0459 -0.0476 
(-0.57) (-0.04) (-0 .56) (-0.60) 

avccon_corn -0.0733 -0.1 835* -0.0924 -0 .0411 
(-0 .66) (-1 .86) (-0 .73) (-0.37) 

avcstr _ div -0.0200 -0.0478 -0.0312 0 .0333 
(-0.27) (-0.65) (-0.38) (0.42) 

avcco n_ div -0.0163 0 .0064 -0.01 13 0 .0141 
(-0.28) (0 .11) (-0.17) (0.22) 

avcstr_cmp -0.0338 0.0220 0.0267 -0.0459 
(-0 .41 ) (0.24) (0.26) (-0.50) 

avccon_ cmp 0.2133** 0.3576*** 0.3006** 0 .0 195 
(2.14) (3 .27) (2.46) (0.21) 

avcstr_c nv -0.5473 -0.0836 -0.1221 -0 .8 11 3** 
(-1.42) (-0.18) (-0.26) (-2.07) 

avcco n_cn v -0.2261 -0.0788 -0.4323 -0.21 36 
(-0.37) (-0.11) (-0.63) (-0.32) 

avccon_non 0.1049 0.2269 0.3644 0.0453 
(0.64) (1.12) (1.54) (0.33) 

avcstr_pro 0.313 1** 0.4395** 0.4562** 0.2635 
(2 .03) (2.48) (2.35) (1.48) 

avccon_pro 0.2471*** 0.2025*** 0 .2199*** 0.2171*** 
(3.55) (2.87) (2.91) (3.15) 

avcs tr_o th -0.041 5 -0.0834 -0.1398 0.0026 
(-0.33) (-0.60) (-0.84) (0.02) 

avccon_ oth 0.2880** 0 .3926*** 0.4216*** 0 .2850** 
(2.53) (2 .77) (2 .73) (2.40) 

lnmktcq -0.0641 *** -0.0568*** -0.0764*** -0.0707*** 
(-5.36) (-4.75) (-5.37) (-5.48) 

bmw 0.0773** 0.0126 0.0285 0.0810** 
(2.08) (0.39) (0.80) (2.26) 

nctlcvw -0.0311 -0.0995** -0.1 015** 0.0123 
(-0.74) (-2 .28) (-1.99) (0.28) 

rctly 0.1220*** 0.1470*** 0 .1 620*** -0.0146 
(3.33) (4.69) (4 .75) (-0.49) 

avgturnovcr 19.0681*** 16.5544*** 16.7391*** 2 1.6627*** 
(8 .35) (7.69) (6.80) (8.39) 

cvturnovcr 0.0227 0.0059 0 .0286 0 .0455** 
(1.19) (0 .30) (1 .13) (2 .39) 

dispcpslw -0.1504*** -0 .1 852*** -0 .1798*** -0. 1473*** 
(-3 .60) (-4.00) (-3.50) (-3.67) 

invcstn1c nt 1.1692*** 1.2596*** 1.5576*** 1.1832*** 
(2.92) (3.37) (3.31) (3 .14) 

cxpgrthw 0.4149*** 0.4456*** 0.4869*** 0.3034*** 
(3.31) (3.49) (3.34) (2 .87) 

zscorcw 0.0008 -0.0010 0 .0017 0.0028 
(0 .36) (-0.37) (0.49) (1.34) 

sdroaw 1.7170*** 1.9552*** 2 .1 054*** 1.3959*** 
(4 .73) (4.42) (4.32) (4.41) 

inv_ bascw -0.0062 -0.0084 -0.0250 -0 .0240 
(-0.33) (-0.43) (-1.15) (-1.35) 

Constant 0 .8561*** 0.8035*** 1.0606*** 1.0199*** 
(7.71) (7.30) (7 .97) (8.56) 

lnd ustry dununics Y es Y es Y es Y cs 
Y car dumm ics Y es Y es Y es Y es 

Observations 192 1 1921 1919 1909 
Nun1bcr of tïrms 415 415 414 410 
J statist ic p-valu c 0.4456 0.8490 0.6795 0 .9094 
R-sguarcd 0.547 0.529 0.498 0 .561 



205 

Note: 

Table 3.10 reports results from instrumental variables (IV) regressions of the risk measures on the 
strengths and concems of the individual dimensions of SP and controls over the period 1991 - 2007. 
The risk measures are systematic risk (mbetaw and mbetaffw), idiosyncratic risk (sdresCAPMw, 
sdresffw and sdres4ffw), total risk (volatilityw and dvolatilityw), and the annualized 1% VaR 
(avarhsw, avarrmw, avargarchw and avarfhsw). The strengths and concerns of the individual 
dimensions of SP are Community strengths (avestr_com), Community concerns (avecon_com), 
Diversity strengths (avestr_div), Diversity concerns (avecon_div), Employee strengths (avestr_emp), 
Employee concerns (avecon_emp), Environment strengths (avestr_env), Environment concerns 
(avecon_env) , Human Rights concerns (avecon_non), Product strengths (avestr_pro), Product concerns 
( avecon _pro), Corporate Govemance strengths ( avestr_ oth), and Corporate Go v emance concerns 
(avecon_oth), respectively. Human Rights strengths (avestr_non) are excluded. The explanatory 
variables are firm size (lnrnkteq), the book-to-market ratio (bmw), net leverage (netlevw), the 
annualized retmn from the previous year's daily stock returns (retly), the leve! of liquidity 
(avgturnover), the liquidity risk (cvturnover), dispersion of analyst forecasts (dispeps1 w), investment 
(sum of capital expenditures, R&D expenditures, and advertising expenses, divided by total assets), 
expected growth in earnings (expgrthw), Altman's (1993) distress risk measure (zscorew), the standard 
deviation of retum on assets (sdroa5yw), and investor base (in v_ basew). Ali variables are defined in 
footnotes of Table 3.1. The IV regressions are estimated using the two-step efficient generalized 
method of moments (GMM). We use three instruments: lagged values of the strengths and concerns of 
the individual dimensions of SP, the median industry SP and a dummy variable for loss firms (i.e., 
equals to one for firms with negative free cash flow in the previous year, and zero otherwise). 
J statistic p-value is the p-value of the Hansen J statistic ( overidentification test of ali instruments). 
Unreported industry controls are based on the Fama and French (1997) industry classification. Robust 
and clustered (by finn) t-Statistics are reported in parentheses. 

*** Significant at the 1% leve! (p<O.Ol); ** Significant at the 5% leve! (p<O.OS); * Significant at the 
10% leve! (p<O.l). 

Except for Comrnunity concems which now become significantly and negatively related 

to systematic risk, which is contrat-y to om expectations, the results reported in Table 3.10 are 

similar to those reported in Table 3.7. In particular, the impact on the finn's risk of Employee 

relations, Product and Corporate Govemance remains after controlling for endogeneity. 

Employee, Product and Corporate Govemance concems remain significantly and positively 

related to total risk, idiosyncratic risk, systematic risk, and the VaR in all specifications. Note 

that the relation between Employee concems and idiosyncratic risk now becomes marginally 

significant (at 10% leve!). Product strengths are significantly and positively related to the 

VaR. 
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W e retine our conclusion about the impact of strengths and concerns of SP dimensions 

separately after correcting for endogeneity as follow. First, Employee, Product and Corporate 

Governance concems positively affect total risk, idiosyncratic risk, systematic risk, and the 

Value at Risk (VaR). Second, Product strengths positively affect the VaR. Third, the other SP 

dimensions (i.e. , Community, Diversity, Enviromnent, and Human Rights) have no 

systematically significant impact on total risk or the VaR measures. 

3.5.5.2. Regressions by industry: banks, insurance and trading firms 

Table 3.11 reports the results of the regressions between the risk mcasures and the 

aggregate measures of social performance for banks, in surance and trading firms. 85 The result 

shows that social performance affects the risk of banks and trading firms, but not insurance 

firms. For trading firms , the aggregate combined measure of social performance (SP) is 

significantly and negatively related to volatility, systematic risk and VaR. The aggregate 

measure of concerns (Con) is significantly and positively related to volatility, idiosyncratic 

risk, systematic risk and VaR. None of the coefficients associated with the aggregate 

strengths measure (Str) is significant. Thus, social performance in aggregate is negatively 

related to a trading firm's risk mainly due to concerns. For banks, none of the coefficients 

associated with the aggregate combined measure of social performance (SP) is significant. 

However, the aggregate measme of concerns (Con) is significantly and positively related to 

volatility, idiosyncratic risk and VaR. The aggregate strengths measure (Str) is also 

significantly and positively related to volatility and idiosyncratic risk. Thus, both aggregate 

strengths and concems positively affect a bank's risk. 

85 We can not examine Real Estate because there are only 40 firm-year observations, as noted earlier. 
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Table 3.11 (Continued): Relation between the risk measures and the aggregate measures of social 
performance by industry 

Pane l D· Va R measures 
ava rhs avarhs avarrm ava rrm ava rga rch avarga rch ava rfl1 s ~1Va rtl1 s 

Ban king 

SP -0.1395 -0.1082 -0.2094 -0.1640 
(-1. 12) (-0.84) (-1.29) (-1.28) 

Str 0.2985' 0.2837' 0.3012 0.4311" 
(1.82) (1.89) (1.40) (2.34) 

Con 0.4713' " 0.4072'' 0.5925' " 0.6115'" 
(3.38) (2.55) (2.94) (4.54) 

Observations 1571 1571 1571 1571 1546 1546 1544 1544 
R-sq uared 0.540 0.548 0.477 0.484 0.299 0.304 0.484 0.496 

lnsurance 

SP -0.3135 -0.1325 -0.1627 -0.2429 
(-140) (-0.80) (-0.66) (-1.15) 

Str 0.0009 -0.0026 -0.0509 0.1128 
(0.00) (-0.01) (-0.17) (0.34) 

Con 0.5149' 0.2181 0.2315 0.4780' 
(1.75) (0.95) (0 .60) (1.68) 

Observations 841 841 841 841 837 837 829 829 
R-squared 0.599 0.601 0.587 0.587 0.343 0.343 0.609 0.611 

Tradi ng 

SP -0.6060" -1.0641"' -1.1166'" -0.4253 
(-2.20) (-3.38) (-3.23) (-1 .61) 

Str 0.3655 0.3625 0.4029 0.5171 
(0 .93) (0.77) (0.78) (1.25) 

Co n 0.8495'" 1.4280'" 1.5034'" 0.6599" 
(3 .09) (4.55) (4.40) (2 .56) 

Observations 698 698 698 698 698 698 695 695 
R-squared 0.572 0.583 0.571 0.587 0.570 0.585 0.571 0.584 

Control va riables Y es Y es Y es Y es Y es Y es Y es Y es 
Y ca r dummfes Y es Y es Y es Y es Y es Y es Y es Y es 

Note: 
Table 3.11 reports results from OLS regressions of the risk measures on the social performance 
measures and controls over the period 1991-2007 for tluee industries: Banking, Insurance and 
Trading. The risk measures are systematic risk (mbetaw and mbetaffw), idiosyncratic risk 
(sdresCAPMw, sdresffw and sdres4ffw), total risk (volatilityw and dvolatilityw), and the 
annualized 1% VaR (avarhsw, avarrmw, avargarchw and avarfhsw) . SP is the aggregate 
(composite) measure of social performance, which combine strengths and concerns. Str (Con) is the 
aggregate measure of strengths ( concerns ). The explanatory variab les are finn size (lnrnkteq), the 
book-to-market ratio (bmw), net leverage (netlevw), the annualized return from the previous year's 
daily stock returns (retly), the leve! of liquidity (avgturnover), the liquidity risk (cvturnover), 
dispersion of analyst forecasts ( dispeps1 w), investment (sum of capital expenditures, R&D 
expenditures, and advertising expenses, divided by total assets), expected growth in earnings 
( expgrthw), Altman's (1993) di stress risk measure (zscorew), the standard deviation of return on 
assets (sdroa5yw), and investor base (in v_ basew). Ail variables are defined in footnotes of Table 
3. 1. Robust and clustered (by firm) t-Statistics are reported in paJentheses. 
*** Significant at the 1% leve! (p<O.Ol); ** Significant at the 5% leve! (p<0.05); * Significant at 
the 10% leve! (p<O.l) . 
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3.5.5.3. Alternative Model Specifications 

We perform additional robustness checks in order to examine the sensitivity of our results 

to altemative model specifications. First, the Altman (1993) distress risk measure (zscorew) 

can be criticized by arguing that this measure is designed primarily for industrial finns and 

not for financial firms. Therefore, we use investment grade rating (i .e., S&P long-term debt 

rating) as an altemative proxy for default risk instead of the Zscore. lnves tment grade rating 

is computed as a dummy variable equal to one if the S&P debt rating is BB+ or less (i.e ., junk 

bonds) and equal to zero otherwise (i .e., investment grade debt). Investment grade is expected 

to be positively related to the risk measures. Second, we use the Amihud illiquidity measure 

as an altemative measure of the level of liquidity. The illiquidity measure is computed as in 

Amihud (2002). Third, we use the cross-sectional standard deviation of the long-term growth 

in eamings forecasts (displtg) from VB/E/S as an altemative measure of the dispersion of 

analyst forecasts instead of the cross-sectional standard deviation of the one-year-ahead 

earnings forecasts (dispepslw). Fourth, we include in our regressions the percentage absolute 

forecast enor as an additional measure of cash flow risk. Forecast error is measured as the 

difference between the one-year ahead median eamings forecast and the actual eamings 

divided by the stock priee. Finally, we also include in our regressions the free cash flow to 

equity (orto the fi1m) to control for profitability. 86 Overall, the untabulated results from these 

altemative model specifications are not materially different from those rep01ted in this paper 

and our main conclusion remains unchanged. 87 

86 
The free cash flow to equity is measured as net income plus depreciation minus capital expenditmes 

minus changes in non cash working capital minus net debt issues minus preferred dividends. The free 
cash flow to the firm is measured as EBIT minus tax paid plus depreciation minus capital expenditures 
minus changes in non cash working capital. 
87 Results are available from the authors upon request. 
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3.6. Conclusion 

This paper examines the impact of social performance (SP) on a financial firm's risk. We 

use various measures of SP and four market-based measures of risk: total , idiosyncratic, 

systematic and Value at Risk (VaR). We examine this impact using a sample of 4132 

financial firm-year observations covering the time period from 1991 to 2007 and employing 

alternative estimation methodologies. 

Severa! important conclusions can be drawn from our analysis. First, the aggregate 

combined measure of SP is significantly and negatively related to stock retum volatility, 

systematic risk and VaR. The aggregate measure of concems is significantly and positively 

related to ali risk measures. Therefore, we conclude that financial firms with higher concems 

scores have higher risk regardless of how risk is measured. Thus, the negative impact of SP 

on a financial firm's risk is mainly due to concems suggesting an asymmetric relation 

between SP and risk. 

Second, only sorne SP dimensions significantly affect a financial finn's risk. In 

particular, Employee relations, Product and Corporate Governance significantly and 

negatively affect a financial firm's risk as measured by stock retwn volatility and VaR. 

Mm·eover, Corporate Governance is negatively related to idiosyncratic and systematic risks, 

and Product is negatively related to systematic risk. Third, Employee, Product and Corporate 

Governance concems positively affect total risk, idiosyncratic risk, systematic risk, and the 

Value at Risk (VaR), whereas Product strengths positively affect the VaR. 

Fourth, additional analysis by subsamples shows that social performance affects the risk 

of banks and trading firms, but not insurance firms. In particular, social performance in the 

aggregate is negatively related to a trading firm's risk mainly due to concems. For banks, the 

aggregate measure of concems is significantly and positively related to volatility, 

idiosyncratic risk and VaR. The aggregate strengths measure is also significantly and 

positively related to volatility and idiosyncratic risk. Thus, both aggregate strengths and 

concems positively affect a bank's risk. 
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Our findings regarding the positive impact on a financial firm's risk of Employee, 

Product and Corporate Governance concerns are consistent with the stakeholder the01·y and 

its risk management argument of social risks, the Metion (1987) argument on investor 

recognition or the size of a firm's investor base, and models of investor preferences (e.g., . 

Heinkel et al., 2001; Bamea et al., 2005; Mackey et al., 2007). They are also consistent with 

the results ofprevious studies (e.g., Frooman, 1997; Godfrey et al., 2009; Oikonomou et al., 

2012; Goss and Robetis, 2011) suggesting that the impact of concerns on finn risk is more 

important than the impact of strengths. As argued by sorne authors (e.g., Lankoski, 2009), 

avoiding or reducing concerns and not undertaking or having strengths seem to be of higher 

priority for stakeholders. Thus, concerns are weighted more heavily than strengths by 

investors. 

Our findings re garding the positive impact on a financial firm' s risk of Product strengths 

might be explained by the managerial opportunism hypothesis which draws on agency the01·y 

and suggests that managers make over-investment in SP (i.e., undertaking strengths) for their 

private benefit (i.e., to improve their own reputation and job secmity), even at the expense of 

shareholders (Barnea and Rubin, 201 0; Ces pa and Cestone, 2007). This agency costs can be 

viewed as a costly diversion of scarce resources, which increases risk. Another potential 

explanation is that the stock market does not fully value intangibles (e.g., Edmans, 2011). 

Our results could be interesting at severallevels . For investors and financia l analysts, our 

results suggest that concerns should be included as significant extra financial risk in the 

evaluation of a bank or trading firm. Our results could also help regulators in their role as 

monitors of financial institutions. While regulators recognize that corporate governance 

issues are important, 88 our findings suggest three additional issues for futme research. First, it 

would be interesting to examine whether our results hold outside the U.S . context examined 

herein. Second, the recent financial crisis offers an opportunity to examine whether there is a 

systematic variation in the impact of SP on financial firm's risk between the pre-crisis and 

post-crisis periods . Finally, it would be interesting to investigate the impact of SP on other 

important risk sources for financial firms such as credit risk and operational risk. 

88 
Chen et al., (2006) find that stock option-based executive compensation induces risk-taking in the 

banking industry. 
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Appendix 3.1: MSCI ESG STATS (KLD)'s Strength and Concern Ratings 

Dimension Strengths Concerns 
- Charitable Giving - Investment Controversies 
- Innovative Giving -Negative Economie Impact 
-Non-US Charitable Giving - lndigenous Peoples Relations 

Community - Support for Housing - Tax Disputes 
- Support for Education - Other Concern 
- Indigenous Peoples Relations 
- Volunteer Programs 
- Other Strength 
- CEO's identity -Promotion - Controversies (e.g., fines) 
-Board ofDirectors - Work/Life Benefits -Non-Representation 
- W omen & Minority Contracting - Other Concern 

Diversity - Employment of the Disabled 
- Gay & Lesbian Policies - Other Strength 
- Union Relations -Union Relations 
- No-LayoffPolicy - Health and Safety Concern 

Employee - Cash Profit Sharing - Workforce Reductions 
Relations - Employee lnvolvement -Retirement Benefits Concern 

- Retirement Benefits Strength - Other Concern 
- Health and Safety Strength 
- Other Strength 
- Beneficiai Products and Services - Hazardous W aste 
-Pollution Prevention - Regulatory Problems 
- Recycling - Ozone Depleting Chemicals 

Environ ment - Clean Energy - Substantial Emissions 
- Communications - Agricultural Chemicals 
- Property, Plant, and Equipment - Climate Change 
- Management Systems - Other Concern 
- Other Strength 
- Quality - Product Safety 
- R&D/Innovation - Marketing/Contracting Concern 

Product - Benefits to Economically Disadvantaged -Antitrust 
- Other Strength - Other Concern 

- South Africa (1991-1994) 
- Positive Record in South Africa - Northern Ireland (1991-1994) 
(1994-1995) - Burma Concern 

Human Rights - Indigenous Peoples Relations Strength - Mexico (1995-2002) 
- Labor Rights Strength - Labor Rights Concern 
- Other Strength - Indigenous Peoples Relations 

Con cern 
- Other Concern 

- Limited Compensation - High Compensation 
- Ownership Strength - Ownership Concern 

Corporate - Transparency Strength - Accounting Concern 
Governance - Political Accountability Strength - Political Accountability Concern 

- Other Strength - Transparency Concem 
- Other Concem 
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Appendix 3.2 : Calculation of Value at Risk (VaR) 

In this appendix, the four methods used to calculate the VaR are described . 

3.2.1. Historical simulation (HS) 

Consider a sequence of rn daily past returns of security i noted as {Ri,t+l-r t~1 • The HS 

technique assumes that the distribution of tomorrow's security returns, Ri,t+ l , is well 

approximated by the empirical distribution of the past rn observations {Ri,t+l-r t
1 

• That is, 

the distribution of Ri,t+l is captured by the histogram of {Ri ,t+l-r t~1 • To compute the daily 

value at risk (VaR) with coverage rate, 1%, we sort the returns in {Ri ,t+l-r t~1 in ascending 

order and choose the VaR1°~~ 
1 to be the number such that only 1% of the observations are 

smaller than the VaR,~~ 1 • The 1-day 1% VaR is calculated as the 0.01 111 percentile of the 

sequence of past returns: 

VaR_ HS1~~ 1 = -Percentile {{Ri,t+l- r t
1 
,0.01} 

Linear interpolation is used to calculate the exact number as the VaR typically falls in 

between two observations. We choose rn = 504 which conesponds to approximately two 

years of daily past returns. 

3.2.2. RiskMetrics (RM) model 

Assuming that the mean value of daily returns of security i , Ri,t+l , is zero and that the 

innovations (i .e. , news hitting return) , z1+1 , are independently and identically normally 

distributed with mean equal to zero and variance equal to 1, we can write the daily return as : 

Ri,t+l = o-i,t+l 2 1+1' with Z 1+1 ~i.i.d.N(O,l) 

Given these assumptions, we can know the entire distribution of tomonow' s return, Ri,t+l , if 

we establish a model for forecasting tomorrow's variance, 0";
2
1+1 • JP Morgan 's RiskMetrics 
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system for market risk management has proposed a conditional vanance model where 

weights on past squared returns decline exponentially as we move backward in time. The 

RiskMetrics variance model, also called the exponential smoothing variance model, is written 

as : 

where Â = 0.94 

The forecast of tomorrow's variance, o ft+ I , can be calculated at the end of today when the 

daily return is realized. The 1-day 1% VaR is calculated as: 

T.r R RMO.O I m - I 
ra _ t+I = -O'i,t+ I x '*' 0.01 

where <1> ~~ 1 = <1> -1 (0.01) = - 2.33 , which is the 1% quantite from the standard normal 

distribution. We use a moving window sample ofm daily past returns, {Ri ,t+I- r t~1 , in order to 

compute the RiskMetrics conditional variances for any given year. The first observation is 

set equal to the unconditional variance computed over the sequence of rn daily past returns. 

We choose rn = 504 which corresponds to approximately two years of dai ly past returns. 

3.2.3. GARCH(l,l)- t(d) model 

Consider the following GARCH(l,l)- t(d) mode! with leverage: 

with Z 1+1 ---H(d) 

The innovations z /+1 follow the standardized t( d) distribution, noted as t( d), which has 

only one parameter, d. The t(d) density function is given by the following formula: 

/, (z;d)= r((d + l) / 2) (l+z2/(d-2))-(l+d) /2 
t(d ) r(d 12 )~ 1r(d- 2) ' 

where d> 2 
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where r(*) represents the gamma function. We estimate aU the parameters, {IV, a,/], B, d}, 
simuttaneousty using maximum tiketihood estimation (MLE). We use a moving sampte of rn 

daity past returns, {Ri ,t+l- r t~1 , in order to estimate the parameters and compute the daity 

conditionat variances for any given year. The first observation is set equat to the 

unconditionat variance computed over the sequence of rn daily past returns. We choose rn = 

504 which corresponds to approximatety two years of daity past returns. The 1-day 1% VaR 

is calcutated as: 

- ] 

_-1 

VaR,~~~ = -O"i ,r+l x to.o1 (d) 

where t o.o 1 ( d) is the 1% quantite of the t( d) distribution, which is equat to the quantite of 

the conventionat student's t(d) multiptied by ~(d - 2) 1 d. Thus, we have: 

G C 0.01 ( ~J - 1 VaR_ AR 'H,+I =-O"i,r+l x ~d xtooi(d) 

where ~~~ 1 (d)is the 1% quantite ofthe conventionat student 's t(d) distribution. 

3.2.4. Filtered historical simulation (FHS) 

The FHS method combines a conditionat variance modet with a historical simulation method 

for the standardized returns. Consider again the GARCH(l,l)- t(d) modet with teverage: 

R; r+l = 0'; r+l 2 r+I' , , with z,+1--H(d) 

For any given year, we estimate the parameters of the GARCH modet using the sequence of 

rn daily past returns of security i , {Ri ,t+l- r t~ 1 • We then calcutate standardized returns from 

the observed returns and from the standard deviations estimated using the GARCH modelas 

follows: 

1\ 

Zi,t+l- r =Ri t+l- r 1 (J'i t+l- r' , , for r = 1,2, ...... ,m 
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{ }

Ill 

We refer to the set of standardized returns as ; ;,r+I- r •='. At the end of day t we obtain R ;,r 

which allow us to calculatc the day t + 1 's variance, O";~r+ I, in the GARCH model. Si nee the 

variance is known, we calculate the 1-day 1% VaR using the percentile of the set of the 

standardized residuals as follows: 

V aR _ FHs,~:' = -o-,,,., Fer centile { {; .,.,_,} :_, , 0 .ül} 
We choose rn= 504 which corresponds to approximately two years of daily past returns. 
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CONCLUSION 

De nombreuses études ont examiné la relation entre la performance sociale (PS) et la 

performance financière, mais peu se sont penchées sur la relation entre PS et le risque des 

entreprises. Pourtant, certains auteurs (Starks, 2009) soutiennent que PS affecte plutôt le 

risque que le niveau des flux monétaires attendus. La présente thèse s'inscrit dans ce courant 

récent et, sur la base de plusiems arguments théoriques proposés dans la littératme, elle vise à 

contribuer à une meilleure compréhension de la relation entre la performance sociale (PS) et 

le risque des entreprises américaines et ce, durant la période 1991-2007. 

À partir d'un large panel d'entreprises non financières , le premier article examme 

différentes relations entre différentes mesures de risque et de performance sociale (PS) . Dans 

un premier temps, nos résultats montrent que la mesure agrégée de PS, qui combine les forces 

(strengths) et les faiblesses (concerns) sociales, est significativement et négativement reliée à 

la volatilité des rendements boursiers . Lorsque nous utilisons des mesures distinctes pour les 

forces et pour les faiblesses, nous constatons que des scores plus élevés tant des forces que 

des faiblesses sociales augmentent le risque total de l'entreprise. Toutefois, l'augmentation de 

la volatilité associée aux forces sociales est plus faible que celle associée aux faiblesses. Les 

autres mesures de risque utilisées montrent que cette augmentation du risque total est 

principalement due à celle du risque idiosyncratique plutôt qu'à celle du risque systématique. 

Dans un deuxième temps, en examinant la causalité inverse nos résultats montrent que les 

risques total et idiosyncratique affectent à leur tour positivement et significativement les 

forces et les faiblesses sociales. Dans un troisième temps enfin, une relation simultanée entre 

laPS et le risque a été testée et ce, en contrôlant pour les effets du coût du capital-action. Les 

résultats montrent qu'il y a une relation bidirectionnelle entre la mesure agrégée des forces 

sociales et le risque. Plus précisément, des scores élevés des forces sociales conduisent à des 

risques total et idiosyncratique élevés, et en même temps, des risques total et idiosyncratique 

élevés conduisent à des scores élevés des forces sociales. Les forces sociales affecte le risque 

de l'entreprise qui à son tour, l'affecte. Les résultats montrent aussi qu ' il y a une relation 
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unidirecti01melle entre la mesure agrégée des faiblesses sociales et le risque. Des risques total 

et idiosyncratique élevés conduisent à des scores élevés des faiblesses sociales. Autrement 

dit, les entreprises les plus risquées affichent une mauvaise PS, des faib lesses. Toutefois, nos 

résultats montrent qu'iln y a aucun effet de compensation entre les forces et les faiblesses 

sociales. 

En résumé, les résultats du premier article suggèrent que PS est reliée au risque total de 

l'entreprise principalement en raison du risque idiosyncratique. Ils suggèrent également que 

les entreprises ayant des scores plus élevés de forces et de faiblesses sociales ont un risque 

plus élevé. La relation entre les forces sociales et le risque est bidirectionnelle, alors que 

celle entre les faiblesses sociales et le risque est unidirectionnelle. Il y a aussi des preuves 

empiriques d'une relation asymétrique entre le risque de l'entreprise et PS dans laquelle 

l'impact des faiblesses sociales sur le risque est plus élevé que l'impact des forces sociales. 

Le deuxième atiicle examine la relation entre les dimensions individuelles de la 

performance sociale (PS) et les risques total et idiosyncratique pour les entreprises non 

financières . Nous avons analysé l'échantillon total, ainsi que deux sous-échantillons formés 

sur la base de l'appartenance à l'indice S&P500. Dans la première partie de notre analyse, 

nous avons utilisé des mesures des dimensions individuelles de PS, mesures qui combinent 

les forces et les faiblesses sociales pour chaque dimension. Nous avons trouvé que seulement 

cetiaines dimensions de PS affectent le risque des entreprises non financières. Pour 

l'échantillon total, seulement les dimensions de relations avec les employés et les droits 

humains affectent négativement le risque des entreprises non financières. Pour les entreprises 

du S&P500, les dimensions de relations avec les employés, la gouvernance d'entreprise et la 

communauté affectent négativement le risque, alors que l'environnement affecte 

positivement le risque. Pour les entreprises non incluses au S&P500, seulement les 

dimensions de relations avec les employés, la communauté et l'environnement affectent 

négativement le risque. Les autres dimensions (diversité, droits humains et produit) 

n'affectent pas significativement le risque pour les deux sous-échantillons. 
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Dans la deuxième partie de notre analyse, nous avons utilisé des mesures distinctes des 

forces et des faiblesses sociales et ce, pour chaque dimension. Plusieurs auteurs (par exemple, 

Mattingly et Berman, 2006) soutiennent que les forces et les faiblesses sociales sont des 

construits conceptuellement distincts et donc ne devraient pas être combinés dans les travaux 

empiriques. Pour l'échantillon total, deux principales conclusions peuvent être tirées de notre 

analyse basée sur cette distinction. Premièrement, les faiblesses sociales en matière de 

relations avec les employés, la gouvernance d'entreprise, la diversité et les droits humains 

augmentent le risque des entreprises non financières . Deuxièmement, les forces en matière de 

gouvernance d'entreprise et de diversité augmentent le risque des entreprises non financières . 

Pour les entreprises du S&PSOO, les faiblesses sociales en matière de relations avec les 

employés, la gouvernance d'entreprise et la diversité augmentent le risque, tandis que les 

forces en matière de relations avec la communauté (diversité) réduisent (augmentent) le 

risque. Pour les entreprises non incluses au S&PSOO, les faiblesses sociales en matière de 

relations avec les employés et les forces en matière de diversité augmentent le risque, tandis 

que les forces en matière d'environnement réduisent le risque. Enfin, nous avons examiné les 

liens de causalités entre d'une part, les forces et les faiblesses sociales de chaque dimension 

de PS, et d'autre pati, les risques totale et idiosyncratique. Nos résultats montrent que la 

causalité a tendance à varier selon les différentes dimensions de PS. Les différentes 

dimensions de PS n'ont pas tous le même type d'interaction avec le risque. 

Nos conclusions concernant l'impact positif sur le risque des entreprises non financières 

des faiblesses sociales en matière de relations avec les employés, la gouvernance d'entreprise 

et la diversité sont compatibles avec les arguments théoriques prédisant une relation négative 

entre PS et le risque tels que la théorie des parties prenantes et la gestion des risques sociaux 

et environnementaux. Par exemple, indépendamment de leurs préférences d'investissement, 

les investisseurs seront plus touchés par les faiblesses ( concerns) sociales qui affectent le 

niveau et le risque des flux monétaires attendus, tels que l'augmentation du risque de boycott 

et de dommages à la marque et à la réputation de l'entreprise suite à une publicité négative 

faite par les médias et les ONG. 
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Contrairement aux faiblesses, l'impact des forces sociales sur le risque n'est pas uniforme 

et dépend de la nature de la dimension individuelle de PS. Ainsi, nos résultats montrent que 

les entreprises non financières ayant des forces sociales en matière d' environnement et de 

relations avec la communauté sont perçues c01mne des investissements moins risqués , alors 

que celles ayant des forces sociales en matière de diversité sont perçues corrune des 

investissements plus risqués. Cette dernière conclusion supporte l'hypothèse d'opportunisme 

des gestionnaires dans laquelle ces derniers peuvent «surinvestim dans leurs actions de RSE, 

renforçant leurs forces sociales et ce, uniquement pour leur bénéfice privé. Ainsi, ces 

gestionnaires peuvent choisir d'améliorer leur réputation et leur image de citoyens 

socialement responsables afin de gagner le soutien des parties prenantes, et ce, même au 

détriment des actionnaires (Cespa et Cestone, 2007; Barnea et Rubin, 2010). Les impacts 

différents des forces sociales sur le risque des entreprises non financières pourraient être 

attribuables au fait qu'investisseurs et analystes financiers ne s'entendent ni sur la valeur des 

forces sociales ni sur leurs impacts sur le niveau et le risque des flux monétaires attendus 

(Ioannou et Serafeim, 2010; Edmans, 2011). 

Le troisième article examine la relation entre la performance sociale et le risque en se 

concentrant uniquement sur les firmes financières. Pour atteindre notre objectif, nous 

considérons diverses mesures de PS, tant au niveau global qu'au niveau de 

composantes/dimensions particulières de celle-ci et diverses mesures de risque dont le risque 

total, ses deux composantes systématique et idiosyncratique, ainsi qu'une mesure de risque 

de perte, à savoir la Valeur à Risque (VaR). Afin d 'examiner la relation entre PS et le risque, 

nous avons effectué deux types d'analyses. En premier lieu, nous avons examiné l ' impact des 

mesures agrégées de PS, qui combinent plusieurs dimensions, sur les mesures de risque des 

entreprises financières . En deuxième lieu, nous avons examiné l' impact des dimensions 

individuelles de PS sur les mesures de risque des entreprises financières. 

Plusieurs conclusions importantes peuvent être tirées de nos analyses. Premièrement, la 

mesure agrégée de PS, qui agrège les forces et les faiblesses sociales, est négativement ryliée 

à la volatilité des rendements boursiers, au risque systématique et à la VaR. La mesure 

agrégée des faiblesses uniquement est positivement reliée à toutes les mesures de risque. 

Toutefois, La mesure agrégée des forces n 'affecte pas significativement les mesures de 
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risque. Par conséquent, nous concluons que les entreprises financières ayant des scores plus 

élevés au niveau des faiblesses sociales affichent un risque plus élevé. 

Nous pouvons en déduire que l'impact négatif de la mesure agrégée de PS sur le risque 

d'une entreprise financière est principalement dû à des faiblesses sociales, ce qui suggère une 

relation asymétrique entre PS et le risque. Nos résultats concernant l'impact positif sur le 

risque des entreprises financières des faiblesses sociales sont compatibles avec les arguments 

théoriques prédisant une relation négative entre PS et le risque (par exemple, Heinkel et al., 

2001; Barnea et al. , 2005; Mackey et al., 2007). Ils sont également compatibles avec les 

résultats des études précédentes (par exemple, Frooman, 1997; Godfrey et al., 2009; 

Oikonomou et al., 2012; Goss et Roberts, 2011) suggérant que l'impact des faiblesses 

sociales sur le risque est plus important que l'impact des forces sociales. Certains auteurs 

(par exemple, Lankoski, 2009) soutiennent que la plus grande priorité pour les parties 

prenantes semblent être que l'entreprise devrait éviter ou réduire ses faiblesses sociales et non 

pas entreprendre ou avoir des forces sociales. Ainsi, les investisseurs semblent donner plus de 

poids pour les faiblesses sociales relativement aux forces sociales. 

Deuxièmement, en affinant la mesure de PS nous constatons que seules certaines 

dimensions de PS affectent le risque des entreprises financières. Ainsi, les faiblesses sociales 

en matière de relations avec les employés, de produit et de la gouvernance d'entreprise 

augmentent toutes les mesures de risque des entreprises financières . Par contre, excluant les 

forces au niveau de la dimension «produit» qui accroit la VaR, aucune des autres forces 

sociales n ' a d'impact sur le risque. Finalement, en distinguant les différentes catégories de 

firrnes financières, à savoir les banques, les firmes d ' investissement et les compagnies 

d'assurance, nos résultats montrent que la performance sociale affecte le risque des banques 

et celui des firmes d'investissement (courtage), excluant les entreprises d'assurance. Par 

exemple, les deux mesures agrégées des forces et des faiblesses sociales influent 

positivement sur le risque d'une banque. 
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Nos résultats concernant l'impact positif sur le risque des entreprises financières des 

forces (strengths) sociales (par exemple, dans le cas des banques) 'peuvent être expliqués par 

l'hypothèse d'opportunisme des gestionnaires qui est basé sur la théorie d'agence et qui 

suggère que les gestionnaires pounont entreprendre des investissements en matière de RSE 

(pour avoir des forces sociales) pour leur bénéfice privé (par exemple, pour améliorer leur 

propre réputation et sécuriser leur emploi), et ce, même au détriment des actionnaires (Cespa 

et Cestone, 2007; Barnea et Rubin, 2010). Ces coûts d'agence peuvent être considérés 

comme une diversion coûteuse des ressources rares de l'entreprise, ce qui augmente le risque. 

Une autre explication plausible est que le marché boursier n'évalue pas correctement les actifs 

intangibles (Edmans, 2011). 

Dans l'ensemble, les résultats du troisième article pourraient être intéressants à plusieurs 

niveaux. Pour les investisseurs et les analystes financiers, nos résultats suggèrent que les 

faiblesses (concerns) sociales devraient être incluses comme un risque extra-financier 

important dans l'évaluation des institutions financières . Nos résultats pourraient également 

aider les régulateurs dans leur rôle de surveillance des institutions financières. 

Contributions à la recherche 

Cette recherche se distingue des autres selon plusieurs aspects. Tout d'abord au niveau de 

la mesure de PS, certes nous avons recouru à la mesure la plus utilisée à savoir celle de KLD. 

Toutefois, nous avons utilisé d'autres formulations de la PS tant au niveau des agrégations 

globales qu'au niveau des dimensions . Cette nuance n'a été effectuée que dans quelques-unes 

des rares études portant sur la relation entre le risque et la PS . Nous avons aussi utilisé 

diverses mesures de risque. Au-delà des mesures traditionnellement utilisées et rarement 

simultanément, nous avons utilisé la VaR pour les entreprises financières. Enfin, étant donné 

les spécificités des firmes financières , nous avons étudié la relation entre le risque et la PS 

dans le contexte des entreprises non-financières puis dans le cadre particulier des entreprises 

financières. Ces dernières sont fondamentalement différentes des autres entreprises (Diamond 

et Rajan, 2000; Jorion, 2003). 
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Par ailleurs, notre thèse présente un intérêt pratique pour les investisseurs individuels ou 

institutionnels et pour les analystes. Nos résultats pourraient permettre d'adapter le 

développement des portefeuilles selon les besoins des investisseurs, et ce, en tenant compte 

de l'impact de PS et ses dimensions individuelles (informations extra-financières) sur le 

risque de ses portefeuilles. Nos résultats pourraient également permettre aux investissems 

institutionnels d'optimiser l'intégration des critères ESG (environnement, social et 

gouvernance) afin de mieux gérer le risque de leurs portefeuilles. Dans l'ensemble, notre 

thèse permet de mieux comprendre si l'investissement responsable est une stratégie efficace 

de gestion des risques. 

Dans notre thèse nous avons fait l'hypothèse implicite que toutes les dimensions 

individuelles de PS ont la même importance dans le calcul des mesures agrégées de PS, des 

forces et des faiblesses sociales . Cette hypothèse pomrait être difficilement soutenable dans 

la mesure où les enjeux sociaux et envirmmementaux, ainsi que le degré d'activisme sur ces 

enjeux varient selon plusieurs facteurs comme le secteur d'activité et la taille de l'entreprise. 

Toutefois, il n'existe aucun consensus dans la littérature académique sm la manière de 

distinguer le degré d'impotiance des dimensions individuelles de PS pour une entreprise ou 

un investisseur donné. Pour cette raison, la majorité des études font l'hypothèse de l'égalité 

du degré d'importance des différentes dimensions de PS lors du calcul des mesmes agrégées 

de PS. Malgré son importance, cette question n'est pas étudiée dans cette thèse. Une 

approche multicritères pour la prise de décision semble être une approche prometteuse pour 

une recherche futme. L' approche multicritères est très avantageuse et pourrait constituer un 

outil privilégié pour un gestimmaire de portefeuille dont les clients demandent les meilleures 

opportunités d'investissement socialement responsable. 

Les résultats de cette thèse suggèrent plusieurs avenues de recherches futmes. 

Premièrement, il serait intéressant d'examiner si nos résultats sont transposables dans d'autres 

lieux géographiques. Il serait donc souhaitable d'étendre notre étude à d'autres contextes en 

utilisant d'autres mesures de PS. Deuxièmement, nous avons considéré la mesure du Valeur à 

Risque (VaR) seulement pour les entreprises financières. Il serait donc intéressant d'examiner 

l'impact de PS et de ses dimensions individuelles sur la VaR pour les entreprises non 

financières. D'autres extensions possibles incluent l'examen de la relation entre PS et ses 
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dimensions individuelles et d'autres mesures de risque extrême (tai! risk) tels que le expected 

shortfall, coskweness et cokurtosis. Troisièmement, la récente crise financière offre une 

bonne opportunité pour examiner s'il y a une variation systématique de l'impact de PS sur le 

risque entre les périodes pré-et post-crise. Enfin, il serait intéressant d'étudier l'impact de PS 

sur d'autres sources impmtantes de risque pour les entreprises financières telles que le risque 

de crédit et le risque opérationnel. 
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