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Abstract We aggregate different dimensions of corporate
social responsibility (CSR) activities following the stake-
holder framework proposed in Clarkson (Acad Manag Rev
20(1), 92-117, 1995) and present consistent evidence that
CSR strengths targeting different stakeholders have their
unique impact on firm risk and financial performance.
Institutional CSR activities that target secondary stake-
holders are negatively associated with firm risk, measured
by total risk and systematic risk. Technical CSR that target
primary stakeholders are positively associated with firm
financial performance, measured by Tobin’s O, ROA, and
cash flow returns. Our results, based on a sample of S&P
500 component firms over the period of 1995-2009, are
consistent with the risk management view of “altruistic”
CSR activities and with the stakeholder salience theory.
We also show that the impact of CSR activities on risk
varies with the ethical climate, as proved in our subsample
analyses on pre- and post-Sarbanes—Oxley periods. Our
empirical analyses mitigate possible omitted variables and
endogeneity concerns that are often overlooked in previous
research. Our findings are robust to alternative CSR
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measures, to alternative risk and performance measures,
and to alternative estimation methods.
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As researchers, managers, and investors try to understand
the changing ethical environment and the increasing
emphases on corporate social responsibility (CSR) and
thrive therein, a large and growing literature has emerged
over the past several decades on the links between CSR and
firm risk, as well as CSR and firm financial performance.
The empirical literature has been trying to establish the
business case for CSR by providing consistent evidence that
there is either a positive relationship between CSR and firm
financial performance or a negative relationship between
CSR and firm risk, or both (McGuire et al. 1988; Brammer
and Millington 2008; Godfrey et al. 2009). While there are
more consensuses over the negative relationship between
CSR and firm risk (Orlitzky and Benjamin 2001), evidence
for the positive relationship between CSR and financial
performance remain inconclusive (McWilliams and Siegel
2000; Margolis and Walsh 2003). A number of meta-anal-
yses have attempted to identify a number of data and
methodological issues in CSR research related to risk and
financial performance: lack of meaningful aggregation of
different CSR dimensions, short and small data sample
involving multiple industries without considering time
sensitivity, less-than-perfect econometric techniques, as
well as a size effect that may cloud may findings in CSR
research (Orlitzky and Benjamin 2001; Orlitzky et al. 2003;
Godfrey and Hatch 2007; Udayasankar 2008).

We attempt in this study to examine both the CSR-risk
and the CSR-financial performance links, while taking
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good care of the data and methodological concerns. Our
main contribution is that we aggregate different dimensions
of CSR activities following the stakeholder framework
proposed in Clarkson (1995) and present consistent evi-
dence that CSR strengths targeting different stakeholders
have their unique impact on firm risk and financial per-
formance. Stakeholders are persons or groups that have, or
claim, ownership, rights, or interests in a firm and its
activities (Freeman 1984). As firms and their managers
manage relationships with their stakeholders (Clarkson
1995), it is important to keep the targeted stakeholders in
mind when considering the CSR—corporate financial per-
formance (CFP) link. Primary stakeholders, including
employees, consumers, shareholders, etc., have direct
economic exchange with a firm and the firm cannot survive
as a going concern without continuing participation of
primary stakeholders. Secondary stakeholders, on the other
hand, are those who influence or affect, or are influenced or
affected by the firm, but who do not have direct economic
exchange with the firm. The firm is not dependent for its
survival on secondary stakeholders (Clarkson 1995).
Despite the wide variety of CSR activities that may be used
to target primary and secondary stakeholders, there are
shared features that distinguish the two: primary stake-
holders possess power, legitimacy, and urgency so that
managers would prioritize the relationships with primary
stakeholders over those with secondary stakeholders
(Mitchell et al. 1997). Hence, we believe the aggregation
based on targeted stakeholders provides both a meaningful
and a parsimonious framework to investigate the CSR-risk
and CSR-financial performance links. We further hypoth-
esize a heterogeneous impact of CSR activities with dif-
ferent targeting stakeholders on the CSR-risk and CSR-
financial performance links. To test our hypothesis, we
follow the Mattingly and Berman (2006) construct and we
differentiate CSR activities as institutional CSR (ICSR
hereafter) that target secondary stakeholders and technical
CSR (TCSR hereafter) that target primary stakeholders.
We then conduct a longitudinal analysis using a large
sample of S&P 500 component firms over the period of
1995-2009. We construct size-adjusted CSR measures and
industry-adjusted performance measures to capture the
difference in risk and financial performance across firms
with similar size and in the same industry but different
engagement in CSR activities. We also conduct time sen-
sitivity test and hypothesize a change in the CSR-risk link
after 2002, when Sarbanes—Oxley (SOX) came into effect.
Finally, we estimate the heterogeneous impact of CSR
activities with different targeting stakeholders using
ordinary least squares regressions that adjust for firm and
time clustering effect as well as firm fixed effects regres-
sions for our unbalanced panel data that alleviate biases
from time-invariant firm-specific unobservable factors. We
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also conduct a number of robustness tests ranging from
alternative regression techniques to using instrumental
variables to mitigate endogeneity concerns.

We find consistent empirical evidence that there is a
heterogeneous impact of CSR activities with different tar-
geting stakeholders on the CSR-risk link and that such a
link becomes more salient in post-SOX years. Only ICSR
strengths are negatively associated with firm risk, measured
by both relative stock volatility and Beta. Such negative
CSR-risk link is more salient in volatile markets and for
firms with no social impact and high intangible assets. We
do not find any supporting evidence for a negative relation
between TCSR strengths and the same firm risk measures.
Instead, we find that TCSR strengths are positively asso-
ciated with Tobin’s Q, ROA, and cash flow return mea-
sures, while ICSR strengths are not. We further provide
empirical evidence that there is a causal effect going from
higher ICSR strengths to lower firm risk and we find no
reverse causality.

Our empirical work on the heterogeneous CSR-risk and
CSR-financial performance links expands the current liter-
ature. This is probably the first study that investigates both
CSR-risk and CSR-financial performance links using a
meaningful and parsimonious stakeholder framework and
we find consistent evidence that only ICSR strengths are
negatively associated with firm risk, while only TCSR
strengths are positively associated with firm financial per-
formance. Compared to Godfrey et al. (2009) who find a
negative ICSR-risk link in times of firm-specific negative
shock, this study identifies a negative ICSR-risk link when
market-wide negative shock hits. Further, this study finds
while ICSR satisfies secondary stakeholders through a “back
door” mechanism that provides value-protecting benefit,
TCSR pleases primary stakeholders through a value-
enhancing “front door” mechanism that is captured by
improved Tobin’s Q, ROA, and cash flow return measures.

The article proceeds as follows: The first section reviews
related literature and develops hypotheses. The second
section describes data and variables. The third section
reports empirical findings and conducts robustness checks.
The concluding section discusses the limitations and
interesting implications of the findings.

Literature and Hypothesis Development
Relate CSR to Firm Risk

Risk is defined as uncertainty about outcomes or events,
especially with respect to the future (Bloom and Milkovich
1998; Brigham and Gapenski 1996). Firm risk measures
the amount of financial performance fluctuations over time
(Donaldson 1999). Anecdotal evidence and previous



Heterogeneous Impact of CSR Activities

213

studies have found a negative relation between CSR and
firm risk. As Kalwarski (2008) shows by citing statistics for
the period of the 2007-2008 market meltdown, do-good
investments hold up better and suffer less economic loss
than the general financial market’s returns.

Stakeholder theory (Freeman 1984) suggests that firms
could do well by doing good and satisfying their stake-
holders. For example, high levels of CSR strengths can be
negatively associated with firm risk through lower proba-
bilities of suffering lawsuits and fines, less stringent regu-
latory controls, more stable relation with the government
and the financial community (McGuire et al. 1988). Husted
(2005) proposes a real option theory-based view of CSR
and suggests that CSR participation should be negatively
related to ex-ante downside business risk.

Godfrey (2005) presents a rigorous theory arguing that
corporate philanthropy generates positive moral capital
among communities and stakeholders, which will alleviate
stakeholders’ sanction against the firm when negative
shocks hit. Godfrey et al. (2009) apply this risk manage-
ment view of CSR to a sample of 178 firms and find that
only participation in ICSR helps lower the impact of neg-
ative firm-level shock on stock price. They hence argue for
the “insurance-like” benefit of CSR activities that target
secondary stakeholders. Also built on Godfrey (2005), Luo
and Bhattacharya (2009) show that CSR activities help
build firm reputation and lower undesirable firm idiosyn-
cratic risk. Oikonomou et al. (2012) analyze the relation
between firm market risk measures and five individual
dimensions of CSR strengths and concerns separately using
a utility-based analysis and find that CSR is negatively
related to systematic risk (Beta), especially during the
down markets. Combining various theoretical arguments
and empirical evidence, we believe that

Hypothesis 1:
firm risk.

CSR is negatively associated with lower

Stakeholder Characteristics, Firm Risk, and Financial
Performance

As CSR activities are driven by firms, and in particular
managers who manage relationships with various stake-
holder groups, appropriate differentiation of stakeholder
groups that the firm interacts with is of fundamental
importance. Scholars have attempted to provide both
meaningful and parsimonious categorizations (Clarkson
1995; Freeman et al. 2008). Clarkson (1995) shows that a
stakeholder framework based on how firms manage their
relationships with different stakeholders should be used to
better assess the impact of CSR activities. He argues that
an outsider may view CSR activities as socially responsible
yet they are actually driven by market force and decided by

managers who are only interested in results. Clarkson
(1995) also shows that the differentiation of CSR activities
into those targeting primary and secondary stakeholders
captures managers’ interest and enables us to examine
whether managers accomplish their results by making
socially responsible decisions. Even though the definitions
vary slightly, primary stakeholders dominate secondary
stakeholders in all three key attributes that describe
stakeholder saliency—power, legitimacy, and urgency—as
presented in Mitchell et al. (1997).

Primary stakeholders make legitimate claims on the firm
and its managers, and they have the power and urgency to
enforce these claims. CSR activities targeting primary
stakeholders are likely to result in exchange capital, which
would be consumed in the exchange as primary stakeholders
recognize their power and the nature of such exchange. With
their power, primary stakeholders could demand superior
financial and social performance, and their demand is likely
to receive immediate attention. Even though the theory and
empirical evidence for the CSR-financial performance link is
inconclusive (Margolis and Walsh 2003; McWilliams and
Siegel 2000), we expect to observe more immediate and
observable results from managers’ dealing with their pri-
mary stakeholders by way of CSR activities.

Secondary stakeholders, on the other hand, have little
power and urgency in pressing their legitimate claims on the
firm and its managers. Therefore, ICSR strengths, which are
CSR activities that target secondary stakeholders, are
unlikely to be viewed as purely self-interested actions by
managers designed to enhance exchange capability. God-
frey et al. (2009) point out that ICSR are more likely to be
viewed as voluntary acts of social beneficence and reflect
the firm’s moral characteristics. As secondary stakeholders
recognize the “altruistic” and pure nature of ICSR, they
grant moral capital, which belongs to reputational capital
for doing social good, to the firm for its engagement in CSR
activities. Positive moral capital will provide “insurance-
like” benefits when the firm is subject to negative events
and face sanctions from stakeholders (Godfrey 2005).

We therefore have the following hypotheses:

Hypothesis 2a:
firm risk.

ICSR strengths are associated with lower

Hypothesis 2b: TCSR strengths are associated with
better firm performance.

Characteristics of the ICSR-Risk Link

If moral capital provides “insurance-like” benefits, the
protection will be more salient during harsh times, when it
is most needed. Existing literature supports such a conjec-
ture. For example, Bansal and Clelland (2004) suggest that
CSR can help protect and decouple the illegitimate activity
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from the rest of the organization in a crisis. Peloza (2009)
notes that “social responsibility actions act as an insurance
policy that can provide safety nets and mitigate harm from
negative events.” Godfrey et al. (2009) show that ICSR
strengths’ are associated with less negative abnormal stock
returns when a firm is hit by legal/regulatory shocks.

Depending on the macroeconomic conditions, as an
aggregation of all the stocks, the market could exhibit high
volatility and low volatility itself. In a highly volatile
market, higher uncertainty and vulnerability is expected for
each firm. If moral capital provides insurance-like protec-
tion, we have:

Hypothesis 3a: ICSR strengths are associated with lower
firm risk, and more so in volatile markets.

When a firm faces degradation in value of its relational
wealth, moral capital accumulated at the firm will mitigate
stakeholder propensities for negative sanctions against the
firm (Godfrey 2005). Further, because moral capital pro-
vides protection for relationship-based intangible assets
(Godfrey et al. 2009), firms with higher intangible assets
should benefit more from it.

Hypothesis 3b:  ICSR strengths are associated with
lower firm risk for firms with high intangible assets.

While stakeholders impute ethical value to ICSR
activities and grant moral capital to such social benefi-
cences, they also determine whether such activities are a
genuine manifestation of the firm’s intentions, motivations,
and character. The greater the level of consistency between
the ethical values from the two parties, the more pure the
firm’s intention to engage in corporate philanthropy, the
more moral capital could be generated (Godfrey 2005). On
the other hand, participation in CSR activities may not
resolve problems for a firm with negative social impact
because stakeholders may see an inconsistency between
moral behavior history and CSR (Godfrey et al. 2009).
Combining the above arguments, we arrive at:

Hypothesis 3c: ICSR strengths are associated with lower
firm risk for firms with no negative social impact.

Ethical Climate Change and the ICSR-Risk Link

In the past decade, ethical climate has undergone major
changes. More than ever before, firms must provide evidence
of their adherence to ethical principles and guidelines (Martin
and Cullen 2006). In the wake of the Enron scandal, investors
learned a good lesson and regulators passed Sarbanes—Oxley
Act in 2002, which requires public firms to adopt and to dis-
close publicly their ethical codes of conduct (Paine et al.
2005). Corporate social performance has become a key
measure for overall corporate performance. For example,
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S&P 500 component firms and Fortune 500 firms that report
their annual social performances have increased from close to
zero in 2000 to 53 % in 2012. According to the G&A Institute
2012 report, the percentage has jumped in just 1 year: from 19
to 53 % for S&P 500 firms and from 20 to 57 % for Fortune
500 firms, in 2012. This suggests the increasing salience of
ethics and CSR to stakeholders. As pointed out in Barnett and
Vaicys (2000), the ethical climate influences stakeholders’
imputation of ethical values and ethical judgments. The
changing ethical climate, together with changing views of
ethical value and CSR activities may well influence the
function of moral capital.

Media, especially social media, which barely existed
10 years ago, now plays an important role in our daily life.
Media is capable of generating more attention now than ever
before. As documented in Zyglidopoulos et al. (2012),
media attention leads to increase in CSR strengths. On the
other hand, media attention on CSR concerns could be viral
and stir immediate sanction.' The drastic change in the
social environment and how it influences stakeholders are
also likely to lead to time-varying function of moral capital.

Finance literature documents that investors’ risk aver-
sion varies overtime. Orlitzky and Benjamin (2001) argue
that after the burst of the dot.com stock market bubble,
investors were more focused on the underlying risk asso-
ciated with equity investments and less mindful of capital
gains and dividends. Abel (1999), Constantinides (1990),
and Campbell and Cochrane (2000) present models con-
sistent with a counter-cyclical relationship between
aggregate risk aversion and risk premium change. Fol-
lowing the above arguments, we have

Hypothesis 4: The negative relation between ICSR
strengths and firm risk varies over time.

Data

Our sample covers all S&P 500 index component firms,
excluding those in regulated industries,” over time period
1995 to 2009.” Since S&P 500 firms are both a represen-
tative group and one with high visibility compared to the
firm universe, using this sample helps alleviate biases due
to size effect, which have been discussed in CSR research

' “In the Internet era, even a 64-year-old retired math teacher can
become a threat to a large company.” Wall Street Journal (C1, Feb
19, 2013).

2 Financial (SIC 6000-6999) and regulated utility firms (SIC
4900-4999) are not included in our sample.

3 KLD used ticker as identifier for the firms it covered prior to 1995
and switched to CUSIP as firm identifiers since 1995. To minimize
the possibility of misidentified firms when combining data with
Compustat, which uses CUSIP as firm identifiers, we work with data
starting from 1995.
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(Brammer and Millington 2008). We use Kinder, Lyden-
berg, and Domini’s (KLD) Socrates data for corporate
social performance, Compustat for financial variables,
Center for Research in Security Prices (CRSP) for vola-
tility and Beta of stock return information. There are 5,289
total firm-year observations with no missing information
based on 583 unique firms for this study.

CSR Variables

KLD database has covered thousands of firms on their
environmental, social, and governance performances since
1991. KLD has always covered S&P 500 firms and it
expanded its corporate social performance (CSP hereafter)
rating coverage in 2003 to thousands more smaller firms in
Russell 2000. KLD offers the advantage of multiple rating
criteria for social performance (Vaidyanathan 2008) and
has been used intensely by researchers in CSR-related
studies (Godfrey et al. 2009; Mattingly and Berman 2006;
Luo and Bhattacharya 2009; Oikonomou et al. 2012;
Kabongo et al. 2013, etc.).

KLD assigns a qualitative indicator zero/one score to
CSR strengths and CSR concerns for rating purposes on an
annual basis, with CSR strengths representing positive
social performance and CSR concerns representing nega-
tive social performance. Five major qualitative areas of
social performance ratings in the data are widely used in
empirical studies of the link between CSR and risk as well
as CSR and financial performance: employee relations,
product quality, community relations, environmental
issues, and diversity issues. Mattingly and Berman (2006)
find that four of the above five dimensions of CSR (except
for the environmental issues dimension) could be linked to
distinct constructs which either target primary or secondary
stakeholders and define ICSR and TCSR accordingly. They
also point out that CSR strengths and concerns are both
empirically and conceptually distinct constructs that should
not be combined. Following their insights, we construct our
measure of ICSR strengths as the total strength score for
diversity and community dimensions and the measure of
TCSR strengths” as the total strength score for product and
employee dimensions. Our measures of ICSR and TCSR
concerns are calculated as the total concern scores for the
corresponding KLD categories, respectively.

Size effect has been a major concern for using the KLD
database for CSR studies, as larger firms tend to exhibit
more CSR strengths and concerns, and the qualitative rat-
ings do not reflect the dollar value of each CSR-related

4 Godfrey et al. (2009) include corporate governance dimension for
TCSR as well. We construct an alternative measure for TCSR
strengths and concerns following their approach and find qualitatively
the same results, which are available upon request.

activity. Besides sticking to a sample with S&P 500 firms,
we attempt a two-pronged approach in order to alleviate the
size effect. First, we calculate the net strength scores by
summing up the indicator variables for strengths and sub-
tract the sum of the indicator variables for concerns of
ICSR and TCSR, respectively. At the same time the net
CSR measures mitigate size effect, they involve an implicit
assumption that CSR strengths and concerns are similar
constructs and could be combined. Such assumption may
be unwarranted as argued in previous research (Mattingly
and Berman 2006). To overcome such critique, we con-
struct another set of ICSR/TCSR strengths variables that
are adjusted by the mean ICSR/TCSR strengths of the
quintile into which a firm’s asset size falls. We also con-
struct the size-adjusted ICSR/TCSR concerns variables in a
similar fashion. This set of size-adjusted CSR variables
measures the difference between a firm’s CSR strength and
the mean of its similarly-sized peers, which are more likely
to capture the variation in ICSR/TCSR driven by factors
other than firm size.

Panel A of Table 1 reports that on average, our sample
of S&P 500 firms scores 2.8 on overall CSR strengths, 1.6
on ICSR strengths and 1.0 on TCSR strengths, with a large
variation across firms. The scores on ICSR and TCSR
concerns are 0.42 and 1.82, respectively. The net strength
scores are 1.16 and —0.84 for ICSR and TCSR, respec-
tively. The size-adjusted ICSR and TCSR strengths scores
are both close to zero: 2.0E—9 for ICSR and 1.9E—8 for
TCSR, but with a large variation, with standard deviation
being 1.6 and 1.2. The correlation between the ICSR and
TCSR strengths scores is positive at 0.4 for the raw mea-
sures and 0.3 for the size-adjusted measures.

Risk Variables

We use market-based risk measures in this study. We
investigate the relation between ICSR/TCSR strengths and
concerns and two market risk measures, relative stock
volatility for total firm risk and Beta for systematic firm
risk. Even though idiosyncratic risk can be diversified away
in a large portfolio, as a measure for total market risk, stock
volatility reflects the uncertainty in the stock and matters to
the firm. We further conceptualize a firm’s total risk as
relative stock volatility to the market, which is essentially a
measure for firm total risk net of market impact. By
excluding the impact of market conditions, our relative
volatility measures focus on the everyday relative total risk
of a firm, which includes but is not limited to negative legal
or regulatory shocks to the firm. Hence our risk measure is
in the context of a market-wide environment, while God-
frey et al. (2009)’s risk measure is in the context of firm-
specific negative shocks. We also include Beta as the
measure of firm systematic risk, which is embedded in the
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Table 1 Descriptive statistics

Panel A: summary statistics

Obs. Mean Median Std. Min Max
RelRetVol 5,281 2.648 2.299 1.385 0.424 12.335
Size-Adjusted RelRetVol 5,281 1.000 0.869 0.541 0.160 6.749
Beta 5,289 1.009 0.936 0.470 —0.395 3.767
NetCSRstrength 5,289 0.678 0.000 2.932 —9.000 16.000
CSRstrength 5,289 2.777 2.000 2.737 0.000 21.000
Size-Adjusted CSRstrength 5,289 —0.000 —0.521 2.397 —5.230 15.770
CSRconcern 5,289 2.099 1.000 2.159 0.000 13.000
Size-Adjusted CSRconcern 5,289 0.000 —0.205 1.835 —4.124 8.876
NetICSRstrength 5,289 1.164 1.000 1.900 —4.000 10.000
ICSRstrength 5,289 1.579 1.000 1.839 0.000 11.000
Size-Adjusted ICSRstrength 5,289 0.000 —0.230 1.627 —3.184 7.937
ICSRconcern 5,289 0.415 0.000 0.640 0.000 4.000
Size-Adjusted ICSRconcern 5,289 0.000 —0.313 0.615 —0.762 3.687
NetTCSRstrength 5,289 —0.839 —1.000 1.825 —10.000 6.000
TCSRstrength 5,289 0.982 1.000 1.216 0.000 8.000
Size-Adjusted TCSRstrength 5,289 0.000 —0.660 1.162 —1.660 6.340
TCSRstrength 5,289 1.821 1.000 1.563 0.000 10.000
Size-Adjusted TCSRconcern 5,289 0.000 —0.238 1.346 —3.238 7.922
Log (assets) 5,289 8.717 8.613 1.201 4.751 13.081
Leverage 5,269 0.231 0.225 0.154 0.000 1.395
ROA 5,289 0.061 0.064 0.123 —4.583 0.933
ROA_E (ROA using EBIT) 5,289 0.122 0.114 0.090 —0.611 0.930
EBITDA/TA (Cash flow return) 5,272 0.167 0.160 0.089 —0.321 0.965
(0] 5,286 2.442 1.836 2.313 0.628 78.565
PPE/assets 5,268 0.313 0.262 0.212 0.002 0.961
R&D 5,289 0.032 0.007 0.050 0.000 0.680
Firm age 5,289 3.387 3.611 0.627 1.099 4.094
Panel B: Pearson correlation coefficients
(H 2 3 C)) Q) ©) (N ® ©® (10)

(1) RelRetVol 1.00
(2) Size-Adjusted RelRetVol 0.53 1.00

(0.00)
(3) Beta 0.46 0.49 1.00

(0.00) (0.00)
(4) NetCSRstrength —0.02 —0.02 0.01 1.00

(0.13) 0.27) (0.38)
(5) CSRstrength —0.10 —0.03 —0.02 0.71 1.00

(0.00) (0.03) (0.08) (0.00)
(6) CSRconcern —0.10 —0.02 —0.05 —0.46 0.30 1.00

(0.00) (0.18) (0.00) (0.00) (0.00)
(7) ICSRstrength —0.12 —0.05 —0.05 0.64 0.87 0.24 1.00

(0.00) (0.00) (0.00) (0.00) (0.00) (0.00)
(8) Size-Adjusted ICSRstrength —0.03 —0.05 —0.05 0.69 0.73 —0.01 0.89 1.00

(0.06) (0.00) (0.00) (0.00) (0.00) (0.70) (0.00)
(9) TCSRstrength —0.02 0.04 0.04 0.51 0.72 0.22 0.37 0.26 1.00

(0.24) (0.00) (0.00) (0.00) (0.00) (0.00) (0.00) (0.00)

@ Springer



Heterogeneous Impact of CSR Activities 217
Table 1 continued
Panel B: Pearson correlation coefficients
M 2) 3 C)) (5) (6) @) ®) ) 10
(10) Size-Adjusted TCSRstrength 0.04 0.05 0.05 0.51 0.61 0.08 0.24 0.28 0.96 1.00
(0.00) (0.00) (0.00) (0.00) (0.00) (0.00) (0.00) (0.00) (0.00)
(11) ICSRconcern 0.02 0.08 0.08 —0.34 0.11 0.60 0.08 —0.06 0.10 0.02
(0.08) (0.00) (0.00) (0.00) (0.00) (0.00) (0.00) (0.00) (0.00) (0.09)
(12) Size-Adjusted ICSRconcern 0.07 0.08 0.10 —0.38 —0.02 0.48 —0.052 —0.06 0.02 0.03
(0.00) (0.00) (0.00) (0.00) (0.10) (0.00) (0.00) (0.00) (0.09) (0.07)
(13) Tesrconcern —0.08 0.04 0.00 —0.24 0.33 0.746 0.35 0.132 0.16 0.01
(0.00) (0.01) (0.79) (0.00) (0.00) (0.00) (0.00) (0.00) (0.00) (0.51)
(14) Size-Adjusted TCSRconcern 0.033 0.043 0.06 —0.32 0.10 0.56 0.14 0.15 0.01 0.01
(0.02) (0.00) (0.00) (0.00) (0.00) (0.00) (0.00) (0.00) 0.47) (0.45)
(15) ROA —0.14 —0.28 —0.15 0.10 0.05 —0.07 0.03 0.06 0.05 0.07
(0.00) (0.00) (0.00) (0.00) (0.00) (0.00) (0.02) (0.00) (0.00) (0.00)
(16) ROA_E —0.15 —-0.27 —0.15 0.12 0.02 —0.13 0.03 0.11 0.04 0.08
(0.00) (0.00) (0.00) (0.00) (0.07) (0.00) (0.02) (0.00) (0.00) (0.00)
(17) EBITDA/TA —0.14 —0.24 —0.15 0.13 0.04 —0.13 0.03 0.12 0.06 0.10
(0.00) (0.00) (0.00) (0.00) (0.01) (0.00) (0.01) (0.00) (0.00) (0.00)
(18) Q 0.10 0.11 0.22 0.14 0.02 —0.17 0.03 0.10 0.06 0.10
(0.00) (0.00) (0.00) (0.00) (0.15) (0.00) (0.06) (0.00) (0.00) (0.00)
(19) Log (assets) —0.244 —0.017 —0.11 0.056 0.496 0.554 0.481 0.072 0.293 0.042
(0.00) (0.22) (0.00) (0.00) (0.00) (0.00) (0.00) (0.00) (0.00) (0.00)
(1 (12) (13) (14) (15) (16) a7 (18) (19)
Panel B: Pearson correlation coefficients
(1) RelRetVol
(2) Size-Adjusted RelRetVol
(3) Beta
(4) NetCSRstrength
(5) CSRstrength
(6) CSRconcern
(7) ICSRstrength
(8) Size-Adjusted ICSRstrength
(9) TCSRstrength
(10) Size-Adjusted TCSRstrength
(11) ICSRconcern 1.00
(12) Size-Adjusted ICSRconcern 0.96 1.00
(0.00)
(13) Tesrconcern 0.30 0.17 1.00
(0.00) (0.00)
(14) Size-Adjusted TCSRconcern 0.19 0.20 0.86 1.00
(0.00) (0.00) (0.00)
(15) ROA —0.06 —0.05 —0.08 —0.06 1.00
(0.00) (0.00) (0.00) (0.00)
(16) ROA_E —0.08 —0.05 —0.10 —0.03 0.65 1.00
(0.00) (0.00) (0.00) (0.05) (0.00)
(17) EBITDA/TA —0.05 —0.02 —0.13 —0.05 0.56 0.96 1.00
(0.00) (0.14) (0.00) (0.00) (0.00) (0.00)
(18) 0 —0.07 —0.05 —0.07 0.01 0.26 0.44 0.42 1.00
(0.00) (0.00) (0.00) 0.47) (0.00) (0.00) (0.00)
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Table 1 continued

(11) (12) (13) (14)

15) (16) a7) (18) 19

0.266
(0.00)

0.043
(0.00)

0.533
(0.00)

(19) Log (assets)

0.074
(0.00)

—-0.07
(0.00)

—0.18
(0.00)

—0.19
(0.00)

—0.19 1.00
(0.00)

This table presents descriptive statistics for the sample of 5,289 firm-year observations. Panel A provides mean, median, standard deviation, minimum, and
maximum value of variables. Panel B provides the correlation matrix. The detailed definitions of the variables are reported in Appendix

p values are reported in parentheses

firm’s business and cannot be diversified away even in a
large portfolio. We lag all CSR measures by 1 year as we
are most interested in the effect of CSR on future firm risk.
Because each CSR rating is taken as of each fiscal year
end, CSR activities may spread over any time of the fiscal
year (t — 1). We calculate stock volatility of the next fiscal
year (f) for each firm using the 12-month returns of ¢ (with
no overlapping month from ¢ — 1). The relative volatility
of a firm to the market (RelRetVol,) is computed by
dividing its stock volatility by the contemporaneous CRSP
value weighted index volatility (year ). The size-adjusted
relative volatility (Size-Adjusted RelRetVol,) is computed
by dividing the firm’s stock volatility by that of a size
portfolio, which contains all firms with sizes falling in the
same quintile.

RelRetVol, = 12-month stock volatility,/
12-month CRSP Value-Weighted Index volatility,

(1)
Size-Adjusted RelRetVol, = 12-month stock volatility, /
12-month Size-Quintile portfolio volatility,

(2)

Beta is estimated from a market model using daily stock
returns over the past 24 months as described in Eq. (3). We
update the Beta estimates by including the next 12 months
of returns for observations of the same firms in the next
fiscal year.

£ i pM £
=R 54,1 + Beta,(Roy,y — R, _54,) 3)

As we see from Panel A of Table 1, the relative
volatility ratio calculated based on the CRSP value
weighted index ranges between 0.4 and 12.3 with a mean
of 2.7, and the relative volatility ratio calculated based on
the matching size portfolio varies between 0.2 and 6.8 with
a mean of 1. Beta ranges between —0.4 and 3.8 with a
mean of 1.0 and a standard deviation of 0.5.

i
R 5441

Financial Performance Variables

We use both market-based (Tobin’s Q) and accounting-
based measures (ROA_E and EBITDA/TA) for firm

@ Springer

financial performance. Tobin’s Q is calculated as a firm’s
market value relative to its book value, hence it reflects the
market’s perception of a firm’s future profitability. ROA_E
is a measure of return on assets (ROA), calculated as the
ratio of earnings before interests and taxes (EBIT) to total
assets. EBITDA/TA can be viewed as a measure of cash
flow return, calculated as the ratio of earnings before
interests, taxes, depreciation, and amortization (EBITDA)
to total assets, which reflects cash flow based return and
short-term profitability at the firm after stripping away the
influence from using leverage. As all three financial per-
formance variables vary widely across industries, we use
industry-adjusted financial performance measures (indus-
try-adjusted Q, ROA_E, and EBITDA/TA) to remove
unobserved industry heterogeneity.

The mean financial performance measures are both
positive, ranging from 12.2 % for ROA_E to 16.7 % for
EBITDA/TA. The mean Tobin’s Q is a healthy 2.4 with a
standard deviation of 2.3, ranging between 0.6 for the
minimum and 78.6 for the maximum. Panel A of Table 1
provides summary statistics for our main variables.

Control Variables

We include aggregated CSR concern score (CSRconcern),
firm size (Log(assets), measured in natural log of firm
assets in million U.S. dollars) and other firm characteristics
as control variables that have been shown in other studies
to be associated with CSP: (1) Book leverage ratio
(Leverage, total book value of debt/total book value of
assets); (2) Measure of operating performance (ROA, cal-
culated as ratio of net income to total assets); (3) Tobin’s
0 (0); (4) Ratio of property, plant, and equipment to total
assets (PPE/assets); (5) Research and development
expenses (R&D, ratio of R&D expenses to total assets; if
R&D is missing, this variable is set to O)5 ; and (6) Number
of years since firm inception (Firm age, measured in nat-
ural log of years). We also control for fixed year effects and
Fama and French 12 industry (or firm) fixed effects to

5 In unreported results, we show that our results on the relation of
ICSR/TCSR with risk and performance still hold in a smaller sample
when firms with missing R&D information are excluded. Results are
available upon request.
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account for the impact of any unobserved missing year
effect and/or firm characteristics on our results.

Empirical Results
Univariate Analysis

As a first step, we compare firm risk and performance mea-
sures at firms with above-median as well as median and
below levels of ICSR/TCSR, both strengths and concerns,
using a simple two-sample ¢ test on mean. A quick glance of
results in Table 2 shows a negative relation between net CSR
strengths and firm risk, consistent with previous literature by
McGuire et al. (1988) and supports Hypothesis 1.

More interestingly, our results show that when CSR
activities are differentiated into strengths and concerns as
well as ICSR/TCSR with respect to their different targeting
stakeholders, there is a heterogeneous relation between
CSR activities and firm risk:

First, CSR strengths are associated with lower firm risk
and CSR concerns are associated with higher firm risk, be it
total risk or systematic risk.

Second, ICSR strengths and concerns are more likely to
be associated with firm risk measures than TCSR strengths
and concerns.

Third, TCSR strengths are more likely to be associated
with firm performance measures than ICSR strengths.

Our univariate analysis suggests that CSR activities in
general help reduce the firm’s stock volatility and Beta, but
such protection varies between ICSR and TCSR activities.
ICSR strengths are associated with lower firm risk, while
TCSR strengths are associated with better financial per-
formance instead. Our finding that the negative relation
only exists between ICSR strengths and firm risk is con-
sistent with the evidence presented in Godfrey et al. (2009),
who argue that only ICSR strengths generate moral capital
which provides insurance-like benefits.

As we see from Panel B in Table 2, results based on
size-adjusted CSR measures are consistent with those
based on raw measures in most cases. But when we com-
pare the impact of TCSR concerns on relative stock vola-
tility, higher TCSR concerns are associated with lower
relative volatility, which is counter-intuitive. Results from
the same comparison based on the size-adjusted measures
show higher risk at firms with higher TCSR concerns
instead. The latter is also consistent with regression results
when firm size is controlled. We believe that this is a piece
of evidence that suggests size-adjusted CSR measures are
more immune to size effect than the raw measures. In the
reporting that follows, we will present results using both
the size-based measures and raw measures as a cross
robustness check.

Regression Analysis

We proceed with regression analyses to better understand
the impact of ICSR and TCSR strengths on firm risk and
financial performance. To test our hypotheses, we focus on
the relation between ICSR strengths and risk, and the
relation between TCSR strengths and financial perfor-
mance, controlling for firm characteristics that are known
to influence such relation. We start with an ordinary least
squares regression with standard errors clustered at both
firm and year levels, following Petersen (2009) and
Thompson (2011). We examine the impact of ICSR/TCSR
strengths using individual ICSR and TCSR strengths while
controlling for overall CSR concerns and firm character-
istics following Eq. (4):

RelRetVol;,/Beta;; = yy + y,,CSRstrengths;
+ (or v1,ICSRstrengths; ;1 + y,L.TCSRstrengths[‘,,,l)
+ yzLog(Assets)i,Fl+)/3Leverage,»7,_1 + y4ROA; 4
+ 95Qi—1 + y¢PPE [Assets;;_1 + y7R&D;
+ ygFirmAge;;—1 + yoCSR Concerns;;—1 + Year; + e;;

(4)

The regression equations using net CSR strengths
measures can be summarized as follows in (5).

RelRetVol;;/Beta;; = g + 7,,NetCSRstrengths;
+ 71, NetICSRstrengths; ;1 + y,.NetTCSRstrengths; ;_
+ y,Log(Assets);,_+ysLeverage; 1 + 74ROA; ;-
+ 9501 + y6PPE/Assets;—1 + y;R&D; 11
+ ygFirm Age; 1 + Year; + e, (5)

We are interested in how previous CSR activities affect a
firm’s stock volatility, so all the CSR variables are lagged
by 1 year relative to the volatility measures.® We also lag
all other control variables by 1 year to alleviate endoge-
neity concerns.

Panel A of Table 3 reports results from the above base-
line regression equations and the expected signs of coeffi-
cient estimates. Theory and empirical evidence suggest that
CSR concerns lead to higher firm risk, while CSR strengths,
especially ICSR strengths, are negatively associated with
firm risk (McGuire et al. 1988; Godfrey et al. 2009, among
many others). They are however, muted on the impact of
TCSR strengths on firm risk. The dependent variable is
relative volatility ration in Columns (1)—(5) and is Beta in
Columns (6)—(8) of Table 3—Panel A. Results in Column
(2) show that relative stock volatility is positively related to
CSR concerns and is not related to CSR strengths. Results in

5 We lose a number of observations due to the lagging. The sample
size for regressions in Tables 3 and 4 drops to 4,599 firm-year
observations.
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Table 2 ICSR/TCSR strengths, firm risk, and financial performance

Panel A: Risk measure comparison by ICSR/TCSR strengths and ICSR/TCSR concerns

RelRetVol by RelRetVol by Betaby ICSR  Beta by RelRetVol by RelRetVol by Beta by Beta by
ICSR strength TCSR strength strength TCSR ICSR concern TCSR concern ICSR TCSR
strength concern concern
Low 2.768 2.662 1.030 0.992 2.587 2.750 0.971 1.002
High 2.456 2.607 0.977 1.060 2.764 2.545 1.083 1.017
Difference 0.312 0.055 0.053 —0.068 —0.177 0.205 —0.112 —0.014
t-stat 8.015%** 1.255 3.974%%* —4.572%%* —4.423%** 5.391%** —8.296%** —-1.119
Z-stat 8.151%H%* 0.717 2.339%* —5.758%*** —4.959%** 4.812%** —8.496%** —2.118%%*
Panel B: Size adjusted total risk measure comparison by ICSR/TCSR strengths and ICSR/TCSR concerns
Size-Adjusted Size-Adjusted Size-Adjusted Size-Adjusted Size-Adjusted Size-Adjusted
RelRetVol by RelRetVol by RelRetVol by RelRetVol by RelRetVol by RelRetVol by
Size-Adjusted Size-Adjusted Size-Adjusted Size-Adjusted Size-Adjusted Size-Adjusted
CSRstrength ICSRstrength TCSRstrength CSRconcern ICSRconcern TCSRconcern
Low 1.011 1.014 0.973 0.994 0.960 0.960
High 0.988 0.985 1.027 1.006 1.042 1.041
Difference 0.023 0.029 —0.054 —0.012 —0.082 —0.080
t-stat 1.532 1.939%* —3.619%%* —0.803 —5.515%** —5.411%
z-stat 2.570%** 3.478%%* —2.714%%* —0.208 —5.485%** —3.789%**
Panel C. Risk measure comparison by net ICSR and net TCSR strengths
RelRetVol by RelRetVol by Beta by Beta by
NetICSRstrength NetTCSRstrength NetICSRstrength NetTCSRstrength
Low 2.754 2.609 1.034 1.007
High 2.441 2.696 0.961 1.012
Difference 0.313 —0.086 0.073 —0.005
t-stat 7.830%** —2.253%%* 5.347%** —0.346
Z-stat 7.865%%* —2.348%** 3.912%** —0.544
Panel D: Performance measure comparison by ICSR and TCSR strengths
Industry IndustryAdjusted Industry Adjusted Industry Adjusted Industry Adjusted Industry Adjusted
Adjusted Q QO by TCSRstrength ROA_E by ROA_E by EBITDA/TA by EBITDA/TA by
by ICSRstrength ICSRstrength TCSRstrength ICSRstrength TCSRstrength
Low 0.336 0.271 0.007 0.004 0.005 0.002
High 0.301 0.474 0.004 0.010 0.005 0.012
Difference 0.036 —0.203 0.003 —0.006 0.000 —0.010
t-stat 0.611 —3.129%*%* 1.318 —2.311%* 0.094 —3.916%**
z-stat —0.257 —4.424%%%* 1.521 —2.217%* —1.166 —3.551%%*
Panel E: Performance measure comparison by Net ICSR and TCSR strengths
Industry Adjusted IndustryAdjusted Industry Adjusted  Industry Adjusted  Industry Adjusted  Industry Adjusted
Q by NelCSRstrength ~ Q by NetTCSRstrength ~ ROA_E by ROA_E by EBITDA/TA by EBITDA/TA by
NelCSRstrength NetTCSRstrength NelCSRstrength NetTCSRstrength
Low 0.345 0.145 0.007 —0.005 0.005 —0.006
High 0.280 0.544 0.003 0.019 0.005 0.018
Difference 0.065 —0.399 0.004 —0.024 0.000 —0.024
t-stat 1.085 —7.031%** 1.729%* —10.077%** 0.084 —11.445%**
z-stat —0.725 —10.055%** 1.267 —11.445%** —1.421 —11.900%**

This table presents a comparison between relative stock volatility for firms with at- and below-median, as well as above-median ICSR/TCSR strengths and
concerns. The detailed definitions of the variables are reported in Appendix

% p < 0.01; ** p <0.05; * p <0.1
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Table 3 continued

(@) 3 (C)] ®) 6 Q) ®

M

Predicted sign

Variables

EBITDA/TA Industry Industry Industry Industry

ROA_E

Adjusted Adjusted

Adjusted Q

Adjusted Q

EBITDA/TA

ROA_E

Yes Yes Yes Yes Yes Yes
4,594

Yes

Yes

Year fixed

4,599 4,599 4,594

4,599
0.167

4,599 4,599

4,599

Observations

RZ

0.177

0.202

0.169

0.281

0.287

0.326

0.325

This table presents results from OLS regressions where dependent variables are risk measures in Panel A and performance measures in Panel B. The detailed definitions of the variables are

reported in Appendix. Fama and French 12 (FF12) industry and year dummies are included in the both in Panel A and B, but coefficient estimates are omitted for brevity. T-statistics are

calculated using standard errors after clustering at the both firm and year levels following Petersen (2009), except for Model (8) in Panel A, which is a firm fixed effects regression. T-statistics

are reported in parentheses

*#k k% % Significance level at the 1, 5, and 10 %, respectively

Column (4) show that size-adjusted relative stock vola-
tility is negatively related to ICSR strengths only and is
positively related to TCSR strengths and CSR concerns.
Based on estimates in Column (4) (¢-stat = —2.4), a one
standard deviation increase of ICSR strength level is
associated with 4.8 % of a standard deviation decrease of
relative stock volatility. Results in Column (6) show that
only ICSR strengths are negatively associated with firm
systematic risk, Beta. A one standard deviation of
increase of ICSR strengths level is associated with 8.6 %
of a standard deviation of decrease in Beta. A one stan-
dard deviation of increase in CSR concern is associated
with of 7.8 % of a standard deviation increase of relative
stock volatility. This suggests that impact caused by CSR
concerns is larger in magnitude than that caused by CSR
strengths. When using net CSR strengths measures, both
net ICSR strengths and net TCSR strengths are negatively
associated with firm risk. Because both CSR strengths and
concerns influence firm risk, it is hard to differentiate
whether ICSR or TCSR, whether strengths or concerns,
are driving such negative relation. Combining results
reported in Columns (4), (5), and (8) of Panel A, we see
that the negative relation between NetTCSRstrength and
firm risk is actually driven by TCSRconcern, not by
TCSRstrength. Combining results in Panel A of Table 3
on the relation of CSR, ICSR, and TCSR strengths with
firm risk, we conclude that only ICSR strengths are
negatively associated with firm risk. The negative asso-
ciation between net TCSR strengths and firm risk may
largely be driven by the positive relation between TCSR
concerns and firm risk.

We expect that firm size (Log(assets)) would be nega-
tively related to firm risk as larger firms tend to have less
volatile stock prices and systematic risk. The coefficient
estimates on Log(assets) are negative significant for all
specifications in Table 3 Panel A. Leverage is positively
related to relative stock volatility as higher leverage leads
to more volatile cash flows at the firm. Leverage is also
negatively related to Beta. Firms with lower business risk
usually have lower Beta, and these firms usually use
leverage to improve their performance, which is likely to
result in a negative relation between Leverage and Beta.
Firms with high ROA in the previous years have less
volatility and lower Beta, as expected. Firms with higher
Tobin’s Q (Q) are more volatile as these firms are more
likely growth firms that face more uncertainty. The ratio of
a company’s property, plant, and equipment over total
assets (PPE_TA) is used as a proxy variable for asset
tangibility, which may influence firm risk and financial
performance. As firms mature, measured by Firm age,
relative stock volatility and Befa both go down, as
expected. The number of CSR concerns leads consistently
to higher relative stock volatility and higher Beta, whether
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the measure is adjusted for size effect or not, also as
expected.

We next investigate the relation between ICSR/TCSR
strengths and firm financial performance using the fol-
lowing empirical model and report results in Panel B of
Table 3. The control variables are similar to those in Eqs.
(4) and (5) while the dependent variables are either Tobin’s
0, or ROA_E, or EBITDA/AT.’

Industry-adjusted Tobin’s Q (ROA_E, EBITDA/TA) = B,
+ B1.CSRstrengths; ;1 + (or P1,ICSRstrengths;;
+p ,C.TCSRstrengths,;,,l) + BrLog(Assets);,_,

+ BsLeverage;,—1 + [B4ROA;;—1] + [BsQis-1]
+ B¢PPE/Assets;;_1 + ;R&D; 1 + PyFirm Age;;—
+ BoCSR Concerns;,_y + Year, + Industry; +e;;,  (6)

Columns (1)—(4) of Panel B of Table 3 show that CSR
strengths and TCSR strengths in particular are always
positively associated with Tobin’s @, ROA_E, and
EBITDA/TA measures, whether they are raw measures or
industry-adjusted measures. The relation between ICSR
strengths and firm financial performance measures is
positive, but not statistically significant when industry-
adjusted performance measures are employed. As a control
variable, CSR concerns are negatively associated with
ROA_E and EBITDA/TA but not Tobin’s Q. Other control
variables all have the expected signs: Firm size
(Log(assets)) is negatively related to ROA measures as it
gets more difficult to accomplish higher ROA for larger
firms; leverage is positively related to industry-adjusted
Tobin’s Q as leverage usage could provide tax shield for
profitable firms, which results in improved firm value; high
R&D expenses are associated with lower ROA measures
(though insignificant) but with higher Q as investors value
R&D’s positive impact on future profitability; and Firm
age is also positively associated with industry-adjusted Q,
ROA_E, and EBITDA/TA.

Our findings in Table 3 provide convincing support for
Hypotheses 2a and 2b that TCSR and ICSR strengths have
heterogeneous impact on firm risk and financial perfor-
mance. TCSR strengths target primary stakeholders who
possess more power and urgency, and as a result TCSR
strengths are associated with improved firm financial per-
formance measures that are more immediate and directly
observable. ICSR strengths target secondary stakeholders
who lack the power and urgency and are associated with
lower firm risk, which is less immediate and less directly
observable.

7 ROA is included as independent variables when dependent
variables are ROA_E or EBITDA/TA. Q is not included as
independent variables when dependent variable is Tobin’s Q.
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We next explore whether ICSR strengths’ impact on
firm risk is insurance-like and how it may differ with
respect to different firm characteristics. To be insurance-
like, the protection from ICSR strengths should come in
times of need. We introduce a dummy variable HighVol to
capture the more volatile years in the market, which are
times such protection will be more valuable. HighVol is set
to 1 if the year is during the great recession years
(2007-2009) and dot.com bubble burst years (2000-2002),
closely resembling those identified in Oikonomou et al.
(2012). HighVol is set to O in other years of our sample
period.

Firms with higher percentage of intangible assets usu-
ally have higher market to book value ratio, as well as
higher Tobin’s Q. We introduce a dummy variable HighQ
that is set to one when a firm’s Tobin’s Q is higher than
median and zero when it is below median. Because in
general, the relationship-based intangible asset value at a
firm is uninsurable, such protection should be more valu-
able for firms with higher percentage of intangible assets.

We then re-estimate the relationship between risk
measures and ICSR, TCSR, as well as the interaction
between ICSR, TCSR, HighQ and HighVol dummies,
controlling for the same firm characteristics and firm fixed
effects. Results reported in Table 4 show that ICSR
strengths are negatively associated with size-adjusted rel-
ative volatility ratio in volatile markets and for firms with
high intangible assets. ICSR strengths are negatively rela-
ted to Beta for all firms in all times, whether it is in a
volatile market or not, and whether the firm has high per-
centage of intangible assets or not. TCSR strengths do not
have any significant relation with firm risk. Our findings
support Hypotheses 3a and 3b.

Do ICSR strengths have a similar negative relation with
firm risk for firms with negative social impact? Godfrey
et al. (2009) and Jo and Na (2012) analyze different data
samples in different periods and present empirical evidence
supporting opposite answers. To identify firms with nega-
tive social impact, we follow Jo and Na (2012) and assign
dummy variable Sin to one if the industry a firm belongs to
is tobacco, gambling, weapons, alcohol, adult entertain-
ment and other controversial firms and to zero otherwise.
Our results in Table 5 show that in general, ICSR strengths
are only associated with lower relative stock volatility and
lower Beta for firms without negative social impact. Again,
TCSR strengths are not associated with lower firm risk
regardless of the firm’s negative social impact status.
Hence Hypothesis 3c is supported.

Finally, we examine whether the impact of ICSR and
TCSR strengths varies with ethical climates. The passage
of Sarbanes—Oxley in 2002 represents an implementation
of higher ethical standards in the corporate world. We
divide our full sample period into two: pre-Sarbanes—Oxley
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Table 4 ICSR/TCSR-risk link for firms with high intangibles and in volatile markets
(H @) 3 C)) (5) 6)
Size-Adjusted  Size-Adjusted Size-Adjusted  Beta Beta Beta
RelRetVol RelRetVol RelRetVol
Size-Adjusted ICSRstrength, —0.004 —0.012* 0.002 —0.027#%%* —0.035%%* —0.024 %%
(—0.5006) (—1.698) (0.195) (—4.069) (—6.045) (—3.347)
Size-Adjusted ICSRstrength,_ by HighQ —0.029%3#* —0.027%#: —0.023%3#* —0.022%*%*
(—3.122) (—2.902) (—3.108) (—2.938)
Size-Adjusted ICSRstrength,_, by HighVol —0.019%s#* —0.017** —0.012%* —0.010*
(=2.712) (—2.403) (—2.061) (—1.806)
Size-Adjusted TCSRstrength, 0.015 0.001 0.007 —0.009 —0.007 —0.011
(1.388) (0.105) (0.582) (—1.052) (—0.912) (—1.155)
Size-Adjusted TCSRstrength,_, by HighQ —0.006 —0.007 0.009 0.009
(—0.521) (—0.565) (0.926) (0.950)
Size-Adjusted TCSRstrength, | by HighVol 0.019%* 0.019* 0.004 0.003
(1.925) (1.917) (0.522) (0.441)
Size-Adjusted CSRconcern,_, 0.023%%%* 0.023%** 0.023%%%* 0.025%%* 0.025%%%* 0.025%%*%*
(4.420) (4.453) (4.391) (5.952) (6.010) (5.922)
Log (assets),_, 0.140%** 0.134%** 0.136%** —0.064*%%* —0.067*** —0.066%**
(7.520) (7.188) (7.314) (—4.316) (—4.518) (—4.420)
Leverage,_ 0.227%%%* 0.215%** 0.225%%%* —0.140%* —0.146%%* —0.140%*
(3.273) (3.107) (3.252) (—2.512) (—2.630) (—2.515)
ROA,_, —0.119%* —0.125%* —0.120%* —0.097** —0.100%* —0.097**
(—2.201) (—2.317) (—2.223) (—2.233) (—=2.319) (—2.238)
(o 0.029%%*%* 0.029%** 0.029%%*%* 0.020%** 0.020%*%* 0.020%%*%*
(9.607) (9.596) (9.633) (8.314) (8.336) (8.333)
PPE/assets, —0.005 —0.011 —0.010 —0.302%%%* —0.310%** —0.304%**
(—0.045) (—0.106) (—0.089) (—3.530) (—3.624) (—3.545)
R&D, —0.053 —0.079 —0.048 0.649%%* 0.632%%%* 0.6547#%%*
(—0.185) (—0.275) (—0.166) (2.820) (2.744) (2.841)
Firm age;_, —0.239%%%* —0.236%** —0.236%** —0.363*%* —0.361%** —0.363***
(—4.307) (—4.264) (—4.267) (—8.191) (—8.130) (—8.179)
Constant 0.253 0.296 0.276 2.798**%* 2.819%%%* 2.811%%%*
(1.171) (1.369) (1.280) (16.187) (16.294) (16.250)
Firm fixed Yes Yes Yes Yes Yes Yes
Year fixed Yes Yes Yes Yes Yes Yes
Observations 4,599 4,599 4,599 4,599 4,599 4,599
R? 0.410 0.410 0.411 0.217 0.216 0.217

This table presents results from firm fixed effect regressions with interaction terms between ICSR and TCSR strengths and HighQ, HighVol,
respectively. The dependent variable is a firm’s relative return volatility adjusted by size (Size-Adjusted RelRetVol) and Beta. The detailed
definitions of the variables are reported in Appendix. Firm and year dummies are included, but coefficient estimates are omitted for brevity.
T-statistics are reported in parentheses, calculated using standard errors clustered at the firm level

*#k k% %k Significance level at the 1, 5, and 10 %, respectively

(hereafter SOX, 1995-2001) and post-SOX (2002-2009)
and test for the relation between CSR strengths and firm
risk measures. As we see from the results in Table 6, the
negative relation between ICSR strengths and firm risk is
only significant in post-SOX years. In pre-SOX years, the
above relation is negative but not significant. What is more,
there is a positive relation between TCSR strengths and

Beta in pre-SOX years and it turns negative and insignifi-
cant in post-SOX years. The sub-period analysis shows that
the impact of CSR activities on firm risk is time-varying.
As ethical value and code is more emphasized in our
society, stakeholders and investors especially impute dif-
ferent values from CSR activities. Results in Table 6 also
show that size-adjusted TCSR concerns are associated with
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Table 5 ICSR/TCSR-risk link

. X . 1) 2) (3) (C))
for ﬁrrtns with negative social Size-Adjusted Size-Adjusted Beta Beta
tmpac RelRetVol RelRetVol (Sin = 0) (Sin = 1)
(Sin = 0) (Sin = 1)
Size-Adjusted ICSRstrength,_, —0.024 %% —0.010 —0.045%3%:* 0.006
(—3.120) (—0.686) (—7.656) (0.533)
Size-Adjusted TCSRstrength,_ 0.012 —0.011 —0.003 —0.006
(1.292) (—0.525) (—0.429) (—0.393)
Size-Adjusted CSRconcern,_, 0.0307%* —0.004 0.026%* 0.003
(4.854) (—0.362) (5.375) (0.336)
Log (assets),_, 0.143%%* 0.113%* -0.061#** —0.057
(6.935) (2.260) (—=3.797) (—1.431)
Leverage,_ 0.175%: 0.234%* —0.181 %% —0.035
(2.206) (1.651) (—2.929) (—0.308)
Thi . .
is table presents a ROA,_, —0.145%* 0.308* —0.079% —0.440%5*
comparison of results on the
relation between firm risk and (=2.478) (1.952) (=1.728) (=3.487)
CSR strengths for firms with [ 0.027%** 0.041%%* 0.019%%*%* 0.054%**
and without negative social (8.156) (2.918) (7.309) (4.794)
i t, using firm fi ffects
impact, using firm fixed effects —— ppp e —0.063 ~0.006 —0.385%%  0.470%*
regressions. The dependent
variable is a firm’s relative stock (=0.530) (—0.020) (—4.178) (2.045)
return volatility adjusted by size R&D,_, 0.143 —1.311 0.784 %% —D.483%*
(Size-Adjusted RelRetVol) and (0.469) (—1.030) (3.295) (—2.443)
Beta. The detailed definitions of ) s . e
the variables are reported in Firm age,_, —0.263 %% —0.248* —0.367* —0.171
Appendix. Firm and year (—4.303) (—1.744) (—7.693) (—1.507)
dummies are included, but Constant 0.349 0.435 2,808 1.915%%%
coefficient estimates are omitted
for brevity. T-statistics are . (1.484) (0.647) (15.314) (3.563)
reported in parentheses, Firm fixed Yes Yes Yes Yes
calculated using standard errors Year fixed Yes Yes Yes Yes
clustered at the firm level Observations 3922 677 3922 677
ek W % Significance level at - go 0.394 0.535 0.206 0.373

the 1, 5, and 10 %, respectively

higher relative stock volatility in the post-SOX period.
Such relation is positive yet insignificant in pre-SOX years.
This provides another piece of evidence consistent with the
consequence of higher ethical standards: it leads not only to
more appreciation of CSR strengths, but also to more
sanction against CSR concerns. All these findings support
Hypothesis 4.

Granger Causality Test

It would be interesting to investigate whether there is any
causal effect between ICSR and firm risk, as either direc-
tion seems plausible. ICSR strengths may generate moral
capital that provides insurance-like protection which cau-
ses lower firm risk (Godfrey et al. 2009). Or as a firm
grows in size, it is likely to face less uncertainty and have
more resources to engage in more CSR activities. So the
negative relation between firm risk and CSR/ICSR could
be due to reverse causality. To address this concern that is
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related to size effect, we conduct a Granger causality test
using size-adjusted CSR measures and report the results in
Table 7.

The Granger causality test explores the direction of the
causal relationship between relative volatility and ICSR
strengths at the firm level. We regress the difference in
size-adjusted relative volatility over year ¢ and r — 1 on the
difference in size-adjusted ICSR strengths over year t — 1
and r — 2 as well as year r — 2 and r — 3. We also regress
the difference in size-adjusted ICSR strength over year
t and ¢ — 1 on the difference in size-adjusted relative
volatility over year ¢t — 1 and ¢t — 2 as well as year t — 2
and ¢t — 3. Both regressions have the same control vari-
ables as those in Egs. (4) and (5). As we can see from
Table 7, higher lagged ICSR activities Granger causes
lower stock volatility, while lower lagged stock volatility
does not Granger cause higher ICSR activities. Results
from the Granger causality test confirm that ICSR strengths
lead to volatility reduction, not the other way around.
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Table 6 Sub-period analysis (before and after SOX)
ey @) 3 C)) &) (6)
RelRetVol RelRetVol Size-Adjusted RelRetVol Size-Adjusted RelRetVol Beta Beta
Year <2001 Year >2002 Year <2001 Year >2002 Year <2001 Year >2002
ICSRstrength, —0.016 —0.054%* 0.004 —0.022%%#%*
(—0.408) (—2.225) (0.521) (—3.211)
TCSRstrength, 0.015 0.027 0.0507%%*%* —0.001
(0.282) (1.010) (4.128) (—0.144)
Size-Adjusted ICSRstrength,_, —0.008 —0.032%*%*
(—0.840) (—3.088)
Size-Adjusted TCSRstrength, 0.014 0.028%%*
(0.961) (2.405)
ICSRconcern,_, 0.119 —0.006 —0.003 0.021%*
(1.612) (—0.154) (—0.206) (1.810)
TCSRconcern,_, 0.068* 0.075%** —0.016* 0.0287%%%*
(1.767) (3.706) (—1.901) (4.885)
Size-Adjusted ICSRconcern,_, 0.028 0.018
(1.417) (1.009)
Size-Adjusted TCSRconcern,_, 0.007 0.042%%%*
(0.710) (4.744)
Log(assets),_, —0.254%* 0.095 0.070%* 0.272%** 0.029 0.0817%%%*
(—2.073) (1.356) (2.070) (8.581) (1.039) (4.078)
Leverage,_, 1.132%%* 0.245 0.206* 0.017 —0.092 —0.280%**
(2.640) (1.043) (1.765) (0.165) (—0.962) (—4.247)
ROA, —0.280 0.070 —0.195 0.005 —0.302%* —0.136%**
(—0.495) (0.495) (—1.270) (0.078) (—2.383) (—3.412)
01 —0.043 0.057%** —0.015%* 0.050%** —0.040%**  (0.038***
(—1.543) (4.592) (—2.034) (9.085) (—6.383) (11.031)
PPE/assets, —0.489 —0.673 —0.102 —0.17 0.211 —0.132
(—0.784) (—1.579) (—0.603) (—0.905) (1.512) (—1.106)
R&D, 0.766 0.004 0.305 0.176 0.111 0.099
(0.405) (0.005) (0.596) (0.473) (0.263) 0.417)
Firm age, —0.174 —0.677*%*%  (.435%%* —0.768*** 0.229* —0.579%**
(—0.329) (—2.582) (3.038) (—6.654) (1.945) (—7.856)
Constant 6.602%%** 3.476%%* —1.302%%%* 1.385%** 0.037 2.248%%%*
(3.564) (3.437) (—2.605) (3.098) (0.089) (7.907)
Firm fixed Yes Yes Yes Yes Yes Yes
Year fixed Yes Yes Yes Yes Yes Yes
Observations 1,931 2,668 1,931 2,668 1,931 2,668
R? 0.394 0.257 0.522 0.421 0.313 0.177

This table presents results from firm fixed effects regressions for both before and after SOX sub-periods. The dependent variable is a firm’s return
volatility (RelRetVol and Size-Adjusted RelRetVol). The detailed definitions of the variables are reported in Appendix. Firm and year dummies
are included, but coefficient estimates are omitted for brevity. T-statistics are reported in parentheses, calculated using standard errors clustered at

the firm level

wHk k% ok Significance level at the 1, 5, and 10 %, respectively

Further Robustness Checks

We conduct a number of robustness checks and the results
confirm our findings. First, we use a set of alternative
dependent variables and re-estimate Eq. (4). Similar to the

construct of RelRetVol and Size-Adjusted RelRetVol, we
form our alternative relative volatility measure based on
2-year-after monthly returns by calculating the 24-month
volatility for the stock and market, respectively, in fiscal
year t and r+ 1 when considering the impact of CSR
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Table 7 Granger causality test

ey
Size-Adjusted RelRetVol,
— Size-Adjusted RelRetVol,_,

@)
Size-Adjusted ICSRstrength,
— Size-Adjusted ICSRstrength,_,

Size-Adjusted (RelRetVol,_| — RelRetVol ,_»)

Size-Adjusted (ICSRstrength,_ — ICSRstrength,_;)

Size-Adjusted (TCSRstrength,_, — TCSRstrength ;_5)

Size-adjusted (CSRconcern,_ — CSRconcern;_;)

Log(assets),_ — Log(assets),_»

Leverage, | — Leverage, ,

Qr— 1= szz

PPE/assets,_; — PPE/assets;_»

ROA,_, — ROA,_»

R&D, | — R&D,_,

Firm Age,_, — Firm Age,_,

Size-Adjusted (RelRetVol,_, — RelRetVol,_3)

Size-Adjusted (ICSRstrength,_, — ICSRstrength,_3)

Size-Adjusted (TCSRstrength,_, — TCSRstrength,_3)

Size-Adjusted (CSRconcern,_, — CSRconcern,_3)

Log(assets),_, — Log(assets),_3

Leverage, , — Leverage, 3

02— 013

PPE/assets;,_» — PPE/assets,_3

ROA,_» — ROA,_;

R&D,_» — R&D,_;

Firm Age-;_» — Firm Age,_3

Constant

Year fixed

—0.259%#*
(=7.063)
—0.021*
(—1.818)
0.028**
(2.339)
0.004
(0.545)
0.149%%%*
(3.011)
0.536%%*
(3.686)
0.030%%*%*
(4.085)
0.591%**
(2.027)
0.111
(1.061)
0.301
(0.953)
—0.345
(—0.848)
—0.053%**
(—2.618)
—0.026%*
(—2.583)
0.0427%%*%
(3.337)
—0.004
(—0.541)
0.284#7%%*
(3.626)
0.094
(0.774)
0.039%%*%*
(3.358)
0.329
(1.441)
0.233%#%%*
(5.420)
0.666*
(1.832)
—0.105
(—0.318)
0.002
(0.124)
Yes

—0.022
(—=0.715)
—0.142%3%*
(—6.960)
0.005
(0.177)
—0.002
(—0.169)
—0.054
(—0.736)
—0.187
(—1.063)
—0.013
(—1.312)
—-0.219
(—0.633)
—0.133
(—1.559)
0.347
(0.655)
0.009
(0.063)
0.038
(1.378)
—0.115%%%*
(—5.898)
—0.000
(—0.016)
0.009
(0.616)
—0.141%*
(—=2.304)
0.254
(1.521)
0.001
(0.191)
0.131
(0.435)
0.069
(1.182)
0.969
(1.601)
0.444*
(1.662)
0.069%%**
(3.385)
Yes
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Table 7 continued

)] )

Size-Adjusted RelRetVol, Size-Adjusted ICSRstrength,

— Size-Adjusted RelRetVol, — Size-Adjusted ICSRstrength,
Observations 3,463 3,463
'S 0.112 0.035

The dependent variable is Size-Adjusted RelRetVol;sSize — Adjusted RelRetVol, | in Model (1) and Size-Adjusted ICSRstrength, — Size-
Adjusted ICSRstrength,_, in Model (2). The detailed definitions of the variables are reported in Appendix. 7-statistics are reported in parentheses,
calculated using standard errors clustered at the firm level

wHk ok ok Significance level at the 1, 5, and 10 %, respectively

Table 8 Robustness tests using tobit regressions

Variables 1 2 3) 4)
RelRetVol Beta Industry Adjusted Q Industry Adjusted
EBITDA/TA
ICSRstrength, —0.028** —0.024**%* 0.010 0.002
(—2.304) (—4.024) (0.413) (1.237)
TCSRstrength, 0.055%%*%* 0.021%%* 0.0517%#* 0.006%**
(3.810) (2.623) (1.979) (2.926)
ICSRconcern,_; 0.212%%%* 0.082%%%* 0.019 —0.002
(7.592) (6.191) (0.472) (—0.862)
TCSRconcern,_, 0.055%%*%* —0.004 —0.015 —0.003
(3.603) (—0.586) (—0.608) (—1.641)
Log(assets),_ —0.215%** —0.003 —0.101** —0.01 1%#%%*
(—9.347) (—0.290) (—2.108) (—3.110)
Leverage,_ —0.084 —0.314%%% —1.133%** —0.015
(—0.530) (—3.555) (—2.928) (—0.591)
ROA,_, —1.555%* —0.480%%%* 2.664%%*
(—2.285) (—3.844) (1.978)
[0 0.009 0.017%%* 0.011%%*
(1.229) 4.972) (8.794)
PPE/assets, —0.224 —0.175% —0.006 0.064***
(—1.224) (—1.916) (—0.031) (4.473)
R&D, 4.333%% 1.602%%* 4.358%** —0.066
(5.962) (2.769) (3.870) (—0.783)
Firm age,_, —0.358%** —0.089%** —0.341%** 0.006
(—=7.729) (—4.540) (—4.798) (1.467)
Constant 4.893%** 1.450%%%* 2.023#%%* 0.047
(7.610) (9.523) (4.309) (1.388)
Industry fixed (FF12) Yes Yes Yes Yes
Year fixed Yes Yes Yes Yes
Observations 4,499 4,499 4,500 4,494
Lower bound 0.00 —1.00 —3.00 —1.00
LnSigma 0.086 —0.962 0.334 —2.640

All the models in this table use Tobit regressions with two way clustering in both industry and year dimensions. Dependent variables are
RelRetVol in Model (1), Beta in Model (2), industry adjusted Tobin’s Q in Model (3), and industry adjusted EBITDA/TA in Model (4). Industry-
adjusted numbers are calculated as the excess after subtracting Fama and French 12 industry (FF12) mean from the raw numbers. The detailed
definitions of variables are reported in Appendix. Firm and year dummies are included, but coefficient estimates are omitted for brevity.
Z-statistics are reported in parentheses, calculated using standard errors clustered at the firm and year levels, following Petersen (2009)

*Hk % % Significance level at the 1, 5, and 10 %, respectively
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activities in fiscal year t — 1. We find similar results using
alternative total risk measures: RelRetVol2 and Size-
Adjusted RelRetVol2, supporting our Hypotheses 1-5.

In Mattingly and Berman (2006), environmental
strength loads on the factor “institutional weakness,”
which leads Godfrey et al. (2009) to include only two
components: community and diversity strength for measure
of ICSR. We construct two alternative ICSR measures (Alt
ICSRstrength and Alt Size-Adjusted ICSRstrength) that
include three components with the added environmental
strength score and our results remain unchanged.

Corporate governance ratings from the KLD database
have been questioned for their quality and many CSR-
related studies exclude corporate governance ratings and
focus on the remaining five categories only (Jo and Harjoto
2011, 2012, etc.). Others include corporate governance
strengths for TCSR (Godfrey et al. 2009). We include in
regression Eq. (4) two alternative TCSR measures (Alt
TCSRstrength and Alt Size-Adjusted TCSRstrength) that
include corporate governance strength score from the
construct of TCSR and find qualitatively unchanged
results. The results from robustness checks using alterna-
tive measures of firm risk and CSR are not reported for
space consideration, and are available upon request.

As all of our dependent variables (RelRetVol, Beta,
industry-adjusted Tobin’s O, ROA_E and EBITDA/TA
measures) are bounded ratios, we re-estimate the relation
between them and ICSR and TCSR strengths using Tobit
regressions. The results are reported in Table 8§ and are
qualitatively the same as those from the OLS with two way
clustering and panel firm fixed effects regressions.

Finally, we test for endogeneity concern for our
regression since ordinary least squares estimators are
inconsistent when endogenous explanatory variables exist.
We introduce the following two instrumental variables for
the two suspected endogenous variables—net ICSR and net
TCSR strengths, and re-estimate the relation between
ICSR/TCSR strengths and firm risk, as well as financial
performance, using instrumental variable regressions.

Annual average of in-state ICSR/TCSR net strengths for
all other firms in the same state (State mean NetICSR-
strength and State mean NetTCSRstrength)

Average of ICSR/TCSR strengths for all other firms with
same three-digit SIC codes (Industry mean NetICSR-
strength and Industry mean NetTCSRstrength)

A valid instrumental variable requires meeting two cri-
teria: it should affect the level of net ICSR/TCSR strengths,
and it should not affect firm risk or financial performance
through other channels except for its direct effect on net
ICSR/TCSR strengths. Intuitively, mean net ICSR/TCSR
strengths for all firms in one state should affect net ICSR/
TCSR strengths at a specific firm because of certain shared
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statewide influence. The mean net ICSR/TCSR strengths
for all firms with same 3-digit SIC codes should similarly
affect net ICSR/TCSR strengths because of certain industry
shared influence. The two instrumental variables explain
over 30 % of variation in net ICSR/TCSR strengths and are
unlikely to be weak instruments. We report the results from
the instrumental variable regressions in Table 9. There is a
positive significant relation between net ICSR/TCSR
strengths and the two instruments. Along with higher
explanatory power of two instruments, the insignificant
Hansen’s J-statistics show that instruments are valid. The
GMM C-statistics for both Befa and Tobin’s Q are insig-
nificant with p values at 0.8 and 0.2, suggesting that net
ICSR/TCSR strengths are likely not endogenous. This
provides further relief that our findings on the heteroge-
neous impact of ICSR and TCSR strengths on firm risk and
financial performance are not spurious.

Discussion and Concluding Remarks

Before discussing the findings of our study and considering
its broader implications, we recognize the limitations of
our work. Using KLD data as the source of CSP has its own
critiques. For example, Entine (2003) notes several cre-
dulity problems as the data are stretched to meet the
objectives of individual researchers as individual item
scores get combined across dimensions into larger con-
structs. Even though we differentiate the five dimensions of
CSR ratings of KLD based on a meaningful concept, the
targeting stakeholders of the CSR activities, the aggrega-
tion of ratings across dimensions still subject itself to such
criticism. Even though we study to use size-adjusted CSR
scores to mitigate the size effect inherent in the KLD
database, continuous CSR variable, if available, would be
preferred to fully address such concern.

Theoretical Implications

We conduct a robust analysis of heterogeneous impact of
CSR activities with different targeted stakeholders in this
study by mending several major data and methodology
drawbacks in previous studies as pointed out in Orlitzky
and Benjamin (2001) and Orlitzky et al. (2003). First and
foremost, we analyze the CSR-risk and CSR-financial
performance links in the primary/secondary stakeholder
framework as argued in Clarkson (1995) and document
heterogeneous impact of ICSR and TCSR strengths. Sec-
ond, we use a large panel dataset of representative S&P
500 index component firms over the period of 1995-2009.
We also construct size-adjusted measures to alleviate the
notorious size bias in CSR studies. Third, we attempt to
capture the time sensitivity of such impact of CSR
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Table 9 Instrumental variable Variables First stage @)) First stage 2)
regressions NetICSRstrength Beta NetTCSRstrength (0]
NetICSRstrength —0.026**
(—2.397)
NetTCSRstrength 0.068
(1.442)
Log(assets),_, 0.516%** 0.009 —0.101* —0.130%**
(9.36) (0.734) (—1.85) (—=2.599)
Leverage,_, —0.157 —0.272%%%* —0.887%*** —1.661%***
(—0.50) (—3.754) (—2.85) (—3.831)
ROA,_, 0.611%* —0.507#** 1.269%** 4.240%**
2.47) (—3.148) (3.74) (2.653)
We use instrumental Varia}b.les 0, 0.020 0.039%%%
U rasions 0 sl 145 wost)
instrumental Variabl;:s are used PPE/assets,_; 0.715%s#* —0.102%* 0.848%3#:* —0.758%*%*
for the possibly endogenous (2.86) (—1.687) (2.78) (=3.114)
variable NetICSRstrength: State R&D,_, 2 683 1,492 0.418 8 712
mean NetICSRstrength and
industry mean (2.04) (3.934) (0.40) (5.834)
NetICSRstrengthA State mean Firm age;_ 0.252%** —0.069%** 0.054 —0.562%***
NetICSRstrength is calculated (2.93) (—3.542) 0.71) (—4.908)
using annual average of all Net e
ICSR strength scores of firms State mean 0.639
located in the same state. NetICSRstrength (9.27)
Industry mean Net/CSRstrength State mean 0.708%%*%*
is calculated using the average NetTCSRstrength (11.34)
of all Net ICSR strength scores Ind 0,782+
of firms with same three-digit ndustry mean ’
SIC codes. The dependent NetICSRstrength (14.39)
variables are a firm’s Beta in Industry mean 0.780%%*
Model (1) and Tobin’s Q (Q) in NetTCSRstren
. gth (13.25)
MOd?l- (2). The detaﬂed Constant —6.251%%* 1.3227%%%* 0.981%* 5.189%%%*
definitions of the variables are : : : :
reported in Appendix. Firm and (—10.28) (9.753) (1.80) (8.544)
year dummies are included, but  Qpgervations 5,143 5,143 5,143 5,143
coefﬁcu{nt estlmat.es' are omitted R 0497 0.394 0378 0267
for brevity. Z-statistics are
reported in parentheses, GMM C-statistics 0.039 1.515
calculated using standard errors (Endogenous test) (0.843) (0.218)
clustered at the firm level Hansen’s J-statistics 1.580 0.843
o w  Significance level at  Gyeridentification test) (0.209) (0.359)

the 1, 5, and 10 %, respectively

activities. Fourth, we apply firm fixed effects regression
that addresses the concern of having missing variables. Our
study provides relieving evidence that after SOX, stake-
holders value ethics more as both ICSR and TCSR
strengths have stronger impact on firm risk and financial
performance, respectively, during the post-SOX period.
Our main contribution is that this may be the first study
that investigates the heterogeneous impact of CSR
strengths that target different stakeholders on CFP,
addressing both the CSR-risk and CSR-performance links.
We find that the impact of TCSR that target primary
stakeholders is more immediate and easily observable:
TCSR concerns are associated with immediate higher firm
risk and TCSR strengths are associated with higher Tobin’s

0, ROA_E, and EBITDA/TA. On the other hand, the
impact of ICSR that target secondary stakeholders is less
immediate and not as easily observable: ICSR concerns are
not associated with immediate higher firm risk and ICSR
strengths are associated with lower firm risk. The negative
relation between ICSR strengths and firm risk is stronger in
volatile markets.

Our findings also confirm the “insurance-like” benefit of
ICSR for the CSR-risk link in the context of market-wide
shocks. Such benefit is similar to those documented in
Godfrey et al. (2009) in the context of negative firm-level
shocks, but have a much broader coverage. Further, our
findings provide more insight into the non-uniform CSR
impact on both CSR-risk and CSR-return links, which
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varies with targeted stakeholders. Such “insurance-like”
protection is more salient in volatile markets for firms with
higher proportion of intangible assets and firms without
negative social impact. Such “insurance-like” benefit is
also time-varying, becoming more salient in post-SOX
period.

Finally, our empirical findings survive endogeneity tests
and other robust checks with alternative risk measures,
alternative ICSR/TCSR strengths measures, and alternative
regression methods. This alleviates concern that our results
may be driven by endogeneity, or the size effect, or a
particular construct of ICSR and TCSR measures, or a
particular regression method.

Practical Implications

Our study should be of great interest to policy makers and
corporate managers. We show that the differentiation of
CSR activities based on the targeting stakeholders is
meaningful and that participation in ICSR and TCSR has
different outcomes. It not only provides empirical evidence
that supports what stakeholder theories suggest about the

heterogeneous benefits of CSR activities, but also confirms
that the outcomes from different CSR activities managers
engage into manage relationships with different stake-
holder groups match what they have hoped for. We provide
empirical evidence for the “insurance-like” protection
through ICSR strengths in the context of market-wide
shocks, and for enhancing financial performance through
TCSR strengths, which makes a solid business case for
firms to participate in CSR activities. We show that higher
ethical standard raised by the regulators guide stakeholders
in their ethical judgment when imputing value to corporate
activities.
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Appendix: Definitions of Variables

RelRetVol

Size-Adjusted RelRetVol
RelRetVol2

Size-Adjusted RelRetVol2
Beta

CSRstrength

Size-Adjusted CSRstrength

CSRconcern

Size-Adjusted CSRconcern

NetCSRstrength
ICSRstrength

Alt ICSRstrength
Size-Adjusted ICSRstrength

Alt Size-Adjusted
ICSRconcern
Size-Adjusted ICSRconcern

NetICSRstrength
TCSRstrength

Alt TCSRstrength
Size-Adjusted TCSRstrength

Alt Size-Adjusted TCSRstrength

12 month stock volatility,/12 month CRSP value weighted index volatility,

12 month stock volatility,/12 month CRSP size quintile portfolio volatility,

24 month stock volatility,,, /24 month CRSP value weighted index volatility,,,
24 month stock volatility,,, ;/24 month CRSP size quintile portfolio volatility,
Beta is measured using the previous 2 years daily data

A sum of the CSR strengths across community, diversity, environment, employee
relation, and product quality
[COMstrength + DIVstrength + ENVstrength + EMPstrength + PROstrength]

CSR strengths adjusted by the mean value of CSR strength score in the size portfolio;
size portfolio is determined by quintile of total assets

A sum of the CSR concerns across community, diversity, environment, employee
relation, and product quality
[COMconcern 4+ DIVconcern + ENVconcern + EMPconcern + PROconcern]

CSR concerns adjusted by the mean value of CSR concern score in the size portfolio;
size portfolio is determined by quintile of total assets

CSRstrength — CSRconcern
ICSR strengths [COMstrength + DIVstrength]
Alternative ICSR strengths [COMstrength + DIVstrength + ENVstrength]

ICSR strengths adjusted by the mean value of the ICSR strength score in the size
portfolio; size portfolio is determined by quintile of total assets

Alternative size-adjusted ICSRstrength
ICSR concerns [COMconcern + DIVconcern]

ICSR concerns adjusted by the mean value of ICSR concern score in the size
portfolio; size portfolio is determined by quintile of total assets

ICSRstrength—ICSRconcern
TCSR strengths [EMPstrength + PROstrength]
Alternative TCSR strengths [EMPstrength + PROstrength + CGOVstrength]

TCSR strengths adjusted by the mean value of TCSR strength score in the size
portfolio; size portfolio is determined by quintile of total assets

Alternative Size-adjusted TCSRstrength
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continued

TCSRconcern
Size-Adjusted TCSRconcern

NetTCSRstrength
HighVol

Log (assets)
Leverage

ROA

ROA_E

Cash flow return

Q

HighQ

Size-Adjusted ICSRstrength by HighQ
Size-Adjusted TCSRstrength by HighQ
Size-Adjusted ICSRstrength by HighVol
Size-Adjusted TCSRstrength_HighVol
PPE/assets

R&D

Firm age

State mean NetICSRstrength

State mean NetTCSRstrength

Industry mean NetICSRstrength
Industry mean NetTCSRstrength

TCSR concerns [EMPconcern + PROconcern + CGOVconcern]

TCSR concerns adjusted by the mean value of TCSR concern score in the size
portfolio; size portfolio is determined by quintile of total assets

TCSRstrength—TCSRconcern

If in volatile periods (2000-2002 and 2007-2009), takes 1, else 0.
Firm size measured by book value of assets at fiscal year ¢ [AT]
Debt to assets ratio [(DLC + DLTT)/AT]

Net income divided by assets [NI/AT]

EBIT divided by assets [EBIT/AT]

EBITDA divided by assets [BITDA/AT]

Tobin’s Q, measured by market value of assets divided by book value of assets
[(PRCC_F*CSHO + AT — CEQ)/AT)]

If size-adjusted Q > median(Q), takes 1, else 0.

Size-Adjusted ICSRstrength*HighQ

Size-Adjusted TCSRstrength*HighQ

Size-Adjusted ICSRstrength*HighVol

Size-Adjusted TCSRstrength*HighVol

Property, plant & equipment divided by assets [PPENT/AT]

R&D expense [XRD/AT]

Fiscal year minus the first year that the firm is reported in Compustat
Annual NetICSRstrength score average located in the same state

Annual NetTCSRstrength score average located in the same state

Mean NetICSRstrength scores of firms in the same three-digit SIC codes
Mean NetTCSRstrength scores of firms in the same three-digit SIC codes
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