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Introduction 

 In recent years, Corporate Social Responsibility (CSR) 
has become an important topic to corporations 

 

 Large institutional investors (such as CalPERS) invest in 
firms that pursue specific CSR activities 

 

 More than 50% of the Fortune 1000 companies in the 
US regularly issue CSR reports 
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Research Questions 

 Then,  

 “Is there a relationship between CSR and 
financial performance of the firm?” 
 

 More specifically, 

 “Does high CSR firms have lower cost 
of equity capital than low CSR firms? 
If so, How and Why?” 
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Related Literature 

 Related Literature: 

 Botosan (1997)  

 Kempt and Osthoff (2007) 

 Renneboog et al. (2008) 

 Sharfman and Fernando (2008) 

 Jiao (2010) 

 Merton, 1987 

 Heinkel et al., 2001 

 Hail and Leuz, 2006 

 Chen et al. 2009 
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CSR and Cost of Equity Capital 

1. Relative Size of a Firm’s Investor Base 
 Merton (1987), Heinkel et al. (2001),  

 Hong and Kacperczyk (2009) 

 Low CSR firms have smaller investor base due to  

 (i) investor preferences and (ii) information asymmetry 

 

2. A Firm’s Perceived Risk 
 Frederick (1995), Robinson et al. (2008), Starks (2009) 

 Waddock and Graves (1997), Hong and Kacperczyk (2009) 

 Higher level of risk (i.e. litigation risks) 
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Relative Size of Investor Base 

I. Investor Preferences 

 Socially conscious investors prefer not to include low CSR 
firms in their investment portfolios 

 

 Heinkel et al. (2001): Higher expected returns for the lack 
of risk sharing 

 

 Hong and Kacperczyk (2009): Norm-constrained 
institutional investors include fewer “sin” stocks (tobacco, 
alcohol, nuclear power) in their portfolios 
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Relative Size of Investor Base 

II. Information Asymmetry  

 Information asymmetry is likely to be more severe for  

 low CSR firms. 

 

 Information transmission process 
1) Signaling by the firm  

 High CSR firms tend to disclose more information 

2) Coverage by the media and analysts 

 Analysts and the media are more inclined to spend time analyzing 
and reporting news about “good” firms, not “sin” firms 

3) Reception by investors 

 Socially conscious investors are likely to pay more attention to 
information related to high CSR firms 
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Firm’s Perceived Risk 

 Frederick (1995), Robinson et al. (2008), Starks (2009) 

• Investors perceive socially irresponsible firms as having a 
higher level of risk 

 Waddock and Graves (1997) 

• Socially irresponsible firms may face uncertain future exlicit 
claims 

 Hong and Kacperczyk (2009) 

• “Sin” firms face higher litigation risks 

 

 With higher level of non-diversifiable risk,  

 low CSR firms will face a higher cost of equity capital 
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Data and Variables 

 Four Databases 

1. I/B/E/S (Thompson Institutional Brokers Earnings Services) 

2. Compustat North America 

3. KLD STATS 

4. CRSP Monthly Return Files 

 

 Sample Period: 1992 to 2007 

 Total 12,915 observations with 2809 unique firms 
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Data and Variables 
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Data and Variables 
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Data and Variables 

 The authors use “ex ante cost of equity” implied in 
current stock prices and analyst forecasts 

 Because Fama and French (1997) provide poor proxies for the 
cost of equity capital 

 

 Hail and Leuz (2006, 2009) and Chen et al. (2009): 

 Implied cost of capital approach is useful because it isolate 
cost of capital effects from growth and cash flow effects 
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Data and Variables 

 Cost of Equity Capital, following Hail and Leuz (2006) 

1) Claus and Thomas Model (2001, CT): rCT 

2) Gebhardt et al. Model (2001, GLS): rGLS 

3) Ohlson and Juettner-Nauroth Model (2005, OJ): rOJ 

4) Easton Model (2004, ES): rES 

 → rAVG 

 

 Dhaliwal et al. (2006) and Gode and Mohanram (2003) 

 rGLS = Lower bound 

 rOJ = Upper bound 
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Data and Variables 

 Corporate Social Responsibility from KLD STATS 

 Qualitative issues (binary (0/1)) 

 →  (1) Communitiy, (2) Corporate Governance, (3) Diversity, 

 (4) Employee Relations, (5) The Environment,  

  (6) Human Rights, and (7) Product Characteristics 

 Corporate Governance ignored for the first analysis  

 

 Controversial business issues (binary (0/1)) 

 → Alcohol, gambling, tobacco, firearms, the military, and 

nuclear power 
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Data and Variables 

 Control Variables 

1) Beta (BETA) 

2) Size (SIZE) 

3) Book-to-market Ratio (BTM) 

4) Leverage (LEV) 

5) Analyst forecast attributes 

  - Forecast dispersion (DISP) 

  - Long-term growth forecast (LTG) 

 

+ Year and Industry effects 
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Data and Variables 
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Data and Variables 
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Data and Variables 
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Data and Variables 
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Empirical Results - Univariate Analysis 
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Cost of Equity Capital of CSR Score ≥ Median is Lower than 
Cost of Equity Capital of CSR Score < Median !!! 



Empirical Results - Multivariate Analysis 
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Empirical Results - Robustness Tests 

23 



Empirical Results - Robustness Tests 
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Empirical Results - Robustness Tests 
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Empirical Results - Robustness Tests 
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Empirical Results - Robustness Tests 
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Conclusions 

 CSR affects firms’ “ex ante cost of equity” implied in 
stock prices and analysts’ earnings forecasts 

 High CSR firms should have lower cost of equity capital 
than low CSR firms 

 Low CSR firms having a reduced investor base and higher 
perceived risk 

 Among 6 dimensions of KLD social performance index, 
(1) Employee Relations, (2) Environmental Policies, (3) 
Product Strategies lower the firms’ cost of equity 

 However, the other three indexs; community relations, diversity, 
and human rights do not  
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Conclusions (Continued) 

 Beyond corporate governance and other risk factors, 
investment in CSR activities is very important to firms 
as it lowers a firm’s cost of equity 

 

 Therefore, firms should: 

 Increase/pursue CSR activities 

 High CSR firms should actively disclose information about their 
CSR activities 

 Socially conscious investors should select high CSR firms 
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Further Research 

 How about using a global sample? 

 Investors’ perception of strong vs. weak-CSR firms is shaped by 
a country’s culture and religion 

 Does the cost of capital effect of CSR cause firms to 
alter their behavior? 

 Check the change in cost of equity over time when low CSR 
firms significantly increase their investments in CSR activities 

 Is there a relationship between CSR and the cost of 
private debt financing also? 
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Questions 

 Thank you for your attention! 

 

ANY QUESTIONS? 
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