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1. INTRODUCTION

This introductive chapter gives to the reademadnsight into the researched topiclhe background is

followed byproblem statementaim of the research, relevance and research questions.

1.1 BACKGROUND
MARKETING/FINANCE INTERFACE AND SHAREHOLDER VALUE APRRISAGHNABLEARKETING

Traditionally, within sustainable marketing research the focus has been on consumers, their behaviors
their attitudes towards sustainablproducts and consumerased outputs such as satisfaction and loyalty
(Chamorro et al. 20Q9Srinivasan and Hanssens 2D0Significant attention has been given also to
communication strategies sinceompanies cannot hope to enjoy concrete benefits from sustainability
unless they intelligently communicate about their initiatives to relavstakeholdergMaignan and Ferrell
2004). Indeed, creating stakeholder awareness of and managing their attributions towards CSR activities

are prerequisites for getting any benefit out of GBR et al. 201D

Among the variables traditionally used by marketers to assess the performance of their strategies there are
sales volumesnd market shargboth deaing with a product@ success in the marketplac®ther variables

such agrofitability and stock priceBave beeroften considered by marketetsnder the only responsibility

of finance Both marketing and financial scholars have been quite myopic at looking at the
marketing/finance interface. Indeed, both have failedrexogniz the contribution of marketing activities

to the creation of longerm shareholder valu€Srinivasan and Hanssens 208fivastaa et al. 1998

b2¢l RFeas YINJSGAYI YIyrFraSNBR FNBE AYONBFaAy3afte LINE
measure and communicate the financial value created by marketing activities in termsisacfholder

value. This task is particularlyritky given that much of the good marketing deals with the creation and
management of relational intangible markbased assetBke reputation and brand equitySrinivasan and
Hanssens 20Q9hat, asthe name suggestgesult from the relationshipsbetween a company and its

external stakeholder¢Srivastava etl. 1999. Compared with tangible assets, the value of market based
FaasSia Aa KFNRSNJ G2 YSIFadaNBx R2SayQid | LISBVadvazy o |
et al. 1998. Despite such limitations, the value of market based assets is becoming more and more
important as demonstrated bghe market-to-book ratio for the Fortune 5Qdndeed,more than 70% of the

market value of these congpies consists of intangible assets (Capraro and Srivastava, ci@9l7 in

Srivastava et al. 1998



The adoption of a shareholdealueapproach whichrecogqizes the importance of both tangible

and intangible asset§_ukas et al. 200%and embraces a longrm perspective(Srivastava et al. 1998
expected tohelp marketersprovingthat marketing strateggsare a wise management practice and not just
an expenself resources allocated to marketing strategies are not viewed as investntieatxreate or
protect firm value(enhancing future performance, providing potential for growth or reduaiisg) then
YIEN]LSGSNBRQ O2yGNAROdziA2Y (G2 O2NLIR2NIGS RSOA&AAZY
(Srivastava et al. 1998 Moreover, resources previously allocated to marketing strategiescould be
reallocated toother activities whose managers succeedad proving clear results using the financial

languageadopted by the top managemerfErivastava et al. 1998ukas et al. 2005

The challenge to measure and demonstrate tteareholder value createdfiven by marketing strategies
hold also for Corporate Social Responsibilitgeed, ifmanagers responsible for CSR want their initiatives
accepted into mainstream budgeting, they have to be ablertwve the returns from theseénvestmentsin
terms of shareholder valu@Peloza 200P Thusis spurringmarketersinvestigating thefinancial impacts of
CSR usingetrics such asthe Net Present Value of future cash flo@dPV)that is computed using the
F2tf26Ay3 T2 N dz"IAlthbughtsbme Studies have foeused antsher potential of marketing
strategies to enhance shareholder value influenaagh flows (Ci the formula) the risk adjusted cost of

capital(R in theformula) has been so far neglected.

THE BUSINESS CASRCORPORATE SOCIAL RESPONSIBHY DOING GOOD SOCIALLY LEADS TO
DO WELL FINANCIALLY?

In the last decadeshe awareness dforporate Socl&Responsibilithasincreased significantly turning into

Y

a sensitive issue for many stakeholders including academics, business organizations, NGOs and consumers.

Indeed, CSR is regarded as an importar@demic construct investigated by stdrs of many disciplines
among which marketing, management, ethics, finance and accou¢iegh and Dawar 20Q04Moreover,
CSR is rising ageessing item in corporate agen@élein and Dawar 2004ndisa hot debated topic in the

business worldLuo and Bhattacharya 20p8ince thebusiness case &ill questioned

Four general arguments are commonly used to justify CSR engagement: moral obligation, sustainability,

license to operate, and reputatidfforter and Kramer 2006

An impressive number of definitions of CS&h e found in the literature Although almost all the

definitions embrace the 3 Ps (people, planet, profit), the fact that different disciplines and authors define

! For a review se€arroll, A. B. 1999. 'Corporate Social Responsibility : EvolutioDeffrdtional ConstructBusiness Societ$3:3, 26895.
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this multidimensional construct slightly differently contributes creating a sensation of vagueness. In 2002

the Commission ofK S 9 dzNR LISty [/ 2YYdzyAdGAS&a RSFAYSR /{w | & «a
social and environment concerns in their business operations and in their interaction with their
stakeholders on a voluntary basis, since they are increasingly aware that régpobshavior leads to
ddzadl Ayl of S qKmpoaryagidBandna 80000 S88eisz 20100 | Sy OSz a/ {w I Ol
that the firm is not completely sek y § SNBE A1 SR¢ 0 @R yERIRBHNANYA QW RA B EI8J4 A {
Gl NR 2 dza & {Godfr& rer2al. DGONERgagingn CSR activities is considered also a strategy to deal

with externalities, reducing externalized costs or avoiding distributional conflicts between companies and
society(Heal 20050 5S&LAGS a2YS | dzZiK2N&BR adAtft OlsedCSRasNI | a
custommade process and argue that each firm should choose the definition that best match its aim and

strategy in light of the contingences and culture in which it operétas Marrewijk 2003

Examples of CSR activities include pro bono activitiepoctate volunteerism, charitable contributions,
support for community education and health care initiatives, food safety and environmental programs

(Gardberg and Fombrun 2006

Among scholars and practitiorsethere are two competing viewggarding the financial impacts &fSR:
éthe social impact and éthe shift of focug (Shen and Chang 200® | £ £ SR A y positkeivieve & § GiRA 2 y
Gskeptical vieve NB & LISOG A @St &

According to the skeptical view, companies allocating resources to CSR practices are increasing their
involvement in issues traditionally under the domain of governments and NGOs which should remain such.
Scholarsargue that tte allocation of scarce resources to CSR programs causes a shift of focukdrom

fiim@ S02y2YAO 202S8S0GABS GKIFIG A& YFEAYATAYy3 &KIFNBK
operating costs, reduces market competitiveness and affects negativelyinancial performancéShen

and Chang 20Q9Many consumers show no willingness to pay moredfax dza G I Ay 6 f Sé¢ LINE R
G NI 3 dzf KvhiEde eyl 3088Vienz 2010 and generally showvillingnessto pay a premim priceonly

when they have a strong commitment to the good cause of thei@i8&ive (Bhattacharya and Sen 2004

Advocates of CSR recognize its loergn benefits in terms of strategic advantage through differation

and cost saving(Kapoor and Sandhu 20LGnd believe that the efficiency with which business
organizations deal with the challenges of sustainability will define their competitiveness and success in the
coming yearqSheth et al. 2010 It is argued that wised CSR investments produce many benefits among
which enhanced employee moraknd productivity (Turban and Greening 19%6retaining talents and
improved relationskp with communities Marketing studies have found that CSR has significant direct or

indirect influences on several customerelated outcomegLuo and Bhattacharya 200Beloza and Shang
11



2011): increased loyalty(Du et al. 200), favorable stakeholder attitudefDu et al. 201}) customer
company identificationand heightened purchase intentiongSen and Bhattacharya 20Q1consumer
product responseandincreased saleBrown and Dacin 1997enhancedcorporateimage(Fombrun and
Shanley 1990Du et al. 200) and enhanced advocacy behaviossich as positive wordf-mouth,
willingness to pay a price premium and resilience to negative company (2wet al. 2010Du et al.

2007). Allthese benefits are expected to lead to greater financial performgiedach et al. 201)) but
GKSNBE Aa adAaftt | fAYAOGSR dzyRSNEGIYRAY 3 2Fuoand S KSI
Bhattacharya 2006 Proponents of CSR expect that it will g in the longterm even if engaging in
sustainabilityrelated activites may require time, effort and relevant investments causing a diont
decreasdn profitability (Lopez et al. 2007

Moreover, @mpanies engaged in CSR practices are less scrutinized by government entities since their
commitment to sustainability satisfy and go beyond regulatory compliance requiren{&afsoor and
Sandhu 2010 Conversely, avoiding social resgibility may provoke governments set additional
legislation altering the competitive situation and leading to higher compliance costs which hardly could be

recovered by busineqRusso and Fiuta 1997

Over the last decades, many empiticasearches have investigated the relationship between CSR and
financial performancepproaching the issue from different angi@enz 201(. Empirical evidenct® date

has been decisively mixédindeed, some studies found positive association, others reported negative
returns to CSR and others no effestinconclusive relationshg(Luo and Bhattacharya 20p@However,

the majority of studies found a positive correlation betwe€8R and financial performangerlitzky et al.
2003 Peloza 200p The equivocal results could be linked teveral factors among which: 1) different
measures/proxy of CSR; 2) different measuodsfinancial performance; ¥ data sources5) control
variables or lack thereof; 6) omission of the theoretical underlying processes or contingency conditions; 7)
different time periods examined and different samplesfiahs (Lopez et al. 20Q7/hen and Chang 2009
Sen and Bhattacharya 2008choltens 2007.uo and Bhattacharya 2006allan and Thomas 290Artiach

et al. 2010. The pros and cons of the most used metrics useghast studies to measure CSR and its

financial impact will be outline in the second chapter of this report.

Recently, it has en developedhe theory of the insurancéike property of CSR in case of negative events
(such asharmful products recallsor environmental damaggsThen, CSR can potentially provide financial

value in two distinct ways: 1) incremental gains such as increased salasiproved employee morale in

% For a review se®rlitzky, M., Schmidt, F. L. & Rynes, S. L. 2008orate Social and Financial Performance: A Metysis.'
Organization Studie®4:3, 40841.
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current settings and 2) potential mitigation of the adverse impacts of negative events which otherwise

g2dzf R KI NY YdzOK &SN 2dzaf &elbza Z0OpNIM@Eall theAsiidiegladat thé

financial impacts of C3Rvestigated aspects of potential incremental gaamsl the insurance benefits have

been explored to a much lesser degi@=loza 2006

1.2 PROBLEM STATEMENT

Marketers are called to contributeotthe business case ofofporate Social Responsibilityproving that

engaging irCSRactivitiescreatespreserves shareholder valuand hencet is a wisemanagerial practice

1.3 AIM OF THE RESEARCH

The aim of this research is to investig@&i8Ras a form of risk managemerite.whether and howit has the

potential to act as an insurance poligydzf FSNAY 3 GKS | RJSNA S wdahwbierddi &

company facesegative eventsWhethersucha O dza éffédcg yvisiBleon| T ca$hofrapitawill be

researched.

1.4 RELEVANCE

Hereafter are reported somealls for future researchio show the relevance of the issue that will be

investigatedn thisresearch

G'y AYLERNIFYyd @SG dzyRSNBYLXKEF&AAT SR o0SySTAl
would otherwise harm finanda LJS NJF 2(Reh6tay2@06:£53Luo and Bhattacharya 2009
Peloza 200p

If academics are to guide practitioners in thadoption of improvedCSR practicesa cetailed
understanding of its impact on financial performanceluding processes andontingenciess

necessaryNeville et al. 200b

The equivocal link S 6SSy / {w YR FANXY LISNF2NXIyOS YI &

finance literature having largely omitted the underlying processes or contingency conditions that

may explain the range of observed relationshipdence, future research is negdto investigate

K26 YR dzyRSNJ ¢gKI G O2yRAGAZ2YyA /{w f §9eRand i 2

Bhattacharya 2001
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Regarding investors in the stock market, it is still doubtful whether or not they value CSR strategies
(ShihFang 2019

X whether CSR is priced by capital markets remains an open quéstibngsRarcNdhat directly
examines how CSR influedce TANXYaQ 024G 2 T (GBoijldthall ®LIRehnelbagl £ A &
et al. 2008.

1.5 RESEARCH QUESTIONS

The following research questiosse formulated

RQ1: What are the pros and cons of thmetrics used in past studies to measure CSR and its financial

impact?
RQ2: What is the theoretical underlying mechanism through which CSR can act as an insofiay€e p

RQ3: What are according to the literaturethe contingences affecting the ability of CSR to act as an

insurance policy?

RQ4: Do the capital marketrecognize and value CSR as a form of insurance in termskafdjusted cost
of capitaP

14



2. LITERAUREREVIEW

This chapter is structured as follows. Fiest,overview of pros and cons of the metrics usegast studies

to measure CSR and its financial impact is given. Sefiondjsk is defined and theeasondor the lack of
insurabilié@ 2F | FANYQA NBftlF A2y KS 68KKE NIKO G A aRIM &G dza21
categorizations used in this report are presented. Fouttfjnition and characteristicef negative everd

are given. Fifth, the theoretical underlyingmechanism of the insurance from CSR is discussed and
INI LIKAOFtE & NBLNBaSYyiSRe {AEGKZ GKS FI OG2NAR FTFFS
outlined. Seventh, the contingences affecting the ability of CSR to act as an insurance pdiicg@ssed.
9AIAKIGKEI (GKS FTANNVQa oSySFTAGA FTNRY GKS AyadMithy OS 7T
what previous studies have found abouhether all CSR activities are or not equal for insurance purigose

briefly presented. Tenthfor what types of negative events the insurance from CSR hsldscussed.

Eleventh capital markets reactions to CSR esgiewed Finally,conceptual frameworkand hypothess are

presented

2.1 PROS AND CONSMETRICS USHD PAST STUDIES MEASURES® AND
ITS FINANCIAMPACT

This section givethe readeran overview of howCSRandits financial impachave been measured inagt
studiesand outlines pros and cons of the different possibiliti8sich knowledge is expected to be very

helpful indevelopingthe research design for the empirical part of this thesis.

CSR ACTIVITIES

In investigating the financial impact of CSR, past studies considered a wide vai@Rrudtegories and
activities(Maignan and Ferrell 2004Thus is clearlp consequence of the multidimensional nature of such
construc. Generally, researcherbave chosenone of the following three optionsone CSR activity,
multiple activities within the same categognd multiple activities across different categorieBable 1

outlinesin a structured way the pros and constb&seoptions and shows thahereisnaad 2y S FA G a |

A systematic review of all the CSR activities considered by the many studies done in the past decades is beyond thhiscope of
research. The interested reader is invited to read the rev®aloza, J. & Shang, J. 2011. 'How can corporate social responsibility

activities create value for stakeholders? A systematic revidmurnal of the Academy of Marketing Scierg®e1, 11735.
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solution since each choice hastrengths and weaknesseklence,researches are called tochoose the
solution that best fis the aim ofeach studyThe gos and congresentedin Tablel will be consideredn

developing the research design for the empirical part of this thesis

PROS CONS

ONE CSR ACTIVITY Depth of examination Restricted view of a multidimensional

Highinternal validity construct(Peloza and Shang 2011

Correlations and/or synergistic effects

Easy comparison with other studies focused - R 5
GAUK 20KSNJ / {w I O

on the same activity
(Peloza and Shang 20111

MULTIPLE CSR ACTIVITIl Give a more holistic picture of the CSR Breathis sacrificed for depth within one

WITHIN THE SAME activities of a firm(Peloza and Shang 2011 single categoryPeloza and Shang 2011
CATEGORY Allow a more finggrained analysis

(e.g.pro bono work and cause  Potential to examine correlations and/or

related marketingwithin the synergistic effects between different CSR

OF 6S32NE @G LIKA T | activities
MULTIPLE CSR ACTIVITII Holistic picture of the CSR activities of a firn Limit the ability to compare findings

ACROSS DIFFERENT (Peloza and Shang 20111 across studiegPeloza and Shang 2011
since rarely studies consider exactly th
CATEGORIES Best replicates realitfPeloza and Shang same activities

(e.g.reducing the production of 2011).

wastes, philanthropic donations
and product qualityacross the Potential to examine correlations and/or

OFiS832NRSa a&o dz Synergistic effectbetween different CSR

G LKA Iy (i fNINBIREz activities.
NE t I réspeRtively

Tablel: Pros and cons of considering only one CSR activity, multiple CSR activities within the sameacategdtiple CSR
activities across different categories.

MEASURING CSR

The absence of clear international standards about how to measure CSR have lead to the proliéération
many different alternatives(Lopez et al. 20Q/&uch assurveys content analyses of amal reports, expert
evaluationsand reputational rankinggTurban and Greening 1996Table 2 outlines strengths ad
weaknesses athe CSRneasures adopted in past studieSuch infamation will be considered in deciding
how to measure CRS8 this researchLiterature shows thatifferent metrics of social initiates may yield

different results(Godfrey et al. 2000

Another aspecttomplicating themeasurementof CSRs the lack of standards in reportingndeed, ech

compary makes its own choicesbout the scope and depth dfs sustainability report. Moreover, only a
16



part of the companies reporting on sustainability issyg®vides quantitative data about specific

sustainability issues

Initiatives of creating reporting standards ex{stg.Global Reporting Initiative and AccountAbijlifipu et

al. 2010, but they are not compulsoryand not widely spreadOn the other handsustainability indexes

seem tohavethe potential toplay a rolein unifying what, where and how companies belonging to their
indexes(or trying to making part of jtdisclose their CSR informatiolndeed, ompaniesbelonging to
sustainability indexes (such as the Down Jones Sustainability Index), being checked by third parties on the

basis of specific sustainability criteria, tend to adapt their sustainability reports to such criteria.

The adoption of internationft accepted standards is expected to contribute solving at least part of the

challenges linked to the assessmamnid measurementf CSR.

WEAKNESSES

DoQi Fft2g F FAYS 3N
different nuances and may fail to capture

CSR MEASURE STRENGHTS

MONOLITHIC MEASUFR Simplicity of the approacfiLuo and
AND A SINGLE PROXY Bhattacharya 200p

(e.g. philanthropic giving)

AMOUNT OF MONEY  Simplicity of the approacfiLuo and

significant differential effect§Godfrey et al.
2009 Godfrey et al. 2010

The validity of announced investmentsay be

INVESTED IN CSR Bhattacharya 2006 doubtful if annual reportsire not
ACRIVITIES AS validated/audited by externally third parties
5L{/ [ h{95 L Announced investments may be oveported
ANNUALREPORTS to impress stakeholders or undeeported to

keep a modest profile in promoting good
deeds

Lack of consensus on what should be include
in CSR investments and what r{Qrlitzky et al.
2003 Luo and Bhattacharya 20P6

CONTENT ANALYSIS ( Annual reports ar@among the main The collection of relevant data is associated

SUSTAINABILY corporate documents representing the with very high effortsand is time consuming
company corporate websites are used (Menz 2010).

REPORTS GORPORAT to disclose social actior{&apoor and

WEBSITES

Sandhu 201D It requires the development of sasuring

instrumentsto compare units of text against
Measuingl lj dzk £ A 4 I G4 A @S particular CRactivitiesand attribute their
(participate in activities or not) facilitate incidence(Orlitzky et al. 2003apoor and

a counting of initiatives Sandhu 201D

Allows to compute an overall CSR scor Content analysis providew indication of the
and subscores for each category of CS importance the companies attach to each

activities(Kapoor and Sandhu 20)_0 information item (Gray et al. 199%ted in
Kapoor andsandhu 2010

The relationship between what is disclosed a
performed is troubling if the report is not
assessed by thirgarties(Richardson et al.
1999.

(referred also as CSR
disclosure)

Allowsto perform longitudinal research
on many organizationgroviding
detailed continuous historgf social
activities(Bansal 200p
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FORTUNE MAGAZINE
MOST ADMIRED
COMPANY RANKING

(reputational ranking)

KLDSTATS

(developed by Kinder,
Lydenberg, and Domini
Research and Analytics Inc
a financial advisory firm
specialized in the assessmer
of companies' corporate
social performance)

Ranking of the US most admired
corporations Revised yearly

The ratings represent a comparison
among major competing companies in
given industry

Based on the polls of financial analysts
senior executives, and Wall Street
investors fromlarge companies

(Luo and Bhattacharya 2008eville et
al. 2005

Considered thégold standard and
largely used in thacademiditerature.

Take the multidimensionality of CSR in
account(Menz 2010.

Offer more objectivity than a measure
0FaSR 2y C2NJIdzySQ:
2006 cited inCallan 2009

Firms are rated using an objectivet ¢
screening criteria applied
consistently(Turban and Greening 199¢
Nelling and Webb 2009

Respondents are not affiliatedith any
of the rated companie¢éTurban and
Greaning 1996.

Assess each CSR item in terms of
strength and concernévlenz 2010
Nelling and Webb 2009

The use of electronic database reduces
the time needed to collect CSR data
(Godfrey et al. 2009

LG YSIFadaNBa + | dz ¢

facilitating a counting offiitiatives
(Godfrey et al. 2009

Assumedhat reputations are good reflections
of underlying values and behavig(@rlitzky et
al. 2003.

EELINS&aasSa Y2NB GKS TFi
than its socially responsible decisions
(Waddock and Graves 1997

Highly correlated and hence influenced by
other end state metrics such &0A(Peloza
2009.

The use of reputation indices as a measure 0
CSR is questionable since they are expected
obscure the relationship between actual CSR
investments and finanal performancgWood
and Jones 1995

Respondentsare selected from within the
business fieldNeville et al. 200p

Proprietary indexes. Payment requested to g
access.

It contains information about U.S. corporatior
only (Menz 2010.

Almost all factors have the same weidb
Giulio A. et al. 2007and this complicates the
inter-sectors comparabilityindeed different
issues do not have the sammaportance across
all industrieg(Steger et al., 2007 cited in Menz
2010).

Table2: Strengths and weaknesses of CSR measures used in past studies investigating the financial impacts of CSR.
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MEASURINGHE FINANCIAL IMPACT FROM CSR

The metrics used to measure the financial impact from €&®Reclustered intwo categoriesend state

outcome méricsandintermediate outcome metrid®eloza 2009

END STATE OUTCOME METRICS

The majority of pst studies used one anultiple end state outcome metricsAmongthis cluster,three

types of measuresare distinguished:accountingbased, markebased and perceptual(Peloza 200pP
Perceptual measuregualitatively assess firmperformance using either internal or external sources
Generally, such measures consistsilmveys capturing subjective estimates of a ffms F A y I y QA | €
However, 5| &8 dzZNBa 6KSNB YIylF3ISNB I NB I al SR cangderediod S a &
so credible and biaseby other stakeholdersTable3 summarizes the s and cons o&ccounting and

marketbasedend statemeasuresand providealsosome examples of the variables used

CFP MEASURES PROS CONS

ACCOUNTINBASED Indicate what is actually happenini Backwardooking(Luo and Bhattacharya 20p6
in the firm (Lopez et al. 2007
- return on assets (ROA) . Not always consistently applied among firarsd
- return on equity (ROE) PEmMENSTETE PO EFEEMT e ., by the accounting practic¢Beloza 200p
pretax income to firm uses its assets to generate . R |
) dzo 2SOU 02 YIyYyl3ISNRQ F
net sales (RPTI) value(Peloza 200p { . . y . .
- gross profit to net sales _ funds to different projects ad policy choices
9 Quited to capture the valuef CSR (Orlitzky et al. 2008

(RGM) initiatives designed to immediately
- earnings per share (EPS) _ : - . -
i esles reduce operating cosi.g. Reflect m_ternal decisiomaking capabilities and
_ growth in total net assets  decreasing wastéPeloza 2009 managerial performance rather than external
- etc. market responses to organizational actions

(Orlitzky et al. 2008

Not adjusted for risk and can be distorted by
accounting lawsnd conventiongLopez et al.
2007).

Bias the shoriterm excessively andan
misrepresent the business case for @8Rn that
the main benefits of CSR investments are shown
the long term(Torres et al. 201,0_uo and
Bhattacharya 2006

The use of such metrics is considered one of the
possible cause of the equivocal results found in

prior empirical researches (Margolis and Walsh,

2003 cited in Luo and Battacharya, 2006)
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MARKEIBASEQinvestor Forwardlookingand hinge on More noisy than accountinrased measures since

returns) growth prospects and profits speculation and other macroeconomic factors
sustainability(Luo and could have an influence on resu(tsopez et al.

- stock price Bhattacharya 2006 2007).

- stock volatility

- price per share Give the perception that the stock

-¢20AY Q& | 6 G market have of differentiating
stockmarket value of the  factors such as the adoption of CS
company to the cost of its  programs or negative events such

i tea;29|ble assets) as productharm crisegLopez et al.

' 2007).

Reflect the notion that
shareholders are a primary
stakeholder group whose
satisfaction determines the
02 Y LI y &@rlitzkyFetali S
2003.

Table3: Pros and cons of accountibgsed and markebased financial measures.

INTERMEDIATE OUTCOME METRICS

The use of intermediate metriéswhose outcomes eventually create business value in the end state, is
expected to benefit managers trying to establish the business case for CSR. Indeed, suclprogities
measure of the financial value to the firm that might not be visible in g¢atksnetricsbecause obscured

by other noise. End state metrigs NB | F F Bo6 (bfSokher dubsiness issuesich as competitive
LINS&dadz2NBas SO2y2YAO OPedia2@0p 2 NJ NB3IdzZA F G2NE OKFy3ISae
Table4 reportsthree caegories of intermediate metrics wittome examples and references of studiest

used them.

Cetting access tall the many financial dataneededto compute some intermediate financial metrics
complicatedfor academicsindeed,such information are not publicly available and manageesusually

not inclined to disclose the entire financial figures of their companies. Consequently, academics can rely

* An exampleof intermediate metric is cash flow. A positive change in cash flow should lead to a positive change in share price
where cash flow and share price are the intermediate and end state outcome respe(fetya, J. 2009. 'The Challenge of

Measuring Financial Impacts From Investments in Corporate Social Perforndaoceal of Managemen85:6, 151841.)
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only onsurvey data or secondary data available in datab&Betza 200Pand thus is limiting the progress

Ay dzy RSNEGI yRAY 3

g KS (i KS NihahofaPperfidrtnagncel { w Ol y A Y LI Of

Category Metrics Included Examples
Cost Reduced use Carter (2005)
Operational efficiencies Sharma and Vredenburg
(1998)
Changes in risk profile Sharfman and Fernando
(2008)
Revenue Customer loyalty JP Morgan (2006)
New markets Sustainable Asset
Management/WRI (2007)
Competitive advantage
Integrative Cash flow Reed (2001)
Profitability Lopez, Garcia, and

Rodriguez (2007)

Table4: Intermediate outcome metrics (Source: Peloza, 2009).
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2.2 FIRM RISK ANDACK OF INSURABILOFYTHE RELATIONAL WEALTH

I ASYSNIf RSTFAYAGAZ2Y 2F NRA|l A& a F2fft26aY adzy OS
0 KS ¥ @iitdkiN&né Benjamin 2001Another definition, more related to risk management and risk
O2YYdzy A0l GA2yS RSAONAOGSAE NAA] divan studtiEnSas dafeNndh&dAtg S R L
GKS LISNOSAGSR ylIidzNB 2F + IAGSY KIFT I NRHeugbiR anil K S LJ:
Dentchev 200).

Firm riskmeasures the amount of fluctuations over time in financial performance (Donaldson, 1999 cited

by Orlitzky and Benjamin, 20D1It can be measured looking at stock prices or internal accounting return
variables such as {bnand SRoe In the first case we speak about market risk whereas in the latter of
accounting risk(Orlitzky and Benjamin 20Q01Besides indicating increased variability in organizational
returns, firm risk is also a sign of chance of corporate decline and mor@lityzky and Benjamin 201

Indeed, it undermines forecasts and planningidties (Bettis & Thomas, 1990, Brigham & Gapenski, 1996,
Sharpe, 199@ll cited byOrlitzky and Benjamin, 200 A RSy OS aK2ga GKIF G daoSAy3
GSyRa (G2 NBRdAzOS FANN NRA &UELILISYRE G KRG Ry GBEIySiNG
relatively more than internal accountingy I & S R(Oritikyiand Benjamin 2091

Risk management practices protect shareholdeueateducinga ¥ A NY Q&8 SELR &dz2NB (2 &
would rise to deadweight costs which investors cannot diversify away in the market (Stulz, 2002 cited in
Godfrey et al., 2009). Protecting shareholder value is a pathway to add value to sharehlolgstng in

risk management practices like insurance policies is considered a wise strategy even though these
investments come at a price in excess of expected loss because it contributes reducing the overall firm risk
(Godfrey et al. 2000 Furthermore, a insurance becomes more valuable the higher the costhef

financial distress (Stulz, 2002 cited in Godfrey et al., 2009).

Prior todiscussingg KI G | N5 GKS ONRGSNRAI T 2abrief digsessiogbdudzdhbto A £ A

an asset isnd theresource based view of the firrmworthy.

An asset can be defined as any physical, organizational or human attribute which allows a firm to settle and
implement strategies aimed at improving its effectiveness and efficiency in the marketplace (Bardey 199
cited inSrivastava et al., 1998Hence, the value of any asset is ultimately realized, directlydiertly, in

I F A NI Q The ¥sseilofSaddirdn ®an be tangible or intangible, on or off the balance sheet and internal

or external to the compangSrivastava et al. 1998

According to the resource based view of the firm, not all the assets of a company contribute equally to the

sustainalle competitive advantage of a firm in its markets. Indeed, an asset is more likely to be valuable
22



when it satisfies to some extent the following criteria: 1) it is convertible; 2) it is rare; 3) it is imperfectly
AYAGlLIof ST no Al Re&siynasiavaket af $998CINEHIISIO ineadstratitinsset

can be used to exploit opportunities and/or to neutralize threats in the external environment. Rarity means
that when many competitors possess the same resource, its potential to be a source of competitive

advantage is considerably reduced. The nieg of the last two is straightforward.

Among the resources that largely contribute to the competitive advantage of a firm there are relational and
intellectual marketbased intangible assets. Their intangible character makes replication by competing

firms considerably more difficulfRoberts and Dowling 2092The potential of relational markdiased

intangible assets to generate and protect competitive advantalgpends on the relationships a firm has
GAGK AG& adr{1SK2ft RSNE |yR GKSANI | aaSWaby&hy doneg ¥ a2
1995. The relationshifbased intangible assets, referred also as relational weallark€on Principles of
Stakeholder Management, Business Ethics Quarterly, 2002) include among others: trust, brand equity,
O2NLIR2 N} GS NBLWzil GA2y X Odza i 2 Y CGddffe22D05f litadlectbaymkarké& Y LI 2 &
based assets involve marketing knowledge which provide a core competency consisting of skills, systems
and information that may convey a sastable competitive advantage to the firm in terms of identifying

market opportunities and developing effective marketing stratediesas et al. 2005

The criteria for the formation and maintenance of a functioning insurance market are: 1) there must be a
large number of homogeneous objects to be insured; 2) the loss must be unintentionateidéntal; 3)

the loss must be determinable and measurable; 4) the loss should not be catastrophic to the insurer; 5) the
chance of loss must be calculable; 6) the premium must be economically feasible (Rejda, 1992 cited in

Godfrey, 2005).

Despite tandile assets are insurable using ttraditional insurance contractga F A NY Qa NBt | GA2Y
cannotbecauseA i R2Say Qi YSSiG (Gkdrey POONEhE firdl éitedS is dodedi & N |
relational wealth because it is idiosyncratic to specific fatakeholder relationships and not homogeneous

among firms. The second condition is violated beeanst all the negative events that adversely impact
firm-stakeholders relationships are accidental and unintentional. The third condition is violated since, being
relational wealth intangible and off the balance sheet, it is tricky to determine and me#seiraagnitude

of the loss. Indeed, the effects of a negative act may be textured differently in local markets and extended

over a long time horizo(Godfrey 200%

TKS FIOG GKFG I FANY QAaaniNdehsing prapoftiort of shadehdldérKal@advde dzy G &

and Farley 2004and is not insurable using traditional insurance polidi@sdfrey 2005 stres®s the
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importance of investigating thpotential of CSRo perform for relational wealththe cre functions of an

insurance.

Before discussing the theory of the insurance from G9Rnecessary to pinpoirthe characteristics of the

aillt 1 SK2f RSN idhat @il BeScieprddhoin khis fefoyfaind what is meant by negative events

Thus will be donén Sections 2.3 and 2.4 respectively.

2.3 CSR ANSBTAKEHOLDERS / | ¢ 9 DhwL %! ¢ L hb{

According to the stakeholder perspective, a firm is at ¢kater of a network of relationships with a wide

range of stakeholders whose interests, goals and degree of awareness of social/ethical issues may vary

significantly(van Marrewijk 2003Neville et al. 2006 Indeed, the importance of CSR activities is likely to

differ across stakeholder groups and their perceived CSR aghegpen et al. 2008 Stakeholdes

assessmerst RS LISy R

2y UKS O2y3aNMzSYyOS o0S0¢SSy GKS

preferences(Fombrun and Shanley 19890 / 2y aSljdz2Sydft e | TFANXQa

assed within the relationships with its stakehold@reville et al. 200band a firm is considered to act in a

[ {w

socially responsible way when its decisions and actions account for and balancse détakeholder

interests(Maignan and Ferrell

2004

Although many classifications of stakeholders can be found in the literature, Baf@ports only the

characteristics of primary, secondary, dominant and non dominant stakeholdecs $hose are the

categorizations to which it wille referred to in this report.

CATEGORIZATIONS
PRIMARY STAKEHOLDERS

(e.g. customers, employees,
shareholders, and suppliers)

SECONDARY STAKEHOLDER!

(e.g. local communities, the
legislative branch of
governments, media, NGOs,
activist groups, society at a
large)

DOMINANT STAKEHOLDERS

(each firm is called to identify
them within its stakeholder
base)

CHARACTERISTICS
Essential to the operations of a business (Freeman e2@)8cited in
Godfrey et al. 2009

Make legitimate claims on the firm and have both the urgency and the
power (utilitarian, coercive, or normative) to enforce such claims
(Mitchell et al. 199y

Not engaged in transactions with the corporation and hence not essel
for its survivalClarkson 1996

Caninfluence thefF A NY Q& LINR YI NB a0 | SKted |
in Godfrey et al. 2009

Have legitimate claims on the firm, but lack both urgency and power t
enforce their claimgMitchell et al. 199y

QY_iNARGdzG S AAIYAFAOlIyGte G2 GKS
central to its protectionGodfrey 200%

H @S (KS LI22¢SNI (2 yS3alrirgsSte | F°
legitimacy to exercise that power but lack the urgency t¢Michell et

al. 19973
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NON DOMINANT \ D2y Qi O2yiNROGdziS aAIYyAFAOlLyLft e
STAKEHOLDERS (Godfrey 2005

\
(each firm is called to identify \ When provoked by actions antithetical to their values, may become

them within its stakeholder dangerous stakeholders having the power to negativelycaffelational
base) wealth and a sense of urgency leading to acti@ondfrey 2005Mitchell
et al. 1997

Table5: Characteristics of the stakeholders categorizations used in this report.

The ability of a firm to meaningfully engagary stakeholdersan CSRactivities,is essential tats ability to

leveragethem for economic benefitgPeloza 2006
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2.4 WHAT IMEANT BWEGATIVE EVENT

Organizational actions, conducts and operations may, even under the best circumstances, create harm or
adverse impacts among stakeholders or affect the integrity and moral character of théGodirey et al.
2009 Godfrey et al. 2010 In this thesis the ternmegative events used referring to all the organizational

actions, conducts and operations that lead to such negative outcomes.

Table6 reports in a structured way the many characteristics used to describe negative events which has

been identifiedoy reviewing the literature.

CHARACTERISTICS DESCRIPTION

TYPE INTEGRITRELATED OR STAKEHOBBEEDGodfrey
et al. 2009

MAGNITUDE VARYING FROM RELATIVELY BENIGN TO(SBMfESYE
2005

EXTENT LOCAL OR GLOR@Gbhdfrey 2005

FIRMSPECIFIC, INDUSTRIDE, ECONOMVIDE
STAKEHOLDERS IMPACTED SPECIFIC GROUPS OR A WHOLE COMMUNITY

TRADING PARTNERS AND SECONDARY STAKEHC
(Godfrey et al. 2000

SOURCE MISMANAGEMENT, LACK OF ATTENTION, NEGLEC(
CSRHerpen etal. 2003 Kolk and Pinkse 2006

IRRESPONSIBLE BEHA\(fd&S$nan 199y

DEFICIENT CONTRMehz 2010

ILLICIT BEHAVIOR®SIitzky and Benjamin 2001
DIFFERENT PERCEPTION OF WHAT IS FAIR; DISC
BETWEEN PRIVATE and SOCIAL COSTFEIBENh as
negative externalities(Heal 200%

DURATION OF THE EFFECTS FROM DAYS TO LONGER PERIODS

PREDICTABILITY UNFORESEEN/UNEXPECTED; PARTLY PREDICTAI
PREDICTABLE

INTENTIONALITY INTENTIONAL; UNINTENTIO(E®Idfrey 200%

Table6: Characteristics of negative events.
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Some negative events are intentional such as a facility closing or the downsizing of a plant. Others are
accidentally and unintentionally such as the contamination of food products during manufacturing
processes or an oil spdhusingan environmental disster. Facility closing/downsizing affecparticularly
employees and local commuigs Food contaminations mainly impact on consumers whereas
environmental pollution adversely impacts stakeholders concerned with the protection of the natural

environmentand the locatommunities(Godfrey 200%

bS3AlGABS S@Syida | NB GKNBI (el indeed) if aFchrideny ds see@ OyA | f
stakeholders as irresponsible or dishonest, it will lose social legitimagyraacier to counter any losses
the firm has to reestablish congruency between the values implied by its actions and accepted societal

norms(Dean 2004

Although negative events can potentially hit any companies andtleadverse impacts whose magnitude

YIe @FINE FNRY NBflIGAGS o0SyAady G2 aS@OSNBI Ylye TFAN
A well designed crisis management strategic plan is expected to allow the firm to be in greater control of its
destiny in the case of a negative event (FeBanks, 2002 cited Wrigley et al., 2006 Thus because a well

settled and efficient crisis management plan removes some of the risk and uncertainty feonegfative
occurrenceWrigley et al. 2006 Moreover, it acts for the management as a reference when it is needed to
report stakeholders about causes and processes to solve the problem or at least reduce its impact.
Consequently, damages to shareholder value are expected to be reduced when a acgdrapa well

designed crisis management plan than in the absence of it.

Firms have been shown to respond not only to negative events caused by their own operations and
conducts but also to negative events involving other companies in their industrié®\@nts involving

companies facing similar risiRichardson et al. 1999

The insurance from CSR contributes handling negative events and the consequent adverse impacts on

a0l 1SK2t RSNA 2NJ FANXVQaA AydSaNRGeod
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2.5 INSURANCE FROM CBREORETICAL UNDERLYING MECHANISM

The theoretical bases of thtaeory of the insurance from C8Rve been constructed drawing on several
disciplines among which business ethics, social psychology, law, risk management and strategic
management (Godfrey 200% This theorysustains that, under certain circumstances, CSR engagement
creates a reservoir of positive moral capital. In case of negative events (originated by business activities,
O2yRdzOGa 2NJ 2LISNI GA2ya | yR I ROSNE St &suchydsitivOrmdray 3 &
OFLIAGEE FTOda Fta Fy AyadzaNIyOoS F2NJ GKS FANXYQa NBf I
in relational wealth protecting shareholder value. The negative effects are buffered thanks to the
mitigation of stakehdR SNB Q | 44533 VY Sy (i (Godfr&y 2008Chdireyletialy ZDI0E | YOG A 2 Y

A study demonstrating souhtheoretical bases of such theory, shows that philanthropic activity has the
potential to provide insurancé A 1 S LINRGSOGA2Y F2NJ I FANNVQA NBfIGA
capital it generategGodfrey 200% Even if such study focusly on a facet of CSR, it is argued that the
theoretical construct should hold for others discretionary CSR activities as(@edifrey 2005 The
voluntary and discretionary nature of CSR activities, meant as doing good above and beyond what is
expected, is likely to lead to imputations of exemplary or good behaviors (Wood & Logsdon, 2002 cited in

Godfrey, 200%

The cost of any insurance policy is simply expensed if no claims is made and this holds for the insurance
from CSR as well. Hence, if no negative event occur one firm engaging in CSR for its insurance benefits may
appear less profitable than companigsK A OK R2y Qi Y I { $PelaiadZ00. Howe®S & G Y S
investing in risk management strategies is considered a wise management practice because it contributes
reducing the overall firm risiGodfrey et al. 2000 As for any other form of insurance, a firm may rely on

the insurance from CSR only if investments in CSR activities are done prior any potential negative event

happeng(Peloza 2006

Insurance from CSR should be more valuable for companies i wtikeholder relationships and the

resulting shareholder wealth play a larger role in shareholder value cre@iodfrey et al. 2009

Evidence show that corporate managers involved in CSR decision making processes recognize the
importance of the insurance from C8Bodfrey 200%and that investing in CSR activities they would like to
capture both incremental gains and protection for tiEA NI Qa  NEelakiz(i2b0b AMRhgugh
researchers and some corporate CSR managers have recently started appreciating the value of CSR as an
insurance, it is not granted that firms has yet the abilities to effectively leverage their CSR for risk
management. Indeed, in many companies CSR and risk management are managed by different

departments and the collaboration between the two may not be in placgRelbza 2006
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Although CSR can be valuable in insuring against risk, evidence shows that firms which engage in CSR
activies arey SA G KSNJ Y2NB y2NJ fSaa fA1Sfte GKIFy O2YLISGAG?
events (Godfrey et al. 2009 Hence, insurance from CSR can help buffering the negative effects on the
FANNVQa aKFENBK2f RSNI gSIHfGK FyR LINRGSOGAY3T &KI NBK2f
events related to corporateperations. On the other hand, aecently publshed study sustains that
GNBaLRyaArotsS FANVa KI @S yS3al davadr28igSyda fSaa 2FdS

To facilitate the readerthe mechanismthrough which CSR can operate as an insurance padisybeen
split in two parts: 1)from CSR activities to morahpital; 2) from moral capital to the protection of
shareholder valueFiguresl, 2 and 3 give a graphical representation of the two parts and of the complete

mechanism respectively.

2.5.1 FROM CSR ACTIVITIES TO MORAL CAPITAL

The termmoral capital(referred in the literature also as goodwill and moral reputational capitaj)ven by
the outcome of the process of assessment, evaluation, and imputation of CSR activities by stakeholders
(Godfrey 200%

¢KS IASYSNIrdAz2y 2F Y2Nrf OFLAGFEE RSLISYRa 2y adl { SK
evaluated as positive or negative whereas the motivation and character of an actor can be evaluated as
genuine or ingratiating. Henceas shown in Figl, there are four possible combinations: positive
act/genuine actor, positive act/ingratiating actor, negative act/genuine actor and negative act/ingratiating
actor (Godfrey 2005

The necessary condition for the generation of positive moral capital from CSR engagement is that both
action and actor (in this case the organization and its management) receivév@osvaluations from
dominant stakeholder group&odfrey 200% Consequently, positive moral capital isygeated only in one

of the four possible combinations, that is whéde CSR activity in which the company engages is evaluated

positively and the firm itself is evaluated as having a genuine motivation to invest in such specific activity.
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THEORETICAL UNDERLYING MECHANISM OF THE INSURANCE FROM CSR: FROM CSR ACTIVITIES TO

MORAL CAPITAL
I e e R e e 3 |
| POSITIVE ACT & |
! INGRATIATING ACTOR |
e e ey i NEGATIVE
i MORAL CAPITAL
| NEGATIVE ACT & E
|
| NOT INGRATIATING ACTOR |
ENGAGEMENTIN R NEGATIVE
DISCRETIONAL CSR > SRR CRRS ek
ACTIVITIES 4
1 [ e e e e e e |
| NEGATIVE ACT & |
................ ! INGRATIATING ACTOR |
|
| ASSESSMENTOF | e _ | NEGATIVE
! ACT&ACTOR BY | 3 MORAL CAPITAL
1
i STAKEHOLDERS ! S P ——
e e ! ! POSITIVE ACT & !
| NOT INGRATIATINGACTOR !
L O A R R ) ) POSITIVE

= MORAL CAPITAL

Fig.1: Part 1 of the theoretical underlying mechanism of the insurance from CSR

'y OG A& S@lfdza 6SR a LRaAAGAGS o0& adl {SK2f RSN&
ethical valuegGodfrey 2005 Actorbased moral capital is generated when stakeholders impute intentions,
motivations and character to an actor in relation tospecific action. Hence, the engagement in a CSR
activity can be considered by stakeholders either as a genuine manifestation of respgnsibidis an
ingratiating act. Thdirst case will lead to the generation of positive moral capital whereas thensetm

the generation of negative moral capif@odfrey 200%

The termingratiationrefers to the illicituse of strategic behaviors aimed at influencing the target about the
FGGNY OGAOGSYySaa 2F GKS OG2NRa ljdzr t AGe ow2ySaszs wmd
ingratiating rather than a genuine manifestation of responsibility will diminishitf@ G 2 N & | GG N> O
perceived by stakeholder§ S RAy 3 (G2 (GKS ONBIGA2Yy 2F yS3lIaArAgs
insurance benefits at alGodfrey 200% To reduce the risk that CSR activities would be seen as ingratiating,
YEYylF38NE FNB OFftSR (G2 Sy3r3d Ay | OGAOAGASA BKAC
activities shou be driven by the core and enduring values that the company uses to define itself in order

to be perceived agenuine

Managers trying to optimize their portfolio shoulth chooseCSRactivities that hae the potential to be
considered as positive actions and maeagcision processes avoiding evaluations of ingratiafi@odfrey

2005. To establish the sincerity of its CSR activities and their effectiveness as well, a firm should make its
30



annual sustainability report audited by third pafijeugens and Dechev 2007 or better should strive to
be accepted in sustainability stock indexes. Firms belonging to the Down Jones Sustainability Index are the
best in class of each industry having a high CSR paofileareaudited once a year. Only when passihg t

many requisites, a company can be part of this selection of high CSR companies.

It has been argued that the greater the aeind actorbased positive moral evaluations by stakeholder

groups, the greater the positive moral capital generated by a C3Ryautill be(Godfrey 200%

A firm accrues its reservoir of positive moral capital when external stakeholders receive and accept the
aAdAylLt -QFYy ORRKNSNIE RAaALIRZaAAGAZY GKFG YFyF3aISNER LN
(Herpen et al. 20035imon 199%> ¢ KS a G NBy 3G K 2 TaABEKS &2 RKEFS NI{ QR yF ONIRS
the potential to create positive moral capital are determined by two criteria: the activity must be public
knowledge and the engagememiust be substantial enough to be noticed and seen as a credible and

reasonable declaration of unselfish intention and commitmgdfrey et al. 2000

9y Al ASYSyid Ay /{w FTOGAGAGASE o0& O2YLIyASa o0St2y3)
Y2NB fA1Sfe G2 0SS LISNOSAOGSR Fa aaINBSYy gl aKAYyIET ¢
value of CSR and consequently the insuraradae is destroyed or diminished at bé&odfrey et al. 2000

The other three combinations leads to the generation of negative moral c4@italifrey 20056 KA OK Ol y Q

be used as a buffer to mitigate the loss in shareholder value in case of negative events affecting/offending

some stakeholder groups.

Given that different stakeholders groups may evaluate a specific CSR activity diffaremtbgers deciding
what activities to engage in anghere to dedicate more efforts and resourceshould first of all analyze
their stakeholder base. Indeed, the knowledge about stakeholders base allows a firm to decide whether to

invest in CSR activities targeted to specific stakeholders groups or to a broad stakeholder base.

SPECIFIC POSITIVE MORAL CAPITARCSHEIBLIERAWBACKS

In order to generate specific moral capital, managers should choose CSR activities consistent with central
and identityrich values among the dominant stakeholder groups, which contribute significemtlige
FANVQa adG201 2F NBtFiGA2ylf ¢SIfdK 0! dlat&NdGodrey? KS i
2005). Such values are those differentiating the dominant stakeholders groups from others and
contributing to their uniqgueness. Moreover, the values will not be among those that overlap with other
communities/groups and are not likely to be widely held or generally embraced moral \(glietten and

Mackey 2002
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The CSRactivig (i I { SK2f RSNA Q @uldfprodhice Paitvé rhcialicapifaDamony khe targeted
communities and this positive moral capital is expected to be deeply held since the communities identify
the firm with their own core values. Hence, through this type of investments, managers carsjpeidlific

positive moral capitalGodfrey 2005

Managers should be aware that this choice could have draldbaonsisting in the generation of negative
moral capital among other stakeholdeiGodfrey 200%5who, in case of actions offending their values, may

be urged to action and this would negatively affect the relatiomahlth (Mitchell et al. 1997 Godfrey

2005. Drawbacks are expected to be in form of specific negative moral capital. It seems unlikely that a firm
can perfectly calibrate its CSR activities to generate positive moral capital among all the relevant
stakeholders groupgGodfrey 200hHence, as for many other strategic decisions it is a question of-trade

offs.

A solution could be investing on a CSR activity targeted to specific dominant stakedraldponly after
having evaluated whether it can offense the values of other stakeholder groups. This is expected to reduce
the risk of myopic choices which may lemddrawbacks. Being myopic can backfire to a firm with severe

conseguences as shown in the Monsanto example reported hereafter.

Monsanto invested significant amount of money in genetically modifying crops to make them more
productive and less requiringi G SN a 2F AyaSOGAOARSa (2 LINRPGSOUG (K
modified crops were aimed at making agriculture more sustainable and improving crop yields in poor
O2dzy iNASad az2yalyia2Qa /{w | OGA QDA ( &strayéd@idfakedBver. 4 2 3
The problem was that Monsanto focused on the privateial cost gap associated with the use of
AyaSOGAOARSA o0dzi YA&ASR GKS 3IFL) aaz20Al SR gAGK
saw Monsanto as attempting taise farm productivity and lower pollution by dumping severe externalities

to consumers in the form of new and unknown risks linked to GM foods. Monsanto was also attacked by
SYGANRYYSYGlf 3aANRdzLIE sK2 ¢t a O2y OS NP Radiliodaledzis. (i K S

4 F NBadg G FINYSNE Fo6lyR2ySR a2yalyid2 a aSSR
I {w aSNR2dzates odzi | FlrAtdNB G2 AYLESYSyd Heal (K21
2005).
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GENERAL POSITIVE MORAL CAPITAR@BEIBLIERAWBACKS

When dominant stakeholder groups belong to varied and diverse communities, a firm should choose CSR
FOGABAGASE KIFEI@AYy3a GKS LRGSYGAFT G2 ONBSI ( &ladsSsy SN €
from philanthropic activities that rest on moral values generally accepted and widely held by multiple
O2YYdzyAlASa& 6 AGK REGadFey RIY The rddraf vahtes undedyindactiviies such as

AIDS relief and clear water provision are examples of general moral values held b{Haah005%.

Drawbacks could be linked to the creation of négatmoral capital among small groups of dissenters.
However, people dissenting from generally accepted noars expected to be a local phenomenon

(Donaldson & Dunfee, 1999 cited in Godfrey, 2005).

COMBINATION OF SPECIFIC AND GENERAL POSITIVE MORAL CARDBSIBARRAWBACKS

Firms having a broad stakeholder base and relevant niches as well, should try to have a diversified portfolio
of CSR activities aimed at creating specific moral capitalrwttiei relevant niches and general moral
capital in the broad stakeholder bag8odfrey 200% The ultimate an isclearlyto get positivegoodwill

among both specific and general communities, reducing the possibility of drawbacks.
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2.5.2 FROM MORAL CAPITAL TO THE PROTECTION OF SHAREHOLDER VALUE

The second part of the theoretical underlying mechanism of the insurance from.€®8(n positive

moral capital to the protection of shareholder value, is represented graphically i. Fig.

THEORETICAL MECHANISM OF THE INSURANCE FROM CSR: FROM MORAL CAPITAL TO THE PROTECTION OF
SHAREHOLDER VALUE

! ATTRIBUTION |
| PROCESS

LESS HARSH SANCTIONS &
PUNISHMENTS

RESERVOIR OF CSR- PRESERVATION OF
BASED POSITIVE — @ —® | SHAREHOLDER
MORAL CAPITAL VALUE

BUFFERED LOSS IN THE

FIRM’S RELATIONAL WEALTH

V
\ MENS REA !
\ TEMPPLATE !

Fig.2: Part 2 of the theoreticalnderlying mechanism of the insurance from CSR.

The value of the relational wealth of a firm rests in the judgments and perceptions of stakeh@oeifsey

et al.,, 2010 who, in case of a negative eventse the prior positive moral capital generated from CSR
engagement in the cognitive processes leading to the attribution of blg¢teen and Dawar 20Q4nd the
FaasSaaySyid 2F GKS | OG2NRa OKI NihsQda $emplatecdtifresk gt @Sy G A 2
2009).

CSPkhased positive moral capital is a perceptioased construct which has value since it disposes
stakeholders to hold beliefs about the firm, beliefs that can mitigate sanctions and punishments in case of
negative event§Godfrey 20050 LY RSSRXZ LINA2NJ LR AAGA DS / {w KIFa | N
of the firm culpability providing A RSy OS 2F | a322R YAYRéGodfeyeliak,S T AN
2010. Hencefi K& FANXQAa o0FR I OG Aa O2yasdljdlyite LIBSNDSA DS
normal operations of thdirm (Peloza 2006 These evidence contribute convincing stakeholders that the
adverse impacts of the negative action are the exception rather than thg@ddfrey et al. 2010and that

the negative event itself was a forgivable act, an unforeseeable event in an otherwise strong record of CSR
efforts (Peloza 2006
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The podtive moral capital buffers the underlying relational wealth itself and protects the relative earnings
streams against the loss of economic value arising from the risks of business operations (Trieschmann &
Gustavson, 1998 cited iBodfrey, 2005). Thus, RBased positive moral capital preserves CFP mitigating

the shareholder valuéoss. The protection of shareholder value is due to the mitigation of the assessment
of & 3 dzAnfind,&tlée accordance of the benefit of the doubt to the firm and timitigation d the

attribution of blame

GaSlkadzNAy3 adlF{1SK2ft RSNEQ YSyidlt LINRPOS&aasSa LINRBGJSaA
observe whether stakeholder groups behave in a manner consistent with a theorized attribution process.
Such consistency woul Y LI @ G KF G / {w I OHMAMIASIR LINRICS\GRISAIZ YUEA YEAQIA
in Godfrey et. al, 2009, Godfrey, 2005).

In the following subsections it will be outlined how the attribution process andniems rea cognitive

templatework.

ATTRIBUTION PROCESS

The potential of CSR to operate as an insurance pdiigifering the loss in relational wealthas been
recently investigated in an experimental study focused specifically on consumers and brand equity. The
negative event considered this study was a produdtarm crisis linked to a defective product produced by

a fictitious oil company. The information about previous CSR of the company was manipulated creating one
case in which the company was depicted as responsible and a secanthaakich the firm was depicted

4 ANNBaALRYyaAof S® 9@ARSYOS &K2 g achank trisis a2 fodctiay & N&E Q
02y adzySNAE Q / (Klein dndiDaRa®20040 A 2 v &

Attribution is a consumer cognitiyerocess commonly activated in noautine settings (such as in the case

of negative events). In facing negative events, corporate association includirgs§&iiations are very
likely to be activatedBrown and Dacin 199&ince consumers rely on such information in constructing
attributions which are the basis of revision and updating of consumer judgments, such as brand evaluation
(Klein and Dawar 2004

According to the attribution model conceyrlized by Weiner in 1980, there are three causal dimensions of
attribution leading to an overall judgment of responsibility or blame: locus, stability and controllability. The
first dimension refers to théact that triggers the negative event which cae internal or external to the

firm. The second dimension refers to the temporary or unchanging stability of the behavior. The third one

refers to the fact that the behavior is or not in the control of the fifihein and Dawar 2004If the locus is
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internal and the behavior stable and controllable, stakeholders tend to attribute responsibility to the firm

and hence blaming the firm itsefKlein and Dawar 2004 The attribution of blame is said to be in dite
LINE LR NIA2Y (2 (GKS aS@SNRdGe 2F (GKS S@Syid FyR (GKS
cited by Dean, 2004). On the other hand, when the locus is external and the behavior is temporary and not
controllable by the firm, attribution oblame tend to be made to factors external to the company (Folkes,

1984 cited irKlein and Dawar, 2004)

Since attributions derive from the interaction of evel&S £ | G SR AYF2NX I GA2Y YR K¢
they may be biased from the latter (Fo#el988 cited in Klein and Dawar, 2004). Indeed, evidence shows
GKFG O2yadzYSNEQ Ay (G SNLINBG LI ( Aény arisiafe slibjected tddhé€drdprioNB a LJ;
expectations given by accumulated experience with the company and information abeufirin past

behavior included CSRawar and Pillutla 2000

An example helping illustrating the mechanism of the attribution process is the prdwduit crisis which

recently involved Firestone, the tire producer. Unforeseen tire blowouts caused the dead of some car
drivers and Firestone recalled millions of tirflsconsumers believe that the tires were poorly made, that

the producer have an history of product defects and could have avoid such problems through a better
quality control, they are likely to attribute the responsibility of the deaths to the compaaogpvé&sely,
consumers believing that the cause of the problem was external to the company and outside of its control
64dzOK +Fa KFENAK RNAGAYy3I 2N OFNEQ YSOKIYAOFT LINRBOE S
(Klein and Dawar 200%

LYy fAYS 6AGK GKS S@ARSYyOS LINBaSyidSR F020S GKSNB
Y2RSt (G2 O2yadzrSNRa FddNRodziA2ya Ay G(G(KS O2yGSEQ
attributions of the causef the incident changed their attitudes toward the company (Jorgensen, 1994

cited inKlein and Dawar, 2004

Hence, it has been demonstrated that ttréggger ofa negative event is judged as more exterrlebs stable
and lesscontrollable for firms that can courdn positive prior CSRompared to firms that do not have
positive prior CSR. This because information related to the negative event are generally interpreted in a

confirmatory fashior(Klein and Dawar 2004

Evidence confirming that stakeholders consider prior CSR in the attribution process have been found in a
study investigating the insurance value from a positive CSR reputation in the chemical industry. In the days
immediately following a disastei KS STFFSO0Ga 2y (GKS FANNYAQ ad201 LINF
that higher level of CSR disclosure in the period prior to the disaster was a significant predictor of less

severe declines in stock pri¢Blacconiereand Patten 1994 cited in Peloza 2006).
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Consumers reactions to positi@SRperformanceo & R 2 A y Fand=h&gatiRet 8performanced ¢ R2 A y 3
K I NJave)been found to be asymmetrical. Indeed, all consumers were found to react to negative CSR
information whereas only those supportive gpecificCSRssuesreacted to positive CSR informati¢@en

and Bhattacharya 20Q1Moreover, the impact of corporate associations on attribution has been found to
depend on their relevance to consumers (Crocker, 1980; Metalsky & Abramson, 1981 cited in Klein and
Dawar, 2004). Consequently, consume#so aremore sensitive to CSR isswe expected tdbe more
inclined to use information about O 2 Y Lallioy @SR Behaviors in forming their attributsollence, it is
expected thatin current settings (i.e. ran the occurrence ohegative events) only consumers who care
about specificCSR issues are motivated to access CSR information and making attributions consistent with
0 KS ¥FA N Qa0Onthé atherM@Enhditdshedpécted thafacing negative eventall consumers may use

prior CSR associations as a hint in the attribution ahbla

THESMENS REA COGNITIVE TEMPLATE

Even under the best of circumstances, business activity sometimes creates negative impacts among
important stakeholder groupswhen such negative events occatakeholders respond by punishing the

firm with sanctions having consequences on the financial performance of the comg@agfrey et al.

2009. Each stakeholder group will mete out sanctions accordingly to its power and role in society. For
instance, consumers may engage in badmoughjpmactices or boycotts whereas governmental agencies
may revoke the right to do business or condemn the company to pay fBaegtions may be remedial,
compensatory or punitive. The first type may be represented by new regulations aimed at estabiishing
bounds or liabilities. The second type of sanctions is given by lawsuits and fines whereas the latter may

include boycotts, negative publicity done by media or fif@sdfrey 200%

In dealing with corporate misdeeds, law uses #wcalledd YSy & NB | (quiRy2 rind Nidclir)

which is consistent with decision making efficiency and common s@{tz@nna 1999Godfrey 200% It

I NBdzSa GKIFG abl OlGdza y2aG FIOAG NBdzy yAaA YSya aard
JdzAf G& dzyft Saa KAa YAYR A& 3IdzAf (@ ¢ lyoHad aCts ddrStHuteram nn C
offence only when they are performed with a guilty minthe notion that stakeholders impute moral

gl fdzSa (2 O2NILRNIGA2yQa FOlAz2ya Kra AGa Nr2Ga Ay
not only tangible fact but also the overall context of any interaction, imputing intentions and motivations

to the actors involvedGodfrey 20085.
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¢t KS R2 OO0 NRSYSA phBde¥& Sgniive template for how groups or individuals may assess the
guilty of an actor and mete out punishments and sanctions accordingly (Scott, 1995 cited in Godfrey, 2005).
Punishments and sanctis are expected to be more severe when bad actions are committed by guilty
actors and the degree of severity will be correlated to the attribution of the state of mind of the actor
(Godfrey 2005Godfrey etal. 2009. In the cognitive process of considering possible sanctions, the reservoir

of moral capital(generated by positive prior CSR behayiorsOid a | & G OKIF NI} OGSNJ SOAR!
FANYED® LYRSSRXE Al LINE DA RS zatesing dsgedstetif djultyinuind (GodB8eg A RS y C
2005 reducing the probability that the firm is seen as havingeail mind factthat would lead to harsh
sanctions (Strong, 1999 cited in Godfrey, 2005). The assessmantiltyf mind is mitigated since the

positive moral capital encourages stakeholders giving the company the benefit of the doubt regarding

intentionality, knowledge, negligence or recklessnéSsdfrey 200%

The positive moral capital derived from CSR engagement mitigates the severity of sanctions and
punishments accorded by stakeholdéFRombrun et al. 2000Godfrey et al. 2000 Indeed, when there is

' YOAIdzZAGE 20SNJ GKS | OG2NRa AydaSydaizy |yR OKI NI O
capital to give the firm the benefit of the doubt (Uzzi, 1997 cited in Godfrey et al., 2009).

38



2.5.3 THE COMPLETE THEORETICAL UNDERLYING MECHANISM OF THE INSURANCE FROM C

In Fig.3 the complete theoretical underlying mechanism of itheurance from CSR is reported.
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Fig.3: Complete theoretical underlying mechanism of the insurance from CSR.

Literature shows that despite CSR activities and shareholder value map into observable variables, the mens
reatemplaiS NBYlI Aya 4Gy dzy20aSNBSRI | yGodirgpraandiHillf199p St &
Indeed, it is intrgpsychic and may be a tacit or semiconscious process (Gla@068; Winter, 198Doth

cited in Godfrey et al. 2009). Consequently, investors in the capital market or other stakeholders may find
RAFFAOAZA G SELIX FAYAYy3 gKe GKSe& YIF1S NILAR 2dzR3AYSy.
1997 cited in Gdfrey et al. 2009).

A ¥ 4 A x

Li A& KSyOS SELISOGSR GKIFG SYLANROFE NB&aSIHNOK aOly
LINPOS&da 2F GKS AyadzaNIyOS FNBY /{wX odzi | (Godoreya i TFA
and Hill 1995Godfrey et al. 2000 Despite that, empirical results consistent with the recently theorized

I NHdzYSyida 2F (GKS AyadaNF yOS FNRY /{w §¢2dapRethddd | JI
to uncover and understand the actual attribution processes stakeholders use to assess penalties would
FIEOAEAGIGS | ljdzk yadzy € SFLI Ay NBaSI NEHEESNRaD2000 A £ A G &
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2.6 FACTORBIFLUENCINERM NEEDO RELY ON THE INSURANCE FROM CSR

In evaluating the need d firm to rely on the insurance value from G3fitee factorsshouldbe assessd:
industry risk, business exposure and firm sileen,the scope and extent of the CSR progrsinould be

tailored accordinglyBrammer and Pavelin 20pReloza 2006

Eachfactorinfluencingl ¥ méedtQ @ly on the insurance from CiSRliscussed hereafter.

INDUSTRY RISK

Industry risk is one of the components driving the type and intensity of socially responsible behaviors by
firms (Godfrey 200% Indeed, industries carry different risks of endangering/harming the natural
environment and/or negatively impacting customers, suppliers, employees or the communities in which
they operate. Althese risks build up the stalled business risk that is affected by the nature of production
processes, technologies used, products and ser(iGeslfrey 2005Godfrey et al. 2010 For instance, in
manufacturing companies business risks may be represented by product safety. Firms belonging to riskier
industries are more likely to require the insurance fr@®R thareither firms operating in more stable

industries or industries where the potential costs of harmful events are less s@®e&loza 2006

BUSINESS EXPOSURE

Another factor affecting the need for firms to rely on the insurance from CSR is their business exposure,
defined as the degre to which a firm is vulnerable to its environme(fteloza 2006Saiia et al. 2008
9GARSYOS &aK2g GKIG | FANVQEA &dzZIIR NI F2NJ a20Alt O
exposure(Saiia et al. 2003 Although some industries present a higher business exposuege tis a

baseline of necessary insurance from CSR across all industrieis B&G and B2@Peloza 2006

FIRM SIZE

Compared with smaller companies, big firms usually are more diversified across geographical and product
markets, have more varied stakeholder constituencies and are more V({Bitailmmmer and Pavelin 20p4
Consequently, they face greater scrutiny and social pressures from a broad range of kteks(Aatiach

et al. 2010 requiring themto manage tle social consequences of their business actions, operations and
conducts (Richardson et al. 1999Moreover, firms with a larger market presence are riskier because
involved in more internal and external transactions thsmaller firms and thus leads to a higher probability

of negative outcomegGodfrey et al. 2000
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In light of these considerations, a passive strategy regarding sustainability issues is less acceptable for big
companies than for smaller onéartiach etal. 20180 &L F f I NHSNJ FANX & | NB Y2NB
events, either througt OKIF yOS 2NJ GFNBSGAY3I FNRY O2yadAddzsSyida
more valuable because it is likely to be used more frequently in generating mens rea evidence than for
avYl tt S (Godféy Mihla2000 Hence,it is not surprising thabften the largest firms in edcindustry

are leaders in corporate social performandsterature shows that firm size is strongly and consistently
associated with high levels @orporate Social Performand@rtiach et al. 201pand that there is an
interaction between industry and firm sizeith large firms in sensitive industries mogely to engage in

CSR activities and disclose CSR inform@®arhardson et al. 1999
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2.7 CONTINGENCHES-FECTING THE ABILITY OF CSR TO ACT AS AN INSURANCE
POLICY

The ability of CSR to actas insurance poligynitigating the loss in relational weal#nd hence proteéhg

shareholder valugs affected by the followingontingences
A the level of effort and commitment of the firm

A the strategic fit between CSR activities and core business

>

the transparency imlisclosing information about CSR activities
the promotion of CSR activities
the industry in which the firm operates

the effectiveness of corporate response to negative esent

> > > >

the responsiveness in adapting CSR portfoliasctimomic/sociathanges

Hereafter, each factor affecting the ability of CSR to act as an insupaficegis briefly discussed.

LEVEL OF EFFORT AND COMMITMENT

In case of negative events affecting stakeholder groups or offending their ethical values, stakeholders are
more likelyto give the benefit of the doubt when a firm shows effort and commitm@teloza 2006 A
firm shows effort investing a considerable amount of time and resources in CSR activities. Commitment is

expressed through a loagrm partnerships with NGOs and sustaining the chosen causes foryaarsy.

A pattern of consistency in CSR activities provides counterfactual evidence that decision makers engage in
such activities not on an opportisiic or capricious basis. Threduces the risk that such investments are

seen as ingratiatingGodfrey 2005 Encouraging employees volunteering or providing®d y 2 02 Y LJ y &
expertise has been found to pay afiore in terms of both social and economic impact than simply
donating money Moreover, when a firm makes a direct contribution of expertise providing support using

its unigue abilities the action is seen as less-seifing(Peloza 2006

On the contrary, an unfocused and uncommitted @ OK G2 / {w R2Say Qi LINEJA

(Peloza 2006 Indeed, firms with mainly sheterm relationships with NGOs and target communities are

seen less favorably and judged to be exploitative of the caidlen et al. 2000 Firms engaged in

unfocused CSR, not integrated into thermmrate culture, and having relationships with dozens of

bDhak Ol dzaSa INB 2FGSy RS&AONAROSR |a FFFSOGSR o8&
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convey the image of managers in charge of choosing the CSR portfolio of activities seleatiran ttree

basis of their personal motives instead of the relevance to the firm strafegipza 2006

STRATEGIC BETWEEN CSR ACTIVITIESGORE BUSINESS

Firms should seek to engage in CSR activities having high degree of fit with their core l{Psinesand
Kramer 2005 Doing so, CSR activities are more likely to be perceived as motivated by genuine altruistic
intentions. Moreover, the actions are more likely to be seen as lessaeling(Peloza 2006 Perceived
altruistic and genuine intentions are needed to build up the reservoir of positiveinoapital which can
insure the relational wealth of a firm. Thanks to such moral capital, stakeholders are willing to give the

benefit of the doubt and valuate the actor as less guilty in case of negative dPehbza 2006

Moreover, a high degree of fit firm/cause will gain exposure to NGOs and activist groups creating the
opportunity to build a constructive dialogue and partnerships. NGOs and activists have often a relevant role

in endorsing or criticizing the operate andliLJ O a 2 ¥ FANYEAQ | OlAzyad 1 SyoO
a company having these stakeholders on its side in case of a negative event. These stakeholders could
AYRSSR AYGSNBSYyS 2y GKS o0SKFIEtFT 2F (KS s@ehodérsffed & I A
GF2NBAGSe GKS o6FR FOG yR KStLAYy3a GKS O2YLIye 06857
situation. A second advantage of partnerships with NGOs is that the firm can use their advice and expertise

to make better decisions irhoosing the CSR portfolio of actioffeloza 2006

Engaging in CSR activities with a high degree of fit with the firm core strategy is expected also to be easier

for the company and to reduce the risk of diluting managerial attenfideugens and Dentchev 2007

TRANSPARENCY IN INFORMATION DISCLOSURE

Disclosing information about CSR portfolios (reasons for specific choices, targets of the vary activities, level
of support/founding and goals) is necessary. Indeed, withow@aquate visibility stakeholders cannot use

I {w a |y AYF2NNFGAZ2YIf ardaylrt 2F I TFANX¥Qa NBalL
demands (Fombrun and Shanle$990Q Orlitzky and Benjamin 20Q1Hence, firms must engage their
stakeholders disclosing information about their CSR activities and ensure they are aware of the actions of
the firm (Peloza 2006 One instrument often used to voluntéridisclose information about CSR is the

annual sustainability report that many companies publish on their corporatesiteb
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Transparency in disclosing information about CSR activities allows stakeholders to create in advance a stock
of positive moralcapital that can act as insurance in case of future negative ev@uslfrey 200%h
Moreover, firms that tragparently disclose information about their CSR practices are more easily subjected

to the scrutiny of interested stakeholder groups. For this reason their managers are incentivized to be

I 002dzy Gl 6fS FyR Sy3r3aS Ay | Olsiaatiidentity ahickd Bay a gréaterS y

potential to create positive moral capitéBodfrey 200%

PROMOTION OBOOD DEEDS

Another contingency affectin@€ SR ability to operate as an insuransehe way in which a company

promotes its good deeds and seeks to take credits for its ef(Befoza 2006

Promoting CSR activities requires great care because although many consumers consider actmpsable
firm to derive some benefits from C8Fombrun et al. 200M@u et al. 201)) attempts to capitalize on good
deeds backfired on some firms, guilty of having spent more in promoting their actions than on the action
itself (Peloza 2006 An example o£SR adains performed with positive intentions that finished to harm

the actorand limited its ability to create a reservoir of goodwill as weadlthe case of Philip Morri®eloza
2006). Philip Morris has been criticized not only for having spent more on promoting its support for charity
than the amount of money actually donated, but also for having aired its own antismoking campaign
addressed to teenagers. Critics argued that this canmpaigs likely to encourage teens to smoke

(Fairclough 200R

Hence, the point of the question is how to promote good deeds without being backiihedbest strategy

for building the reservoir ofoodwill is corporate modestfPeloza 200p6 Indeed, many managetslieve

that actions always speaks louder than woirgan de Ven 2008and that over promotion might lead
stakeholders to view CSR activities as-sei¥ing.Moreover, lkeeping a low profile irommunicating and
promoting CSR reduces the risk of misalignment between communicated identity and the actual identity of
the company(van de Ven 2008Evidence shows that many managers engage in minimal or no atternpts a
all of selfpromotion and prefer indirect promotion done by their nonprofits partnéPeloza 2005Peloza

2006 van de Ven 2008source that is considered as highly reliable by many stakehdiderst al. 2011

Engaging external stakeholders (such as NGOs and activist groups) as partners in CSR activities can
potentially have two benefits. First, reducing the need for any form of promotion to these stakeholder

groups(Griffin and Mahon 1997and second, lead them voluntarily speaking on thed&bf the firm in
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the event of negative events linked to business operatiffeloza 200p It has been demonstrated that
overt selfpromotion is less likely to serve as protection against negative events than-piuitg

endorsementgPeloza 2006

INDUSTRY

Companies whose coractivities involve gnificant financial, productioror environmental risk are
expected to demonstrate higher levels of responsibility to the local communities in which they participate

(Gardberg and Fombrun 286).

The ability of CSR to operate as an insurance policy is affected by the industry in which a firm operates.
Indeed, firms inthe s® t f SR G PAO0S¢ 2NJ GaiAyé AYRdAZAGNASE 04adz0
which deplete environmental resmces (such as utilities) and firms in heavy polluting industries
(manufacturing) have more difficulties creating a reservoir of goodwill. This is due to the fact that it is likely
that their CSR engagement is seen by stakeholders as actions done toxgv&2 Ay 3 G aAyée (
practices(Pelaza 200§. Evidence shows that such industries are given the benefit of the doubt only when

their positive CSR did not imply prefitiven motives at aSzykman 2004

EFFECTIVENESS OF CORPORATE RESPONSE TO NEGATIVE EVENTS

The ability of CSR to act as an insurance may be significantly reduced if a company facing a negative event
R2Say Qi NBaLRyR F2ff2¢gAy3 (KS [BdNdea200pLE Sa 2F GKS O

Involving stakeholders in crisis management and keeping them informed about what is hapaeditize
FOGA2ya GKS FANY gAft (1 1S G2 a2t @S 2N NBRdzOS (KS
the issue and provide at the same time a cue for the confirmation that prior CSR were genuine. Thus, is

expected to reduce the charge ofocrisy(Peloza 2006

One example of good response to a crisis is Ititeawest case The company responded to an oil spill
moving quickly to the acknowledgment of the seriousness of the spill and adopted transparency with the
media and advocacy groups. A lack of transpareocydclead to media speculation and the firm may be

depicted as more concerned about its interest than about the affected stakehdielsza 2006

45



RESPONSIVENESS IN ADAPTING CSR PORTFOLIOS TO ECONOMIC/SOCIAL CHANGES

As economic and social conditions charige] I 1 S KvelvsRoSvNaicOnstitutes a good cause to address
through CSR progranshift as well(Godfrey 2005Du et al. 2010Richardson et al. 1999 Hence, firms
shouldmonitor what are thepriority issues anddapttheir CSR portfolios of activitiee the changes. In
doing so it is fundamental teelectd K 2 (i £ A g & Hifh degriéd offik witthe T A Ngr@Busines¢Du

et al. 2010.

Being responsive in adapting CSR portfolios of activities to meet current issues and pressing needs is likely
to be interpreted as a sigl of genuine motivation and thus expected to increase the likelihood of
generating positive moratapital (Godfrey 2005. Beforedumping a CSR activity in favor of another, the

firm should disclose the reasons of such a change to their dominant stakesideder to reduce the risk

that the change wouldbe interpreted as a cut and hence as a signal of irresfmlity.

In order to be more sure that CSR activities are responsive to current needs, a firm should consult NGOs or
create a philanthropic advisory board composed also by representatives of vary stakeholder groups
(Godfrey 200%

° Forinstance Americans ranked as prioriigsues crime/violence prevention, the environment and homelessness in the early 90s
and education, healttdisease and the environment in 20¢Bu et al. 2010).
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2.8 BENEFITEROMITHE INSURANCE FROM CSR DISENTANGLED ACROSS VARY
STAKEHOLDER GROUPS

I FTANNQA LJ2fiod yhé irskirancedrény CBIRMA b disentangledcross vary stakeholder groups
as shown Table7. These benefits altogether are expected to contribute to the protection of the
shareholder value of a firrthat has created a reservoir of positive moral cappgor to a negative event.
Table7 is expected to help the reader having a more complete picture of the insufdte@roperty of
CSR

STAKEHOLDER GROUPS POTENTIAL BENEFITS FROM THE INSURKECI
PROPERTY OF CSR

CUSTOMERS REDUCED LOSS IN TRUST
REDUCED LOSS IN LOYALTY

LESS DEFECTION

LESS NEGATIVE WORD OF MOUTH

NO BOYCOTTS

< <K<K

EMPLOYEES REDUCED LOSS IN COMMITMENT
REDUCED LOSS IN IDENTIFICATION WI]
COMPANY

V REDUCED SHNTERESTED BEHAVIOR
V REDUCED LOSS IN THE CAPACITY OF

ATTRACT & RETAIALENTS

<<

INVESTORS / CAPITAL MARKET V REDUCED ABANDONMENT
V  REDUCED VOLATILITY OF STOCK PRIC]|

ACTIVISTS AND NGOs V REDUCED THREAT OF BOYCOTTS
V  TAKING THE BEHALF OF THE COMPAN}Y
ALLOW OTHER STAKEHOLDERS TO

aChwDL+9¢ ¢19 .15 I,
PARTNERS AND SUPPLIERS V REDUCED LOSS IN TRUST
V REDUCED DEFECTION
V NO ESTABLISHMENT OF TIGHTER TERN
COMMUNITY V REDUCED RISK OF UPRISING
MEDIA V REDUCED RISK OF NEGATIVE

COVERAGE/PUBBLICITY
V REDUCED RISK OF SPECULATIONS

Table7: Benefits from the insurance from CSR disentangled across vary stakeholder groups (Adapted from Fombrum et al., 2000 &
Peloza, 2005).

6 Analyzing in details the benefits across each stakeholder group is beyond the scopeexfaarsh.

"OYLX 2858840 06SKI @A 2 NIFermpbestintekeyt oftth fifrfRicliakdéok et 1.1 SD9)f 2 v 3
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2.9 ARE ALL CSR ACTIVITIES EQUAL FOR INSURANCE PURPOSE?

To answer this questions it is necessary to investigate theanselike property of CSR using figeained
measures instead of monolithic ones, as done in the pastshown in Tablg&, monolithic measures are

able to capture only the overall engagement whereas-fineined measures are expected to capture the
nuarces and hence boost the knowledge about the value of different CSR categories/individual activities as

form of insurancéPeloza 200b

Recently, a first step in answering this question has been done. Indestddy showshat the insurance

effect holds for CSR activities aimed at secondary stakeholders or society at a large (i.e. Institutional CSR)
GKSNBFA /{w FTOGAGAGASAE GINBSGAY3 | FANNVQIGodirtyd RA Yy 3
et al. 2009. These findings have beenexgld&8 R I OO2NRAYy 3 G2 (GKS 23420 0GKI
same type of moral capital and insuraddes protection than ICSR. It is due to the fact that TCSR activities
produce exchange capital, that is the potential to create more advantageousiegel between the firm

FYR AG& LINAYIFINE a0l {(1SK2ft RSNaE® | SyO0S:z GKSaS F0dGAg@
profit-making interest and viewed as merely s&#fving, rather than otheNBS 3| NRAYy 3 06 SKI
Conversely, secondary stakehetd lack urgency and power to press their claims on the firm and so ICSR
FOGABAGASE aLINE D Ady&R ASYZR R SA/NISS 2 (FKGhdieyyd aii2RBINE S T A NIV ¢
More fine-grained researckvaluating the relationship between CSR engagement and its insurance value is

needed particularly in relation to employees relatioGodfrey et al. 2010
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2.10 TYPES OIEEGATIVE EVENTS AND INSURANCE FROM CSR

INTEGRITY RELATED

Integrity-related negative events are those in which the integrity or moral character of the firm is in
guestion. Examples of such negative events are actions violatingageelpted principles of ethical
behavior such as promise keeping or leading to urifaatment of employee¢Godfreyet al. 2009. Child

labor abuses for instance belong to this category.

In case of integrity relatedegative events, the action is almost always unambiguously evaluated as
negative by stakeholders whereas the moral character/intentions of the actod nede assessed since

some stakeholders may doubt the firm good character.

LYy &dzOK & OANDdzradlyO0Sa aidl {1SK2t RSNE N8B SELISOI S
as genuine or ingratiating. CSR engagement is expected to act as @magswhen the company can count

on a reservoir of positive moral capital created in the period prior the negative event. In this case
Sy3arasySyid Ay /{w gAiAft 0SS O2yairRSyBRY ASIRNERS yhAISK SN
when the company feing the negative event cannot count on a reservoir of prior positive moral capital,

stakeholders will view CSR as an evidence of hypdGayfrey et al. 2009

Evidence shows that the strongest insurance effect from CSR has been found in the case of negative events
ONBIFiGAy3a R2dzoda 2y | FANVQA FdzyRIFYSyidlft OKIFNI OGS
context of integritybased negative event firmengaging in CSR activities registered smaller declines in

shareholder value than firms that do n(odfrey et al. 2009

STAKEHOLDHRASED

Stakeholdebased negative events are those which jeopardize the-beslig of stakeholders (affecting

health and safety issues, endangeringlipting the environment, etc.). As for integribased negative

events, there is little ambiguity about the badness of the act and the mengreplate has a key role in

air 1 SK2ft RSNR& S@I  dzr A 2y (GBdfrey étkalS 2000 lieve @re dwb Ppossible 2 T
outcomes. First, the act is viewed as the result of malevolent anéeelfng intentions and hence the bad

actor is considered guilty of the bad act. Second, the act is viewed as the result of facts outside the control
of the managment and hence the firm is seen as a good actor caught in a bad sity&tagtirey et al.

2009. When the conditions for the insurance from CSR exist, the expected outcome is the second one,

leading to less harsh sanctions and punishmé@izdfrey et al. 2010
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Evidence from the same study which proved the value of the insurance from CSR in case of-brasgdty
negative events, shows that CSR activities provide no insurance protection in case of stakiehwedder
negative event§Godfrey et al. 2009 Conversely, another study investigating the insuralilee property

of CSR in the case of recalls of harmful products (a specific case of stakdiasddrnegative event) got

evidence confirming the value of the insurance from ¢3&n and Dawar 2004

Stakeholdethased negative events involving defective/harmful products are called also performance
related crisis. Such negative events cause shareholder ¥a®igi & LINA Yl NAf & NBRdzOAy 3
ability to deliver functional benefitDawar and Pillutla 20Q@utta and Pullig 20)which are the core

value of brand equity and largely affect brand chdi¢kin and Dawar 2004More demanding customers,

the increasing complexity of products, increasing media scrutiny and the use of the Internet are making
stakeholde-based negative events involving defective/harmful products an ever more frequent
occurrence. Such type of negative event always leads to a product recall and evidence show that the
REYF3S G2 I FANYQA OFLIAGEE AT I ( ekoMer wedid thavdeShe ¥e@aNB (i 2
itself (Klein and Dawar 2004

Concluding, moraesearch $ neededto shed light on what CSR activities has the potential to ensure a

TANVQa NBtlFdGA2YyIE 6S8SIEGK Ay OFr&a8S 2F RAFFSNByYG ys3
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2.11 CAPITAL MARKETS REACTIONS TO CSR

Hrms are valued in function of their likely future cash flows andiriddoth debt and equity markets

The rapid grown of socially responsible investments (SRI) sugtiestdinancial markets are becoming
AYONBIFaAy3dfte NBaLRyair@dS (G2 GKS a20AltxX SGKAOFE
(Derwall and Verwijmeren 200.7Moreover, it has been argued that the release of information about any
valueNB t S@Fyid FaLsSota 2F GKS FTANY FyR KSy Rchatdgow | &
et al. 1999, encouraging analysts moniiag the firm or resolving uncertainties about the firm riskiness or
future cash flows (Gibbins et al 1992 cited in Richardson et al. 1999). The growing impafarme

financial disclosurd y G KS 2 @SNI ft | &4aSaa Yy leenaebntly recayizédBbyy & Q a
Standard and PodHeal 200%. However, studies investigating whether portfolios constructed by means of

CSR screens do outperform or not their benchmark gangate discordant result§Renneboog et al. 2008

The majority of studies investigating capital markets reactions to &&®cused on stock returns. Only
NEOSyidte | OFRSYAO&A KI@S aGFNISR SEFYAYAYy3I 6KSGHKSN
(Ghoul et al. 2011Sharfman and Fernando 20@assen et al. 2006

CSR ANBTOCRETURNS

>
pufi

I FANNXQa ai(201 LINRAOS A& RSUSNYAYSR o0& aGaiKS o Ay
on their perceptionof.J- & 1 = OdzZNNBy (i | y R (Ofitdky ezl R00BIB (1 dzZNy & | YR NA a

Anegativecorrédl i A2y o0SG6SSY I FANNVQa /{w LISNF2NXIyOS | YR
by a metaanalysis done in 200Drlitzky and Benjamin 2001

Regarding the operationalizatioof CSR, many studies investigating the relationship between CSR and stock
returns used a single CSR activity as a proxy. Conversely, a recent{Btaiyner et al. 2006used a
composite CSR indicator (environment protection, communitgtienship and financial transparency) and

found a significantly negatively relation to stock rety®hen and Chang 2009

The event study methodology has been largely used to investigate capital markets reactions to specific
negative events. Such methodology is based on the assumption that markets immediately absorb all
relevant information intathe stock pricefWood 2010. It is aimed at examining the gap between actual and

expected stak price performance in the days immediately after some critical ev@vitod 2010).
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Evidence from event studies examining the link between CSR and abnormal stock returns following
environmental disasters (e.g. Blacconiere and Patten 1994) shows that the capital marketgsetiadiz
firmswith the worst CSR record most and that evidence of prior CSR activities and its disclosure moderate
the impact on share prictRichardson et al. 1999Another studyA Yy @S a G A I+ GAy 3 Ay @Saidzl
1999 Seattle World Trade Organization (WTO) fajltmand that a reputation for social responsibility
protected firms from stock declines associated with this crisis, even when controlling for possible trade and
industry effects. Specifically, it has lmeéound that firms without a positive reputation for CSR suffered

stock market declines twice the size of those experienced by firms with a reputation for positive CSR
(Schnietz and Epstein 200%uch event studieshow that the stock market seems to treat social costs in
SEOSaa (2 LINAGIGS Oz2ada Ia | tAFoAf AGEHeA2000S OKI N

To the best of our knowledge, only one empirical study examined the link between the insurance from CSR
and market returns. Starting from the assumptions that negative events should generate negative stock
price reactions and that CSR is expected to sigwaktors the presence of moral capital that may temper
potential sanctions, Godfrey et al. (2009) investigated the volatility of stock prices around the time of

negative events showing that FGSR companies registered larger losses of capital.

CSR ANKOST OF CAPITAL

.SaARSa 0SAy3 Iy AYLRNIL y i(SharBnarSandrHeryidndd 200&h& cost of T A NJ
OFLIAGIE A&a I ONRGAOLFE O2YLRYySy( ({ewdlanddyéivijmereiad Ol
2007). It has been argued that the cost of capital kkbbe the channel through which capital markets

encourage firms to become more socially responsible (Heinkel et al., 2001 cited in Ghoul 2011).

{AYyOS Y2al LlzmtAote KStR FTANXa 3ASYSNrftte FAYylFyOS
costof capital is given by the weighted average of its cost of debt and equity capital ((8%@&jnan and
Fernando 2008

¢KS O0z2ad 2F OFLAGEE RSLISYRa daRy AyOSaidz2NE FyR
company(Lukas et al. 200® ! FANNXQa O2ad 2F OFLAGFEE A& AYyRSSR
investors/lenders for providing capitdDerwall and Verwijmeren 20Q07&nd bear the risk of a specific
stok/debt (Fuerst 2008 It is also the rate thatinvés2 NA kK f SYRSNE dzaS (2 RAA&AO02dz/i
| SyOSs Al A& GKS NBIJdZANBR NIGS 2F NBOdBful @a.gSy
2011).
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Cons¢j dz2Syifex (GKS KAIKSNI GKS Oz2aid 2F OFLWAGIHES GKS f

Ny

the more costly is for the firm financing its¢Bharfman and Fernando 20081oreover, the more costly is

the capital, the less chance the firm has to make a profiardless of its level of revenuéSharfman and
Fernando2008P ! NA &S Ay Ay @Sai2NBQ NRARA] LINE Y(Rudsf209f & | f 2
| 2y @SNASt@s I NBRdAzZOSR 02aid 2F OFLAGEFE &akKz2dzZ R Ay ON
of revenue and, all the otherththd o6 SAy 3 Sljdzr £ = FGGNF OG Y2NB Ay@Sai
base(Sharfman and Fernando 2008 I f26SNBR O02aid 2F OFLRAGIT &aK2 dz
economic performance (Scott and Pascoe, 1984 cited in Sharfman and Fernando 2008) andase incre
shareholder value. All else being equal, firms with a lower cost of capital will be more highly valued than

firms with a higher cost of capital and hence more attractive to invegharfman and Fernando 2008

Evidence from a meta y I f @ i A O NB JA S & negakively orreiatd: viith abrudkade|social &

LIS NJF 2 NXQrlitzky Suéd Benjamin 20Q1Furthermore, prior work suggests that investors perceive
socially irresponsible firms as having a higher level of risk (Frederick, 1995; Robinson et al., 2008; Starks,
2009 cdied in Ghoul 2011). A possible explanation is given by the fact that potential investors/lenders may
considerlow/ { w FANNAQ aiG201 I a -GFRFIME SN laivAnkegtmeintk i§ CSRIm&A0 |

be interpreted as a lack of management sKislitzky and Benjamin 201

Given that socially responsible firms are generally considered to be less risky, they should have lower risk
premium all other things being equ@Menz 2010). It has been showed thatirms adopting a more
environmentally preactive posture gperience a significant reduction in perceived riskiness to investors
(Feldman et al.1997cited in Ghoul 2011 Companies that in their business activities consume more
resources or produce more waste should possess a higher risk premium than highly responsible firms
(Menz 2010. Thus is assumed on the basis of prior studies showing thaefficent companies have
0SGGSNI G201 NBUdzNya GKIYy ol a0S¥FdzZ ¢ O2YLI yASaod

Disclosing information about CSR activities is one possible path through which CSR can impact on capital
YFEN] SG LINRPOSaasSa FyR FFFSOG GKS RA&@andsf dashMawsd S dza
(Richardson et al. 1999Indeed, disclosing information about its CSR activities a firm reduces information
asymmetries between the company and the investor commuytity R KSy OS A a iFkadl Qi
well (Hoffmann et al. 2010 Hence, disclosure can potentially translates into a lower cost of capital due to

the reduced firm specific risk associated with holding equity or debts in the firm (Welker 1995 and Botosan

1997 cited in Richardson et al. 1999).

Among prior studies investigating the relationship between CSR th@dcost of capitgl some (e.g.

Sharfman and Fernando 2008) focused on one particular dimension of CSR (such as the environment)
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whereas others (e.gGhoul et al. 2011) took a more compmisive approach considering more CSR
dimensions/categories. Prior studies focused mainly on the cost of the equity capital, disregarding the debt

financing and its cogSharfman and Fernando 2008

EQUITY COST

Regarding investors in the stock market, it is still doubtful whether or not ladye CSR strategiéShik

Fang 201D This is exemplified bthe findings of two studies: Raenboog et al2008 and Ghoul et al.

2011. The first research revealo direct and conclusive empirical evidence on whether high CSR standards
lead to lower cost of equity whereas the latter shows that firms with better CSR scores exhibit cheaper
equity financing. Moreover the second work shows that only some of the @®godes considered (i.e.
employee relations, environmental performance, and product characteristics) are priced and associated
with a cheaper equity financingvhereast t f (G KS 20KSNA KIFI @S fAGGES 2N y2
equity (Ghoul et al. 20111 Another finding of this study is that firms related to the tobacco and nuclear
power industries have significantly higher cost of equBhoul et al. 2011l Such findings support the
following arguments: 1) hig€@SR firms have higher valuation and lower risk; 2) different CSR categories
and/or activities have a different impact tfie cost of equity capita{Ghoul et al. 201)L A finegrained
knowledge is fundamental for managers in charge of CSR investments decisions and is expected to allow

them to inwest in the activities that are priced by the capital markets.

l'Yy20KSN) daddzReé LINRPPGARAY3I SPARSYOS GKFIG FAYLEFYyOALf
equity capital, suggests that at the aggregate level CSR does not relate to equityNegative and
statistically significant associations between CSR and cost of equity capital have been found only between
firms scoring very high in specific CSR categories, that are environmental performance, governance and
product quality. The relation bateen a social index (embracing diversity, human rights, employee
relations, and community involvement) and the cost of equity was found to be pogieevall and

Verwijmeren 200y.

Environmental performance and product quality resulted being significantiatnes related to the cost of
equity capital in both these studies. Moreover, the results of a survéydividual US investorggnducted

by Epgein and Freedman 1994) suggeshait, among the CSR spectrum dftigities, they assign most
importance to enironmental performance and the quality of products and the least importance to charity
donations, community involvement and diversity policies (benefits to minorifi@sjwall and Verwijmeren
2007).
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DEBT COST

The cost of debt financing incurred by a company depends orassessment of th& A Nigkddneby

banks, bond markets and rating agencf§sarfman and Fernando 2088 { dzOK f S@St 2 F NX &
NA&1é3Z Aad || FdzyOlAazy 27T i K&tvitiesOBtg andBehjardin 200f Ke NS v {
ANBIFGSN) 6GKS dzy OSNIFAyGeé AYyKSNBydG Ay | FANNQa 7Fdzid
for the debt financingSharfman and Fernando 2008

A recent study investating the risk premium of debtfound that bonds of socially sponsible companies

have, all other things being equal, a higher risk premium than those ckaoially responsible companies.

¢tKS aiGdzRe O2yOf dzZRSR GKIG &/ {w KFa ILLINByGte y2i
0 2 Y Rvierdz D10).

Literature suggests that in Europe the credit market is dominated by institutional players and the
participation of private investors is low. Hence, studies focused on European companies instead of US
comparnes may found different result§vienz 201(. Indeed, institutional investors are expected to trade

on the basis of more information, act more rationally and have the competencies to take into account
complex issues like CSR in their investmé¥tisnz 2010. Thus is expected to increase the probability that

CSR will be incorporated as a factor in investment decigMaaz 2010).
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2.12 CONCEPTUAL FRAMEWORK AND HYEESTHES

Investors and analysts are found to taking account of improvement in environmental risk factors when
making investment decisions and recommendations. Moreover, evidence shows that an improved

environmental risk management leads to a lower cost of caffflahrfiman and FernandzD08).

Given that environmental management is one of the many facets of CSR and the insurance from CSR
AYLINR @Sa | TganeM Qtds hyphtkedizedYihay the ase of negative eventhe insurance

from CSR will have a buffering effect on the increase of the risk adjusted cost of (FEgi#l

RISK ADJUSTED PRESERVATION OF
COST OF CAPITAL SHAREHOLDER VALUE
A
w THEORETICAL UNDERLYING
MECHANISM OF THE

INSURANCE FROM CSR

NEGATIVEEVENT

Fig.4: Conceptual framework showing the hypothesized buffering effect of the insurance from CSR on thestésk autjt of
capital when a company faces a negative event.

The frameworkfocuseson the insurancdike property of CSBnd aher possible paths through which CSR

has the potential to create shareholder value are not considered.

To the best of our knowledge, no prior studies have examined the role of the insurance from CSR in

buffering the impact on the risk adjusted cost of capital in the case of negative events.

In accordanceo the aim ofthis researchto the lastresearch gestionand to the reviewed literaturethe

following hypothess have been established:

H1 Facing a product recall, firms having @RS overall score will have a lower increase in their risk
adjusted cost of capital than firms having low CSR overak sco

H2Y CFOAy3 | LINBRdzOG NBOFftsX FANNVA KIGAYy3d || KAIK A&
lower increase in their risk adjusted cost of capital than firms having a low score in such CSR dimension.

H3 In relationto the CSR dimersiy G SYNE2 & 88 2 v 4 ¢ Zd RiZKAS/ A/w{Bed/@ iRGr& S NJ
insurance thanthe levek @2 A RA.y 3 KI NX £
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3. RESEARCH DESIGN

This dapteris structured as follows. Firgte underlying logiof the two matrices developed toidentify
companies having high/low CSR scores is presented. Second, the formula that will be used in computing the
weighted average cost of capit@lised as proxy of the risk adjusted cost of capitaldetailed. Third,
dependent and independent variablase presented. Fourth, the type of negative everaminedandthe

time window consideredn this researchare outlined. Finally the selective process used to identifye

populationsatisfyinghe conditionsneeded b test the established ypotheses isdescribed

3.1 CSR MEASURBMATRICES AND METHODOLOGY TO TEST HYPOTHESES

The establishedHypothesesrequire to measire CSR and identify companibavinghigh/low CSR overall

score and high/low Empoyee Relationsscore.In measuring CSRe researchemwill rely on the rating

provided by KLD (now part of MS@it is largely used by academics ad® y 8 A RSNBR GG KS 32
(Aaron et al., 2009 cited by Minor and Morgan, 2p11

OoKLD STATS is a data set with annual-shafs of the environmental,cgial, and governance performance

of companies X 02 @ 8ONddigatbdé Gn seven major Qualitative Issue Areas including Community,
Corporate Governance, Diversity, Employee Relations, Environment, Human Rights andéPsoduct:
GDSGOAY T W[5 NIUSRCHAIKR Y[ HQa NI GAy3Ia RSTAYAGA2YyAaE

When a firm is rated by KLD analysts above a threshold in a specific indicator it receives a 1, otherwise it
receives &. A description ofhe indicators is given in thepfiendix19. KLDrating provides a cotistent
measure ofaFANY Qa / {w IOGAPAGASE (KNRBdAAK?2dzi .deSnanydS NA 2 |

strengths of this CSR measure have bdisoussed ifsection 2.1.

Starting from KLD ratings, bwmatrices have been developed with the aim ientify companies having
high/low CSR score$. KS @ BENI £ f & 02 NB Y| (i hak Beerzobtdided @duiiinG tRe A v
number of CSR dimensions in whftims havestrengths and concerrsccording to KLD ratingiven that

KLD evaluates strengthand concernd y 1 & lj dzI £ A {0 Hiima Eaging stéedgtteSin 4 dBdred ¢
Glidt t AGHGADGS I NBFAE FyR 02y GANIS oAY/Syt S2ay aKISNBR
/ { w 2 @S NJISimitarly afin3 yRidg & t £BRoverall scob éave less than 4trengthsand 4 or

more concerns in thesevenqualitative issues areas. As shown in Biglirms having high and low CSR

overall score are clustered respectivehcell Dandcell Bof i K S avérd]l score matrik @
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STRENGHTS
>=4 <4

>=4 LOW CSR OVERALL SCOf
CONCERN

<4 | HIGH CSR OVERALL SCO

D C

CELL A HIGH STRENGHTS AND HIGH CONCERNS

CELL B, LOW STRENGHTS AND HIGH CONCERNSSR@WERALL SCORE)

CELL 8 LOW STRENGHTS AND LOW CONCERNS

CELL B, HIGH STRENGHTS AND LOW CONCERNS (HIGH CSR OVERALL SCORE)

Fig.5Y 6/ {w 20SNIff &a02NB YIGNREZ ®

Hypothesis 1 argues that facing product recalls firms having higho@SRll score will have a lower
increase in their risk adjusted cost of capital than low CSR overall score firms. In testing Hypothesis 1, the
mean % changes in the Weighted Average Cost of Capital (WACC) after product recalls of low and high CSR

overall £ore firms will be compared.

On the other hand, K S ¢EmfloyeeRelationsscoreY I (i NA E ¢ LINJ wilSbé (s8dR tedtipgthe A I ¢
formulated Hypotheses 2 and 3

EMPLOYEE RELATIONS

STRENGHTS
YES NO
A B
LOW CSR EMPYEE
YES REATIONSCORE

EMPLOYEE RELATIC
CONCERNS

HIGH CSR EMPYEE
NO REATIONSCORE
D C

CELLBA LOW CSR EMPLOYEE RELATIONS SCORE
CELL B, HIGH CSR EMPLOYEE RELATIONS SCORE
Fig.6Y & / lgyeeReéhtiohsd O2 NB Y G NRAEE
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TKS a/ {w 9YLX 2885 whastbeeti2Ad2iylaA yaSGR NS | INJiANDZEeReNidNs ( K S
bdzYo SNJ 2F &0 NBoyeaw E&lé i A 3RA a1 LDHAS Bldovdh Th Figh2fiyh® SaNikigdas

high score in Employee Relations @l @S &G NBy 3IiKa | yRin fehydensidal S
Converselyfirms having dow CSR EmployéRehtionsscore doK @S 02 Yy OSNY & ehgthRin R2 y Qi
such specificdimension High CSR Ergyee Rehtions firms are clustered in cell D whereas companies

having low CSR EtogeeRehtionsscore ardan cell Bof the matrix

| L2 GKS&EA& H | NHdzSa GKIFGX FFOAy3a LINPRdzOG NBOIffax
NEflGA2yasg ogAff KIFEOS | £26SNI AYONBFasS Ay GKSANI NJ
such CSR dimension. In testing Hypoih@s the mean % changes in WACC after product recalls of low and

high CSR Employee Relations score firms will be compared.

Hypothesis 3 focuses on the CSR dimension Employee Relations and argues that, facing a product recall, the
L2aAGADS (BN PHF2R wIAMRSE Y2NBE AyadaNI yOS GKIFyYy (K
G/ {w 9YLX2eS8S wStliA2ya a02NB YIONAREé O6CAID cO Az
YR GO02yOSNyaés oKSNE (KS TANAGSRR ANB&RRZ ¥y RA KERNMK
G2 tSOSNAR aGaR2Ay3 F22Ré YR a4l @2ARAY3I KIFENX¥éX (KS
in Fig. 6 are labeled as follows:

- Cell AA doing good and not avoiding harm

- Cell BA not doing good and not avoiag harm

- Cell A not doing good and avoiding harm

- Cell DA doing good and avoiding harm.

Companies in cells A&D perform well in the positive lever of CSR (doing good) and differ in their standing in
relation to the negative lever (not avoiding/avoiding riva respectively). Similarly, firms in cells B&C
perform badly in the positive lever of CSR in relation to the CSR Employee Relations dimension (not doing
good) and differ in their standing in relation to the negative CSR lever (not avoiding/avoiding harm
rSAaLISOGAGSteud ¢2 Aaz2fl 0SS K Setweérthemaan % Ehangés 1 WASTI S NJ
Ay GKS &aK2ZNIE YSRAdZY FyYyR f2y3 GSNY 27 ,shdvS§thedSt t &
contribution of performing well in the positive CSRIeNJ ¢ R2Ay 3 3J22R¢é 02 YLI NBR

such lever.

Similarly, companies in cells C&D perform well in the negative lever of CSR (avoiding harm) and differ in
relation to their standing regarding the positive CSR lever (not doing good/doing gspelctively). On the
other hand, firms in cells A&B perform badly in the negative CSR lever (doing harm) and differ in relation to

their standing regarding the positive CSR lever (doing/not doing good respectively). To isolate the impact of
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0KS f SRS HNH & K P RK¥efwEen th& iBeark% changes in WACC in the short, medium and long
GSNY 2F (GKS OStta /35 | sidows the contdblitiorf of pefornting Welldzthé R & ¢
YySALGAGS /{w tSOASNI al @2 A RAY 3 sich IBergnot@didihghNd Rdoig2 LIS
harm).

l @LRGKSaAad o gAff 0SS GSadSR Qe Y&t mE NFhe doritriButidhdf?z RS €
GR2AY3A 3F22R¢E O2YLI NBR (2 LISNF2NVa ol KRS 20 2AyWi ibliiido S z{ LA2
KFENXYé O2YLI NBR G2 LISNF2NY oFRteée Ay (GKS yS3alirags
NEBflGA2Y (2 GKS 9YLX 2eSS wStlrdAz2zya RAYSYaArAz2ys>s 3IAD

3.2 WEIGHTED AVERAGE COST OF CARKMRUTATION

Totest the established ¥potheses itis alsonecessary to compute the % changes in WACC after products
recalls. In this research the weighted average cost of capital (WACC) will be used as proxy for the risk
adjusted cost of capital. In order to estimateet®o changei is needed to first compute WACC. It will be
computed on a quarterly basis using data from three different sources thaCamIPUSTAT QUARTERLY
NORTH AMERIC2RSRCenter for Research in Security Pricag) the US DEPARTMENT OF THE TRESURY.
It will be computed according to the formulaperted hereafter. The formula f®llowed by the description

of each of its term anthe indication of the COMPUSTAT ITEMS used to compute each of them is reported
as well.

WACC =y* (1-Tc) * (D/V) +g* (HV)

rp = cost of debt XINTQ/(DLCQ+DLTTQ)

Tc = corporate tax rate = marginaktrate = TXTQ/PIQ

5 I YFENY SO @rtdzS 2F GKS FANYQa RSoid I Gz2drt RSod
9 I YFENJ SO GrtdzS 2F GKS FANYQA SldzAade ' 6/{1 hvptw
V = market value of the firmBLTTQ + DLCQ + (CSHOQ*PRCCQ) + PSTKQ

D/V = % of financing that is debt

E/V = % of financing that is equity

re= costof equity = r+i (rn-rp)

rs = risk free rate (the US treasury bondyiéars yields have been used)
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i ahnualbeta (from CSRP)

rm = expected market return (assumed as 11%).

3.3 VARIABLES
INDEPENDENT VARIABLES

In HypothesislA / w{ h+9w! [ [ {/ hw9 IAPSY o0& GUKS (g2 RAYSY
the firm hasstrengthg | YR Gy dzYo SN 2F / {w RA¥Y¥SQPBYyDEANYVAY Ps KA OK

In Hypotheses2 and 3 A CSR EMPLOYRELATIONS SCORE given by strengths and concerns in the
Employee Relatiordimension.

DEPENDENT VARIABLEean% change ithe Weighted Average Cost of CapitMACCafter product
recalls

3.4 TYPE © NEGATIVE EVENT AND TIME WINDOW CONSIDERED

In the U$, the Food and Drug Administration (FDA) is the governmental authority that controls the safety
of food, drugs, medicallevices and biological productsuch as humangsues and blood). FDA classifies
product recalls intdhree classes ranging from | todtcording to the level of hazard involyadhere class |
means the highest level of hazard. A brief description of each class of hazard id reported hereafter for the

convenience of the reader.

oChss I1A dangerous or defective products that predictably could cause serious health problems o€ death
(e.g.food found to containbotulin toxin, food with undeclared allergens, a label rapx on a lifesaving

drug, or a @fective artificial heart valve).

oClass I products that might cause a temporary health problem, or pose only a slight threat of a serious

natureé  6aSdmidthat is undestrength but that is not used to éat life-threatening situations).

oClass IIA products that are unlikely teause any adverse health reaction, but that violate FDA labeling or
manufacturing lawge.g.a minor container defect and lack of English labeling in a retai)food

This researchwill considerf 2 2 RX  RNXz3a | YR Y SRA Gahdll puBliSh8diidhe gears NB O | f
2004, 2005 and 2006 in tHeEDAEnforcement Bports. FDA Enforcement Repararepublished weeklyand

81 2 dZNDS Y GC5! wmMnamY t NPRdzOG wSOFfta CNRY CANBG ! fSNI G2 9FFS«
http://www.fda.gov/downloads/ForConsumers/ConsumerUpdates/UCM143332.pdf
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containinformation on actions taken inonnection withthe agency regulatoractivities They are publicly

available starting fron2004 athttp://www.fda.gov/Safety/Recalls/EnforcementReports/default.htm

To solve anyossible doubt about what is the companylitame for the harmful products,rdy the recalls

in which the manufacturer and the recalling firms coincidi be considered.

3.5 SELECTIVE PROCESBIBFOPULATIONND FIRMEONSIDERED IN THIS
RESEARCH

The populatio considered in this research gven by the US publicly traded food and pharmaceutical
manufacturing companies that matcéimultaneouslythree conditions: 1)having had one or multiple
product recalls of class | or Il published in the FDA Enforcement Reports in the years 2004, 2005 and 2006;
2) all the necessary data to compute WACCatdeastthree yearquarters beforeand afterthe quarter of

0 KS NPBublicatiohdbesavailablén COMPUSTAT QUARTE N&TH AMERICA and CRSP; 3) KLD rating

for the year before the occurrence of the recalls is available

If only the first twoconditionswere matched it would not be possible to measure CSR and cluster the

L2 Lddzt F A2y Ay GKS OStfta 27F O ESBployed Relatiorss @2NNIBE €Y I & DA
Similarly, if only thefirst and third conditions were matched it would not be possélmaking any
consideration abouthe % changes in WACC. Finally,far any other form of insurance, the potential
GOdzaKA2Yy ¢ STFSOG 2F (GKS AyadzaNIyOS FNRBY hepative OF y

events

Only after haing identified he population andclustered it in the cells oboththe 6/ { w 2 @S NI f €
YI GNREE EmplByeedRelationscore Y I (i Nk \lE be possible to decide the best sampling
procedure. The researcher thinks to randomly extract from each cell of the popuday’ Q& Y I ( NR O

probabilistic sample. Thus should allow the use of inferential statistical tests.

Statisticalparametricinferential testssuch asthe t-test and the analysis of variancANOVA) and their
corresponding non parametric tests (used for arste when the assumption of normality is violated but
the assumption of homogeneity of variance is matched) are largely used to extrapbkaténdings
obtainedwith samples to the populatiomsing probabilistic criteria. Inferential tests are indeed dise
test hypotheses referred to a population starting from the estimatesputed for samplesWhenever one
or more ofthe assumptions of parametriobn parametric tests are not mehe results are not reliable. A

common assumption is that the sample has to be extracted randomly from the population, i.e. all the items
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have an equal probability to be extracted. Besides that, each parametric and non parametric test has its
own assumptins that have to be matched in order to get reliable results. For instance, besides a random
selection of samples the ANOVA test assumes that: 1) the samples are extracted from populations having
y2NXYI € RAAUGNROdzGA2Y OATF ( Kable deQreey @ (certainy eachd éf dbie¥ SR ¢
samples/groups need to have a normal distribution); 2) homogeneity of variance; 3) the observations are

independent from each other (e.g. no measures done on the same firm in different quarters or years).

However, theeventuality that the populationmight be of a size that prevelstany randomly sampling
technique(for instance because some cells of interest mighntain few firms yeajshas to be considered

If it was the casghe choice would be betweensing anon-probabilisticsampling techniquer performing
computations and analysis on all the firms years and product reddiks second one is to prefer sincésit
expected togive stronger evidence in line or not with the expectations established in the HypethAt

least, results would be valid for the examined population and not only for some specific opportunistically

chosen cases.

The populationconsidered in this researachill be identified througtthe four steps detailed hereafter.

Frst, the set offirms years matching the second and third condisievill be identified merging data from
COMPUSTAT QUARTERLY NORTH AMERICA, CRSRamahdvKLBsult by thecombiration of three
clusterscalled A, B and Cluster A will contaimll the publicly tradedJSfood, drugs and medical devices
manufacturing companiéshat are in the KLD dataset in the year 2003 and continuously from 2003 to 2005
both in COMPUSTAT QUARTERLY NORTH AMERIR&RINd cluster Bvill belong all the publicly traded
USfood, drugs and medical devicasanufacturing companies that are in the KLD dataset in the year 2004
and continuously from 2004 to 2006 both in COMPUSTAT QUARTERLY NORTH AMERER-imadly,

to cluster Gwill belongall the publicly traded U®od, dugs and medical devicesanufacturing companies
that are in the KLD dataset in the year 2005 and continuously from 2005 to 2007 both in COMPUSTAT
QUARTERLY NORTH AMERICARBRB®PThisselective processallows to compute WACGt leastthree
quarters bdore and three quarters afteone recall in year tindependently of the quarter in which it
happens since financial data will be available for both the previous and following y&aand t+1,
respectively). Moreovelit is expected to be the begath to getcompanies matchinthe conditions about
WACC and KLD. Indeensidering as intermediate set only the firms that are in KLD continuously from
2003 and 2005 and in COMPUSTAT @R&FRontinuously from 2003 to 2007 would likelyaBkto a much

°To be more specific the following Standard Industry Classificéfighcodes will be consideredfood (SIC codes starting by 20)
drugs(SIC codes 2833 and 2834) and medical dey&i€scodes starting with 88385 and 382 excluding 3822, 3825 and 3827). A
list of the Standard Industry Classification will be provided in Appelr@lix
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smaller set of firms. Indeed,both the databases and particularly KLD present discontinuities in the
evaluated companies

Second, e set of companies given tiye combination oftlusters A, B and C will be then refined excluding

the firms that had mergers, acaiiions or accounting changes in the considered period (signaled by the
GO2YLI NFroAtAGE alGlrddzaée Ay /hat)] {¢!¢od ¢KS NBIlIazy
year not comparable to otheyearsand thus wouldnvalidate the consideratimdone on eventual WACC
variations.

Third,the resulting set of firms will be furtheefinedexcluding the yeaquarters for which nogll the data

needed to computdVACC are available.

Finally the resulting set of companies will be used to lookdiarduct recalls of classes | and Il in theekly

FDA Enforcement Repomsiblished in theyears 2004, 2005 and 2006.

Concluding, theopulationconsidered in this researdh given byall the firms that had in any of the years
2004, 2005and 2006 one ormultiple product recalls of class | or Il published in the FDA Enforcement
Reports for which the WACC can be computed continuouslyafoleastthree yearquarters before and
three yearquarters after the queer of the publication of theecallsand KLDating of the year preceding

the recall is availabt&

“The following considerations are addressed to the reader that might be wondering why not considering all the US
manufacturing companies obtained merging KLD and COMPUSTAT as population and the company which had recalls

as sample. First, such sample woll& A G KSNJ 6 S LINRPOoFOoAEtAAGAO y2NI NBLINBaSydl i
by 15% of companies that had recalls in the time window considered. Second, one probabilistic sample extracted

from such population would be consisting of agreat magorit2 ¥ 02 YLI YA S& (GKIFd KFIR y2 NBC
2F y2AaSé¢ (GKS aLSOG GKFd GKS NBaSIFNOKSNI Aa AyaSNBadsSR
explained in the literature review, the benefits of any insurance cangpeeiated only after the occurrence of

negative events.
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4. EMPIRICAL RESULTS AND ANALYSIS

This chapter is structured as follows. First, the results of the selective process detailed in Section 3.5 are
discussed and some considerations on the finmvgstigated in this research are done. Second, the
O2NNBfFiA2Y YIFIGNAE 06S8SG6SSy 21 // FyR AGa O02YLRYSYyI
on a quarterly basis is presented. Fourth, the empirical results obtained clustering the firmsin tew
2OSNIff &02NB YIGONRE:Z | NB RAaOdzaaSR FyR | 8LR(iKSaA
Of dZAGSNAY3I GKS FANNA Ay (GKS a/{w 9YLX28SS wSftl (A2
Sixth, the considerations emerged fromiardepth analysis of the graphs plotting WACC and N. recalls
time-series of the high/low CSR Employee Relations score firms are olitliSedh descriptive

considerations would have not emerged through the quantitative analysis done to test the forghulate

Hypotheses. Finally, the process used in testing Hypothesis 3 is detailed and results are analyzed.

" The whole analysis is reported in the Appendix since it is an extra work completing the established research design.
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4.1 RESULTS OF THE SELECTIVE PREOEBIMS CONSIDERED IN THIS
RESEARCH

Thefirst three steps of theselective pocessdetailedin Section3.5resulted ina setof 376 firms years (e.g.
Abbott 2004) matching the conditions about KLD and WAKDE last step, consisting in searchifoy
recalls of class | and Il had the 376 firms yearén 2004, 2005 and 2006&sultedin a population of52
firms years Hence, oughly 138% of the 376 firms yeartad recalls Thusshowsthat product recalls of
classes | and Il are quigan infrequent eventin the typical life of a companyurthermore, itis a valuable
indication for future studies thatvould like to use the same or a similaesearch design focusing on the

same sectors.

DAGSY GKS YyINNRBg aAil S 2F (GKS 2060FAySR LRLJA I GA2Y
2PSNItf &a02NB YIGNRE G6CAId ematrix (Fig 8)AiyhasibdeSdecided w 9 Y
to do computations and data analysis on all the 52 firms years. Statistical inferential tests will be run to test

the formulated Hypotheses. Indeed, the population considered in this research can be seen as a sample o

I ay2d &@SG RSFAYSR O0AIIASNI LR LIz I GA2YyE D

STRENGHTS

>=4 <4
A LOW CSR OVERALL SCORE IB
>= 4 1 FIRMS YEARS 3  FIRMS YEARS
1 RECALLS 36 RECALLS
CONCERNS
HIGH CSR OVERALL SCORE
< 4 2 FIRMS YEARS 46 FIRMS YEARS
S  RECALLS 158 RECALLS
D C

Fig7:5A&0NROdziA2Y Ay (GKS a/{w 20SNIff a02NB YIGiINAEEZ 2F (KS LI2LJ

STRENGHT
EMP. RELATIONS
YES NO
A LOW CSR EMP. REL. SCORE | B
YES 3 FIRMS YEARS 17 FIRMS YEARS
17 RECALLS 72 RECALLS
CONCERN
EMP. RELATIONS HIGH CSR EMP. REL. SCORE
9 FIRMS YEARS 23 FIRMS YEARS
NO 36 RECALLS 75 RECALLS
- | c

Fig8 5AadNROdziA2Y Ay G(GKS &/{w 9YLE288S wStlGA2ya a02NB YI GNREE
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Hereafter, it will be shown thathe 52 firms yearsonsidered in this research aye2 i a G KS dzAf & R«
a S O1iRrstEt will be given evidence that their distribution in the cells of the two matrices is not so
different from the distribution of the376 firmsyears used aproxy of the secta. Second, it will be shown
that the 52 firms years considered in thssearch are not so differeritom the 376 firms years in relation
to the following financial characteristics:
A Total assets (millions of $)
Property, plant and equipment total gross (millions of $)
Property, plant and equipment total net (millions of $)

Number of employees (thousands)

> > > >

Market value total fiscal (millions of $).

Lookingat Figures &and 9it can be seen that in both the CSR overall score matrices the majority of firms
years ign cell C Moreover, few companieare in cebB and Dstanding &8 G A NNB Y LRFERGA Sy
F'yYR | a &/ { vesp€cKvely LIA 2 v & €

Moving the focus to the two CSRmployee Relationscore matriceqFig. 8 and 10)in both cases the

majority of firms years it cell Candthe firms years in cell B are the 32p70f the total Finally,it can be

seen thatin both case<ell D is the third one in decreasing order of size and contawscompanies

standngl & &/ {w OKIYLIA2YyaE

STRENGHTS

>= 4 <4
A L-CSR OVERALL SCORE |8
>=4
10 FIRMS YEARS 14 FIRMS YEARS
CONCERNS
<4 9  FIRMSYEARS | 343 FIRMS YEARS
c

Fig9: 5A&80NROdziIAZY AP2NB KB GNF wé 2PBNHKS oTc TFTANNE &SFHNB dzASR | &

STRENGHT
EMP. RELATIONS

YES NO

A LOW CSR EMP. REL. SCORE [ B
YES 13 FIRMS YEARS 123 FIRMS YEARS
CONCERN HIGH CSR EMP. REL. SCORE
EMP. RELATIONS 36 FIRMS YEARS 204 FIRMS YEARS
NO
D C

Fig.10Y S5AaGNROdzIAZ2Y AY GKS a/{w 9YLIXt 2888 wStlLiarzya a02NB YI G
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Regarding the financial ahacteristics, the 52 firms years show to be not so different from the sectors apart

from having had product recalls in the considered time window. Thus has been checked importing in SPSS
My ®n GKS RFEGF Fo2dzi a! aasSia wbdryiodSNI RtFNISIYSIHIR& StStal
Gl fdzS G20al1 f FAAOFEE F2N) o20K GKS asSda 2F FANY @&
statistics produced by SPSS are reported in Appendix 20. It has been verified that the means of the financial
varild f S& O02YLzi SR FT2NJ SFOK OSftft 2F 0620K (GKS da/{w 2
a02NB YIFIGNREE O2yiGlAyAy3d GKS otc FANXA &SI NB 0LINE

the 0.01 level of the means of the respectivél€ef the matrices containing the 52 firms years.

4.2 CORRELATIGBETWEENHE WEIGHTED AVERAGE COST OF GXYDI AL
ITSCOMPONENTS

The weighted average cost of capital (WACC) has been computed quarterly for all the 376 firnusipgars

the formula presented in Section 3.@btaining 2676 measures.

After that, a correlation analysis has began in SPSS 184#&nd the resultsare reported in Tablé and

briefly commented hereafter.

Correlations

WACC
(PROXY OF
E/V Rf Rd*(1-TC) BETA Re RISK
TC= D/V WEIGHT RISK AFTERTAX ANNUAL COST ADJUSTED Rd*(1-Tc)*D/V Re*E/V
CORPORATE WEIGHT OF FREE COST OF FROM OF COSTOF debt equity
TAX RATE OF DEBT EQUITY  RATE DEBT CRSP EQUITY CAPITAL) component component
WACC Pearson ,006 -,439%* A39%* ,044%* ,018 977** ,927** 1 -,100%* 1,000**
(PROXYOF Correlation
RISK
ADJUSTED
COST OF
CAPITAL)
Re Pearson ,005 -,092%* ;092%% ,038* ,010 ,998%* 1 ;927%% -,018 S 9ZTRE
COST OF Correlation
EQUITY

**_Correlation is significant at the 0.01 levetled)

* Correlation is significant at the 0.05 leveité@ed)

Table8Y I 2NNBf I GAz2ya O2STFFAOASYyGa FymRN=2666) AaiAOlIf &A3IYyATAOlI yOS
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Starting from the correlations between WACC and its equity and cletponents(in the last two columns
of Table8), it can be seen thaboth correlations aresignificant at the 0.01 levdiut different insign and
coefficients Indeed,the correlation between WACC and its equity componismiositively significant and
equal to 1 whereas the correlation between WACC and its debt component is negatively significant and
equalt0-0.1.CdzNI KSNXY2NB s 221 Ay3 G a6SAIKG 2F Sldaades

equity component) ti can be seen that both are significantly correlated with WACC at the 0.01 level.

a2NB2OSNE (KS aO2ai 2F Sldadee Aa ly2y3da GHS (62

FOO2NRAY A (2 (K~&stobfleduiis vomputed usingitie$ot @ 6 Ay 3 T2 NydzL | Y
WFO SKSNB & vinvihis stuyO 2 \ARREWSHE & Slidzk £ (2 Mmoo [ 221 Ay 3
2T Sl dzA @ écompyhBntsirthe de€idd part of Tabl8) the output $iows that the correlations

\

0SG6SSYy &awWSER GwFSeé aail € INB nInoy YR ndpdhdy NBaL

0S 02y Of dzRSR GKIFIG GKS StSYSyid GKFEG AyTFtdzSyOS vYzal
positively significant correlation at 0.01 level betweent / / |y R i GKIFG A& Sldz t @2

InlightoftheK A 3K O2 NNBf | ( A 2 y théidtial 6h8i&\6f using hnyiuRl bétgasprovided by
CRSPresulted limiting and not consistent witie fact of havinall the othercollecteddata on aquarterly

basis.Indeed,using a constant in the four quarters obne yearwould haveprevented the possibilityf

making considerations about variationstie O 2 Y LI y& Q& N ddakejéda a SAGKAY 2y S

To solve this weaknedtshas been decided to conupe betas on a quarterly basi$huswill allowto make
consistent considerations on a quarterly basis abouthg)variation ofO 2 Y LJI isKirfesswlthin one

year, 2)the variations of WACC; B insurance value of CSR
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4.3 TEMPLATE FOR THE COMPUTATION GFb | vi!tweowl| L

In order to computé on a quarterly basis two sets of data are needethe daily closing stock price of a

specific company ang) the daily closing stock price of its stock market.

Data about historical stock pricesan be foundn CRSRind are alsofreely downloadable from websites
such as Google Finanaad Yahoo FinanceMoreover, all the three sources provide information about the

stock market on which a specific stock is traded.

Quaterly betas forall the 52 firms years considered in this research have been computed sisicigsdaily
closing priceand their actual stock market Hence, betas of the companies traded on NYSE have been
computed sing the closing price of suchdiexand the same has been donerfthe compamestraded on

NASDAQ. The use of the actual stock market instead of a proxy is expectedrasgiteeioserto reality.

The formula used to compute the quarterly beia as follows:

i = Covariance (stock versmmarket returns)/ variance of the stock market

The template reported in Fid.l has beerdevelopedto speed upquarterly betas computations

Fig.11: Template for the computation of quarterly betas.

Being useiffriendly it canbe used also by users interested in computing betashamiselves butvho are
y20 FEYAETAFINI gAGK fAYSEFENI NEINBaaAaAzy GSOKyredukeSa o L

any specific statistical knowledge and is very helpful in spgedmcomputations when it issquired to
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