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THE EFFECTS OF CORPORATE SOCIAL RESPONSIBILITY PERCEPTIONS
ON THE VALUATION OF COMMON STOCK

Abstract

We examine effects of intangible assets on financial viability and social perceptions on the market
valuation of firms. The concepts of corporate financial performance (CFP) and corporate social
performance (CSP) are introduced to account for variation and differences in financial viability, which in
turn has an important impact on market to-book of assets. The results, using a sample of the top 100
corporate citizens as complied by KLD Research and Analytics, indicate that the relationship of
intangible assets to total assets influences firms’ viability. The results also show that social perceptions

have a significant impact on firms’ market valuations.



Introduction

Most attention to the ethical' dimension of management has been devoted to a philosophical
perspective, focusing on the question of how leaders ought to behave (Brown et al. 2005, p. 17). Further,
engagement between managers and stakeholders has become an important theme in corporate
environmental management literature and practice (De Bruijn and Tukker 2002). The literature on
stakeholders’ engagement by firms gives little consideration to the influence of stakeholders affect on the
market valuation of a firm from a modeling perspective. This paper seeks to address these omissions,
examining how and why stakeholders influence market valuation by drawing on a sample of select firms
viewed as being corporate responsible citizens.

One way to examine ethical and social responsible organizations over a number of years is to
examine its corporate financial performance (CFP) in relationship with corporate social performance
(CSP) information. CSP is defined as a voluntary business action that produces social (third party) effects
(Schuler and Cording 2006). The interest in this reflection of moral and value system as drivers in
organizations along with CFP is viewed along with today’s rapid growth of sustainable investment
(Winnett and Lewis 2000). For example, at least over one trillion in assets are under management in the

United States in social and environmentally responsible portfolios (Ethical Investor Newsletter 2001).

Gardberg and Fombrun (2006) indicated that CSP activities are due to an altruistic or instrumental
standpoint for the possible benefit to companies. Schuler and Cording (2006) advocated that in order for
markets to exhibit some degree of control over CSP, information must be available to stakeholders about
the organization’s social practices. Schuler and Cording (2006, p. 556) further stated, “to fully explain the

link between CSP and CFP, the decision-making processes of stakeholders must also be illuminated”.

! Morality or ethics is defined as a set of standards by which humans regulate their behavior in order to achieve the
purpose of life. One component of ethical decision making is the actual moral judgment, where the final
determination of right and wrong is made. Everyone makes moral judgments about the goodness and badness of
people, the rightness and wrongness of behaviors, and the rights and duties of members of groups. The significant
question to be thought of is “Which kinds of behavior are moral or immoral?”.



This research article seeks to use a decision making model in order to depict CSP information as
drivers of common stock valuation. Some have argued that although many act unethically because they
intend to, others simply do not recognize the moral aspects of the situations in which they are involved
and thus do not initiate the moral decision making process (Reynolds 2006, p. 233). Such explanations
have been applied to some of the great ethical scandals of our time, including Enron, Worldcom, Tyco,
Parmalat, and Ahold (Currall and Epstein 2003, Flowerday and von Solms 2005, Lev 2002) and “imply
that by improving managerial moral awareness, future ethical catastrophe can be avoided” (Reynolds

2006, p. 233).

Ethical and social responsible investments (such as “green”, environmental and sustainable mutual
funds) are not a new phenomenon; social changes in society due to considerations of applied ethics can be
traced over time for thousands of years. The assumption is that ethical, social and environmental
responsible investments will have a more probable influence on individuals’ and organizations’ ethical
behavior than what governments’ regulations will have. One explanation for this is a bi-assumption that
“money will talk more effectively”. These beliefs tend to be held by those who argue that ethical and
social responsible investments are effective in some sense that goes beyond individual conscience salving

(Winnett and Lewis 2000).

Previous studies have suggested that CSP appears to be more highly correlated with accounting-based
measures of CFP than with market-based indicators, and CSP reputation indices are more highly
correlated with CFP than are other indicators of CSP (Orlitzky et al. 2003), or that CSP and CFP are
inconclusive (McWilliams and Siegal 2001). Our research extends previous work by examining how
CSP and CSF are linked in a two stage decision making model. That is, by providing a process approach,
we are able to look inside the “black box” in order to determine if CSP and CSF affects both the
intermediary stage and final stage of market valuation of stock. First, this approach advances the literature

in that where previous studies indicated conflicting results; this may have been due to different stages of



influence for CSP and CSF information. Second, matching a conceptual model with a covariance

structural model could provide new insights regarding the importance of the interactions of CSP and CSF.

Our study of the top 100 corporate citizens complied by KLD Research and Analytics

(http://www.business-ethics.com) provides important evidence that the relationship between CSP and

market-to-book of assets may not be mediated by financial viability that reflects profitability, liquidity
and leverage measures, but CSP has a direct impact on market value. We hope that this manuscript
motivates research that explores the interactions between CSP and CFP. The next section explains the
decision making model used to capture the impact of financial information and corporate social

responsibility perceptions on judgments and decisions.

DECISION MAKING MODEL

Much has been debated in terms of whether firms should orient themselves toward a shareholder or
stakeholder perspective (Sundaram and Inkpen 2004). The aim of our paper strives to identify if
managers and stakeholders identify a common core value such as CSP as it is related to the market
valuation of a firm’s stock (Freeman and McVea 2001). Although Mitchell et al. (1997) reviewed the
literature and developed a list of 27 different definitions of stakeholders, we hope to draw some coherence
in the literature by identifying the ethical and social responsibility dimension as a significant component

to the stakeholder literature (De Bruijn and Tukker 2002).

We present a theoretical model that attempts to clarify the multiple ways in which intangible assets
and social perceptions can increase or decrease firms’ value. This Throughput Model (Rodgers 1997)
captures different pathways and stages that can influence a decision at the individual or organizational
level. The model proposed here also provides a broad conceptual framework for examining interrelated
processes that impact on decisions effecting organizations (Figure 1). It incorporates the constructs of

perception, available information, judgmental processing (analysis of information/perception), and



decision choice as it applies to individuals/organizations (Rodgers 1997). We believe that our analysis can

support or disconfirm two broad of “stakeholder contract costs theory” and “good management theory.”

The stakeholder contract costs theory assumes that the benefits of CSP outweigh the costs,
whereby stakeholders exercise some social control over a firm (Waddock and Graves 1997). Hence,
companies provide resources on CSP activities leading to CSP contributing to CFP. Good management
theory implies that managerial skills and strategies are needed for good financial performance (Waddock
and Graves 1997). Hence CFP results from CSP. Our model can be tested to determine whether the data

support or not support the stakeholder contract costs theory or good management theory.

The central insight of the decision-making model is that CSP information inputs are embedded in
a social contract. This insight we depict as “perception” in our model. Judgment (financial viability), the
second stage, involves a more detailed analysis of CFP and CSP. Decision choice is the final stage of

processing. This stage represents a culmination of information, perception and judgment (see Figure 1).

Information includes the set of financial and non-financial information for reporting purposes by
firms. In this model, profitability, liquidity, leverage and intangible information (I) as well as social
perception (P), measured by customer, employee and community relations, affects financial viability
judgment (J). Intangible information is included in our model since firms report on assets that have been
purchased (e.g., brand names, copyrights, patents etc.). However, we claim that this information differs
from CSP information since the current accounting rules do not require firms to report CSP (Rodgers

2003).

The judgment stage contains the process firms implement to analyze incoming information
(financial and non-financial), as well as the influence from the perception stage (i.e., social perceptions).
The direct path from social perception to judgment implies that CSP contributes to CFP, thereby

providing credence to the stakeholder contract costs theory.



Finally, the decision choice stage reflects the market valuation of a firm. Social perception and
judgment can affect decision choice (D) of common stock valuation. Social perceptions’ direct influence
on decision choice (market-to-book of assets) is an indication that CFP results from CSP. That is, CSP

can influence market valuation of common stock.

HYPOTHESES DEVELOPMENT

Financial viability and intangibles

Financial profitability and other financial measures provide useful CFP information on a firm’s
short-term performance. In evaluating a firm’s long-term performance, however, other non-financial data
can provide incremental information. In this paper, we propose a model in which, in addition to financial
performance, other information can be valuable in evaluating and predicting a firm’s long-term
performance (see Figure 2). In this model, both the firm’s financial viability and investors’ CSP
perception of the firm’s commitment to meet its social responsibility play a significant role in determining
the firm’s market value. Financial viability of a firm is reflected by traditional financial measures such as
profitability, liquidity and leverage. However, as argued in prior studies (Amir and Lev 1996, Lev and
Sarowin 1999, Demers and Lev 2001, Trueman et al. 2000), financial reports of firms, high-tech firms in
particular, reflect a firm’s value with distortion. Investors realize such a distortion and incorporate other
non-financial information when they evaluate the value of a firm. In other words, these prior studies

suggest that non-financial information is an important determinant of a firm’s market value.

One non-financial information that has widely been identified as “value-relevant” is the intensity
of research and development. Current accounting standards (GAAP) require firms to write their
investment in research and development off as expenses. Only a limited number of intellectual properties

can be recognized as assets on a firm’s balance sheet (e.g., software). Consequently, the product of these



research activities cannot be recognized as assets on the balance sheet even when they generate revenues
for the firm. In other words, assets of firms with intense research and development activities are
understated. Chan, Martin and Kensinger (1990), Shortridge (2004), Joos (2002), Jennings, Robinson,
Thompson, and Duvall (1996) and Liu (2006) document that market does incorporate the value of
research and development and other intangibles, such as goodwill, in their valuation models. This relation

is depicted by our model predicting that intangible assets have an impact on firm’s financial viability:

Hypothesis 1. A firm’s financial viability depends on the portion of total assets that is intangible.

However, are these intangible assets the only value-relevant information missing from the
financial statements? Are there any other assets contributing to a firm’s market valuation but are not
recognized by accounting standards as well? In this paper, we examine the effect of these other
“intangible assets”—employee, customer, and community relations—on a firm’s value. To this end, our
model conceptualizes that, in addition to the financial viability of a firm, investors incorporate their

perception of the firm’s commitment to meet corporate responsibility in their valuation decisions.

Employee, Customer and Community Relations

With the significant growth in high-tech firms, the competition for talents in the labor market has
been more intense than ever (Collins and Smith 2006, Ballou et al. 2003). Firms use various long-term
compensation schemes, such as stock options and restricted stock grants with several years of vesting
period, to retain their employees. Still other firms tried more innovative ways to attract employees. The
enormous spending on employee stock options, restricted stocks, and other employee compensation
indicates the importance of human resource. Also, from a list of top 100 employers to work for
constructed by Fortune magazine every year, we can learn the extra mile firms are willing to go to ensure
their employees are satisfied. Wegmans Food Markets, who topped the 2005 list, states its motto as
“Employees first, customers second”. With such a corporate belief, this retailer was able to keep its
annual turnover rate (6%) three times lower than other grocery stores with similar size (19%). Microsoft

also made the list because of its generosity towards employee compensation, medical benefits, and the



matching for employee charitable donations. Proctor and Gamble was one of the most innovative in that it
paired up senior manager (mostly male) with junior female employees in order for the senior manager to
understand issues these junior employees face. All these examples demonstrate the importance of

employee satisfaction.

Human resource is an important determinant of a firm’s productivity, profitability, and its long-
term survival. Unfortunately, this important “asset” of a firm is not recorded anywhere on a firm’s
balance sheet. However, with its significant impact on a firm’s long-term well-being, we anticipate
investors account for this employee satisfaction factor in their investment decision and the market

incorporates this human resource factor into its pricing of a firm.

In addition to happy employees, it is equally important that a firm’s customers are satisfied with
its products and/or services (Luo and Bhattacharya 2006, Maiga and Jacobs 2005). Companies spent
millions and millions of dollars to improve their products/services, cater for the needs of customers, and
advertise to promote their products to customers. Moreover, they set up customer relations department to
cultivate and maintain a long-term relationship with customers. A well-maintained customer relation
helps to retain old customers for repetitive businesses, build up customer loyalty, and attract new
businesses by the word of mouth. The costs of keeping existing customers are likely to be lower than
those of acquiring new customers (Voss and Gruber 2005). Retention of existing customers is particularly
important for a company operating in a mature industry (Reichheld 2003). A satisfied customer will come
back and purchase goods or services in the future, generating revenues in the long run. These loyal
customers will also recommend the product or service to their friends. This saves the firm’s expenditure
on marketing. This word-of-mouth type of promotion can be particularly beneficial for firms in mature
industries because the large marketing costs of acquiring new customers through advertising and other

promotions can make the firm hard to grow profitably (Reichheld 2003).

While these customer-relation efforts have both short- and long-term benefits, only the short-term

benefits are recognized as sales on financial statements. On the other hand, all such costs incurred in
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improving and promoting the products in the current period are recorded as expenses on the income
statement. Without accounting for the customer relation or brand name on the financial reports, these
financial statements again understate the “assets” of a firm. If the market realizes the value of brand name

and/or customer relation to a firm, investors will incorporate this information in their pricing.

Besides improving relation with current employees and customers, it also helps a company to
cultivate its relation with potential employees and customers. One way to achieve this is to have a good
community relation. Maintaining a good community relation promotes the image of a company. A good
company image contributes to a good brand name. For example, Ford Motor was selected Latina Style
magazine’s 2004 Fifty Best Companies based on, among other criteria, its mentoring program and its
relationship with the Hispanic community
(http://media.ford.com/newsroom/feature display.cfm?release=20131). This publicity provides Ford an
alternative way to reach customers, employees, and other constituents, in addition to the traditional
advertising campaign. By actively participating in community programs, either through charitable
donation, sponsorship, and/or setting up policies to encourage employees to volunteer, firms can promote
their brand name. We expect this long-term relationship with the community improves investors’
perception of the company and likely leads to an increase in its market value. These arguments lead us to

our second hypothesis:

Hypothesis 2. In addition to the financial viability of a firm, investors incorporate their
perception of the firm’s efforts to improve their employee, customer, and community relations in

their valuation of the firm.

METHODS

In order to test these hypotheses, we use the employee and customer satisfaction, and community

relation indices provided on Business-ethics.com (http://www.business-ethics.com). Each year, the

website generates a list of top 100 corporate citizens based on data provided by KLD Research and
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Analytics. Business-ethics.com started generating the list in year 2000. The list is constructed based on
the points a firm scores in the welfare measures of four stakeholder groups: the customer, employee,
community, and stockholders. Over the years, the criteria have gradually expanded to include the welfare
of seven stakeholders. However, in order to provide a consistent comparison over years, we include only
the initial four stakeholder groups in our analyses. Our sample is composed of 233 observations between

2000 and 2003.

For each stakeholder group, KLD Research and Analytics identified the strengths and concerns of
a firm in that area. The number of concerns was then subtracted from the number of strengths to arrive at
a net score. This net score was then standardized by the mean net score of each stakeholder category. That
1s, KLD used the number of standard deviations a firm’s scores was from the mean of each stakeholder
category as a measure of the firm’s points received in that category. An overall score for a firm is then
computed using the unweighted average of points received in all stakeholder categories. This constitutes

the overall social responsibility standing of a firm.

For the customer category, KLD examines whether the firm has a quality management program
and its quality, any quality awards the firm has won, customer satisfaction measure, any customer lawsuit
pending, etc. In the employee relation category, KLLD considers, among other criteria, employees’ wages
relative to the industry, benefits, employee empowerment, family-friendly policies, and other policies the
firm has in place to accommodate employees’ needs. The factors considered in the community relation
category includes whether the company has any foundation, community service projects, employee

volunteer programs, etc.

We took the scores a firm receives in the customer, employee, and community categories from
the website and rank them relative to other firms that made the top 100 list in the year. We use the relative
ranking in each category as a proxy for the quality of its customer, employee, and community relations. In
addition, we use the overall social responsibility score a firm receives as a proxy for the general

perception investors have regarding the firm or the image a firm projects to the general public.
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Besides the non-financial measures, we include a firm’s financial viability in our analyses. This
provides us with a benchmark on how much the non-financial measures contribute to the overall market
value of a firm relative to the financial viability. We retrieve the financial data required for the
computation of a firm’s financial viability from Compustat. We use the Zmijewski score (Zmijewski
1984) as a proxy for the financial viability®. This financial viability score measures a firm’s probability of
going bankrupt. The higher the score, the higher the probability of a firm going bankrupt is. The score is

constructed based on a firm’s profitability, liquidity, and leverage ratios as follows:
ZFC=-4.336—-4.513 (ROA) + 5.679 (FINL) + 0.004 (LIQ)
where ROA is the return on assets, FINL is the financial leverage, and LIQ is the liquidity measure.

In addition to these traditional measures of a firm’s financial healthiness, we incorporate a firm’s
intangible asset in our analysis of a firm’s financial viability. The growing importance of intellectual
properties in firms indicates that these intangible assets play a critical role in a firm’s success. As
documented in prior studies, investors do account for the intangibles in their valuation of a firm.
However, most prior studies document the effect of research and development, an intangible unrecorded
on financial statements. In this study, we investigate the effect, if any, of intangibles that are already
recorded as assets on a firm’s financial viability. Given two firms with the same profitability, leverage,
and liquidity levels, will they have different financial viability if intangibles constitute a larger portion of

one firm’s assets than that of another firm?

We use the goodwill to total assets and intangibles to total assets as measures of the portion of a
firm’s assets that is intangible. We then examine what effect these intangibles, if any, has on the financial
viability of a firm and the portion of financial viability attributed to the intangibles versus that attributed
to the profitability, liquidity and leverage ratios. We use the return on assets (ratio of net income to total

assets) and the net income to sales ratio to measure a firm’s profitability. A firm’s liquidity is again

2 Numerous accounting studies have used Zmijewski score for the recognition of financial distressed firms (e.g.,
Ruiz-Barbadillo et al. 2004, Johnstone and Bedard 2004, Carcello and Nagy 2004).
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measured by two indicators: the quick ratio (the ratio of sum of cash, marketable securities, and
receivables to current liabilities) and the ratio of current assets to current liabilities. Leverage is measured
by the ratio of total debt to total assets and the ratio of long-term debt to total assets. Finally, the market’s

valuation of a firm is measured by the market-to-book of assets.

RESULTS
We used Partial Least Squares (PLS) to analyze our research model depicted in Figure 1. PLS is a
latent structural equation modeling technique that allows the researcher to test the relationship within the
measures (the measurement model) and the hypothesized relationship among the measures (the structural
model) simultaneously (Lohmoller 1989, Wold 1982). It is particularly useful for studying structural

models involving multiple latent constructs with multiple indicators.

There are three main advantages of PLS. First, unlike other structural equation models (LISREL,
AMOS, EQS, etc.), the assumptions underlying PLS are less stringent (Fornell and Bookstein 1982,
Lohmoller 1989, Chin et al. 2003). PLS imposes minimal restrictions on measurement scales, sample
size, and residual distributions. That is, since regression coefficients are estimated iteratively in PLS,
sample size is normally not a problem. Second, PLS has superior ability to handle causal-predictive
analysis in situations of high complexity but low theoretical underpinnings. PLS uses a principal-
component model in which no random error variance or measure-specific variance (i.e., unique variance)
is assumed. Parameters are estimated in a manner that maximizes the amount of explained variance in a
set of observed measures. Goodness of fit is evaluated on the basis of the percentage of variance
explained in the specific regression. Because the PLS approach estimates the latent variables as exact
linear combinations of the observed measures, it offers the advantage of exact definition of component
scores. Third, PLS can handle and test complex constructs with both reflective and formative factors
(Chin 1998). In Figure 1, “profitability”, “liquidity”, “leverage”, “intangibles”, and “social responsibility
information” are latent constructs measured by formative indicators of our research model; whereas

“viability”, “social perception”, and “market value” are measured by reflective factors.
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In PLS, loadings of measures of each construct can be interpreted as loadings in a principal
components factor analysis. Paths between latent constructs can be interpreted as standardized beta
weights in a regression analysis. Because PLS does not make distributional assumptions, traditional
parametric procedures of significance testing are not appropriate. Thus, we use bootstrapping resampling
procedures to estimate factor loadings and path coefficients in the model (Chin 1998). Table 1

summarizes descriptive statistics for indicators.

Measurement Validation

Our model was estimated using the computer program PLS-Graph version 3.00. The
measurement model evaluates the relationship between indicators and latent constructs by assessing the
reliability and validity of the scales measures. Each measure’s reliability is assessed by examining the
loading of the indicators on the corresponding construct. All measures have a loading level above 0.70,
except for one measure of “leverage” that has a loading of 0.65 (see Table 2). In addition, measurement
residuals are small. All loadings have the expected signs (i.e., non-negative) and are statically significant
at the 0.001 level (one-tailed). Further, all constructs present a composite reliability (see, Fornell and

Larcker 1981) above 0.70, the benchmark level suggested by Nunnally (1978).

Also, convergent and discriminant validity can be evaluated within the PLS model. According to
Chin (1998), convergent and discriminant validity is inferred when the PLS indicators (1) load much
higher on their hypothesized factor than on other factors (i.e. own-loadings are higher than cross-
loadings), and (2) when the square root of each construct’s Average Variance Extracted (AVE) is larger
than its correlations with other constructs (the average variance shared between the construct and its

indicators is larger than the variance shared between the construct and other constructs).

To test the first condition, the CFA procedure in PLS was performed. That is, an examination of

measure loadings on constructs correlations. The correlation matrix in Table 3 shows that no indicator
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loads more highly on another construct than it does on the latent construct it is intended to measure.
Convergent validity of a construct is measured by the ratio of the variance of its indicators captured by the

construct to the total amount of variance (“average variance extracted” 0;,0). The total amount of variance

includes the variance due to measurement error. As a rule of thumb, a ratio of less than 0.50 implies the
convergent validity assumption is violated because more variance is explained by the error than the

construct. In our model, average variance extracted (0,.) ranges between 0.65 and 1.00, indicating

satisfactory convergent validity for the constructs.

Satisfactory discriminant validity among constructs is obtained when the squared correlation

between any two constructs is statistically less than the 0, This implies that the variance shared

between any two constructs is less than the variance shared between a construct and its indicators (see
Fornell and Larcker 1981). The low and moderate average squared correlations among constructs in Table
2 show that our model also satisfies the condition for discriminant validity. Another meaningful indicator
of the fit of the model with respect to its measurement is the overall communality coefficient (in our
model 0.81). This exceeds Falk’s (1987) recommendation that this coefficient should be greater than
0.30.Thus, it can be concluded that the constructs are measured with sufficient precision, that is, the

model is both reliable and valid.
The Structural Model

The PLS path coefficients are shown in Figure 2. Consistent with our expectation, companies
with high financial viability (i.e. low Zmijewski score) are more profitable (p <.001; R’ = .339), more
liquid (p <.001; R* = .200), and less leveraged (p < .001; R°=.839) firms. Further, the proportion of
intangible assets has a significantly positive impact on the financial viability (p < .001; R’=.097) latent
construct, supporting Hypothesis 1. This result suggests that the larger the portion of total assets that is
made up of intangibles, the more susceptible the firm is to bankruptcy, as measured by Zmijewski score.

This result seems to contradict results in prior studies that document a positive effect of unrecorded
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intangibles (e.g. research and development) on a firm’s profitability. One potential explanation is that
firms with large recorded intangible assets are also those with large unrecorded intangible assets. As
Zmijewski score assesses a firm’s bankruptcy probability based on a firms recorded assets and liability, it
is likely that these firms with significant unrecorded intangible assets receive high Zmijewski score (i.e.
high bankruptcy probability). Consistent with the results in previous research, the financial viability latent
variable has a significantly negative effect on the market value of companies (p <.001). In other words,

companies with lower financial distress are those with higher market value.

A firm’s efforts in meeting the needs of its various stakeholders—employees, customers, and the
community—has a significant influence on the market’s perception of the firm’s commitment to meet its
social responsibility (p <.001; R’=.909), which in turn, has a significantly positive effect on the firm’s
market value (p < .001; R’=.306). This supports our Hypothesis 2. On the other hand, the social
perception does not have any significant effect on a firm’s financial viability. Thus, the social perception
of a firm’s commitment to meet corporate responsibility contributes directly to the firm’s market value,

rather than affecting it indirectly via the financial status of the firm.

CONCLUSION, LIMITATIONS AND FUTURE RESEARCH

The decision model used in this study implies that intangible assets (CSP) influencing financial
viability (CFP) depict stakeholder contract costs theory. Further, our study indicates that social
perceptions (CSP) can have a direct impact on a firm’s market valuation implying those managerial skills
and strategies are indirectly influencing financial performance (i.e., “good management theory”).
Therefore, the decision model helps identify the different aspects of the model that both theories are

important in explaining the relationship between CFP and CSP.

In addition, the results of our study support the notion that firms’ viability is dependent on its
relationship of intangible assets to total assets. Whereas, previous studies have emphasized that

unrecorded intangibles have a positive effect on firms’ profitability, we believe that additional research
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should be conducted in order to test whether firms with large recorded intangible assets are also those

with large unrecorded intangible assets as related to bankruptcy measures.

Another major finding in this study underscored the view that social perceptions are influential in
determining market valuation of firms. That is, future research may uncover other relationships with other

important market factors along with social perceptions in a model setting.

A limitation of this study involves the tenuous relationship between CSP and CFP due to their
measurements, as well as the sample used in this study (Griffin and Mahon 1997). In sum, to endure and
build long-term value for shareholders, firms must also do well by society. Issues of firms’ sustainability
lie in synergies with customers, employees, and the community as well as how the firm integrates with
the community in a global context. Social responsibility and community relations could be important to
firms’ growth and profitability; however, much work is needed in terms of how to measure and report
intangible assets. Overall, our results suggest that taking into account a firm's broader societal strategies
leads to a material shift in value when compared to standard financial analysis. Therefore, if social
perceptions are unincorporated in financial reporting, then there is value at stake for firms that understand

these issues and can adapt them to their own businesses.



18

References

Amir, E., B. Lev, 1996. Value-relevance of nonfinancial information: The wireless communications

industry. J. Account. Econ. 22(1/3) 3-30.

Ballou, B., N. H. Godwin, R. B. Shortridge, 2003. Firm value and employee attitudes on workplace
quality. Account. Horizons, 17(4) 329-341.
Brown, M. E., L. K. Trevifio, D. A. Harrison, 2005. Ethical leadership: A socio learning perspective for

construct development and testing. Organ. Behav. Hum. Dec. 97 117-134.

Carcello, J. V., A. L. Nagy, 2004. Audit firm tenure and fraudulent financial reporting. Auditing- J. Pract.

Th. 23(2) 57-71.

Chan, S. H., J. D. Martin, J. W. Kensinger, 1990. Corporate research and development expenditures and

share value. J. Financ. Econ. 26(2) 255-276.

Chin, W. W. 1998. Issues and opinion on structural equation modeling. MIS Quart. 22 7-16.
Chin, W. W, B. L. Marcolin, P. R. Newsted, 2003. A partial least squares latent variable modeling
approach for measuring interaction effects: Results from a Monte Carlo simulation study and an

electronic mail emotion/adoption study. /nform. Syst. Res. 14: 189-217.

Collins, C. J., K. G. Smith, 2006. Knowledge exchange and combination: The role of human resource

practices in the performance of high-technology firms. Acad. Management J. 49(3) 544-560.

Currall, S. C., M. J. Epstein, 2003. The Fragility of Organizational Trust: Lessons From the Rise and Fall

of Enron. Organ. Dyn. 32(2) 193-206.

De Bruijn, T., A. Tukker, 2002. Partnership and leadership: Building alliances for a sustainable future.

Dordrecht, Kluwer.

Demers, E., B. Lev, 2001. A rude awakening: Internet shakeout in 2000. Rev. Account. Stud. 6 (2-3) 331-

359.



19

Ethical Investor Newsletter, 2001. 41: 10-16 (September). http://www.ethicalinvestor.com.au/default.asp.

Falk, R. F. 1987. A primer for soft modeling. University of California Institute of Human Development,
Berkeley.

Flowerday, S., R. von Solms, 2005. Real-time information integrity = system integrity + data integrity +
continuous assurances. Comput. Security 24(8) 604-613.

Fornell, C., F. L. Bookstein, 1982. Two structural equation models: LISREL and PLS applied to
consumer exit-voice theory. J. Marketing Res. 19(4) 440-452.

Fornell, C., D. F. Larcker, 1981. Evaluating structural equation models with unobservable variables and
measurement error. J. Marketing Res. 18 39-50.

Freeman, R.E., J. McVea, 2001. A stakeholder approach to strategic management. M. Hitt, E. Freeman, J.
Harrison, eds. Handbook of Strategic Management. Blackwell Publishing, Oxford, U.K., 189-207.

Gardberg, N. A., C. J. Fombrun, 2006. Corporate citizenship: Creating intangible assets across institutional
environments. Acad. Management Rev. 31 329-346.

Griffin, J. J., J. F. Mahon, 1997. The corporate social performance and corporate financial performance

debat: Twenty-five years of incomparable research, Bus. Soc. 36(1) 5-31.

Jennings, R., J. Robinson, R. B. Thompson II, L. Duvall, 1996. The relation between accounting goodwill

numbers and equity values. J. Bus. Financ. Account. 23(4) 513-533.

Joos, P. 2002. Explaining cross-sectional differences in market-to-book ratios in the pharmaceutical

industry. Working Paper, University of Rochester.

Johnstone, K. M., J. C. Bedard, 2004. Audit firm portfolio management decisions. J. Accounting Res.

42(4) 659-690.

Lev, B., P. Sarowin, 1999. The boundaries of financial reporting and how to extend them. J. Accounting

Res. 37(2) 353-385



20

Liu, Q. 2006. How good is good news? Technology depth, book-to-market ratio, and innovative events. J.
Accounting Auditing Financ. 21(3) 293-321.
Lohmoller, J. B. 1989. Latent Variable Path Modeling with Partial Least Squares. Springer-Verlag, New

York.

Luo, X., C. B. Bhattacharya, 2006. Corporate social responsibility, customer satisfaction, and market

value. J. Marketing 70(4) 1-18.

Maiga, A. S., F. A. Jacobs, 2005. Antecedents and consequences of quality performance. Behav. Res.

Account. 17 111-131.

McWilliams, A., D. Siegal, 2001. Corporate social responsibility: A theory of the firm perspective. Acad.

Management Rev. 26 117-127.

Mitchell, R.K., B.R. Agle, D.J. Wood, 1997. Toward a theory of stakeholder identification and influence:
Defining the principle of who and what really counts. Acad. Management Rev. 22 853-886.

Nunnally, J.C. 1978. Psychometric Theory. McGraw Hill, New York.

Orlitzky M., F. L. Schmidt, S. L. Rynes, 2003. Corporate social and financial performance: A met-

analysis. Organ. Stud. 24 403-441.

Reichheld, F. 2003. The one number you need to grow. Harvard Bus. Rev. 81(12) 46-54.
Reynolds, S. J. 2006. Moral awareness and ethical predispositions: Investigating the role of individual
differences in the recognition of moral issues. J. Appl. Psychol 91 233-243.
Rodgers, W. 1997. Throughput Modeling: Financial Information Used by Decision Makers. Greenwich,
CT, JAI Press.

Rodgers W. 2003. Measurement and reporting of knowledge-based assets. J. Intellect. Capital 4 181-190.

Ruiz-Barbadillo, E., N. Gémez-Aguilar, C. Fuentes-Barbera, M. A. Garci-Benau, 2004. Audit quality and

the going-concern decision-making process: Spanish evidence. Eur. Account. Rev. 13(4) 597-620.



21

Schuler, D.A., M. Cording, 2006. A corporate social performance-corporate financial performance

behavioral model for consumers. Acad. Management Rev. 3 540-558.

Shortridge, R.T. 2004. Market valuation of successful versus non-successful RandD efforts in the

pharmaceutical industry. J. Bus. Financ. Account. 31(9-10) 1301-1325.
Sundaram, A. K., A. C. Inkpen, 2004. The corporate objective revisited. Organ. Sci. 15 350-363.

Trueman, B., T. J. Wong, X. J., Zhang, 2000. The eyeballs have it: Searching for the value in internet

stocks. J. Accounting Res. 38(2) 137-162.

Voss, R., T. Gruber, 2005. Complaint handling at the Schindlerhof Hotel with praise and assessment
cards. Management Services 49 16-19.

Waddock, S. A., S. B. Graves, 1997. The corporate social performance-financial performance link.
Strategic Management J. 18(4) 303-319.

Winnett, A., A. Lewis, 2000. You’d have to be to invest in this: Popular economic models, financial

journalism, and ethical investment. J. Econom. Psychol. 21 319-339.

Wold, H. 1982. Soft modeling: the basic design and some extensions. K. G. Joreskog, H. Wold, eds.

Systems under Indirect Observation, vol. 2, North-Holland, Amsterdam, 1-54.

Zmijewski, M. E. 1984. Methodological issues related to the estimation of financial distress prediction

models. J. Accounting Res. (Supplement) 59-82.



TABLE 1
Descriptive Statistics
Indicator Mean Standard Deviation
Return on Assets / Net Income 0.08 0.09
Net Income / Sales 0.06 0.12
Quick ratio 1.15 0.93
Liquidity ratio 1.73 1.04
Total debt on Assets 1.50 1.22
Long term debt on Assets 0.21 0.16
Goodwill on assets 0.06 0.10
Other intangibles on assets 0.11 0.13
Community 1.51 1.73
Employee 1.65 1.65
Customer 1.35 1.51
Z-Score -3.45 1.08
Rating score 1.44 1.31
Market-to-book of asset 3.61 3.61
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TABLE 2
Measurement Model Parameter Estimates
. . L. C““V?rge“t Discriminant
Constructs and Indicators Loadings T-Statistic Validity o %
Validity

(ovc)
Profitability

0.75 0.11
(Composite Reliability = 0.859)
Return on Assets / Net Income 0.98 71.32
Net Income / Sales 0.73 10.65
Liquidity

0.96 0.08
(Composite Reliability = 0.983)
Quick ratio 0.98 29.12
Liquidity ratio 0.99 28.57
Leverage

0.71 0.19
(Composite Reliability = 0.828)
Total debt on Assets 0.66 14.45
Long term debt on Assets 0.99 1,801
Intangibles

0.88 0.04
(Composite Reliability = 0.788)
Goodwill on assets 0.77 6.95
Other intangibles on assets 0.99 40.98
Social Information

0.65 0.14
(Composite Reliability = 0.848)
Community 0.77 22.61
Employee 0.83 35.69
Customer 0.82 35.89
Financial Viability

1.00 0.24
(Composite Reliability = 1.000)
Z-Score 1.00 0.00
Social Perception 1.00 0.15
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(Composite Reliability = 1.000)

Rating score 1.00 0.00
Investors’ decisions
1.00 0.12
(Composite Reliability = 1.000)
Market-to-book of asset 1.00 0.00

* The entry in each row is the average of the squared correlations of the particular construct with all

other constructs.




Correlation Matrix between Latent Variables Scores and Indicators

TABLE 3

Profitability Liquidity Leverage Intangibles In f(?:l::::ion Viability Pefgecli)iion I;;:i:?;:
Return on Assets / Net Income 0.98*** 0.01 -0.20%** -0.10%* 0.27%** -0.57%** (.23 0.50%**
Net Income / Sales 0.73%** -0.01 -0.10 -0.03 0.13** -0.42%** 0.16** 0.37%%*
Quick ratio 0.01 0.98%** -0.52%** -0.18%** -0.09 -0.43%** -0.07 0.20%**
Liquidity ratio 0.01 0.98*** -0.52%** -0.22%** -0.06 -0.43%** -0.05 0.16%**
Total debt on Assets -0.14%* -0.57*** 0.65%** 0.27%%* -0.01 0.60%** -0.01 -0.24%**
Long term debt on Assets -0.21%%* -0.53%** 0.99%** 0.31%** 0.02 0.91%** 0.01 -0.35%**
Goodwill on assets -0.11* -0.08 0.23%** 0.77%%* -0.09 0.23 % -0.13%* -0.16%*
Other intangibles on assets -0.11* -0.22%** 0.31%** 0.98%** -0.11* 0.30%** -0.13%* -0.16**
Community 0.20%** -0.19%** 0.11* 0.06 0.76%** 0.01 0.73 %4 0.11*
Employee 0.09 -0.02 -0.01 -0.20%** 0.82%** -0.04 0.78%*** 0.14%*
Customer (.23 0.03 -0.05 -0.14%* 0.827%#* -0.13%* 0.78%** 0.20%**
Z-score -0.62%** -0.44%** 0.97%*** 0.37%** -0.06 0.99%#* -0.08 -0.50%**
Rating score (0.24%%x* -0.06 0.01 -0.14%* 0.95%#* -0.08 1.00*** 0.26%#*
Market-to-book of asset 0.57%** 0.18%*** -0.35%** -0.17%** 0.19%** -0.50%** 0.26%** 1.00%***

*** Pearson correlation coefficient is significant at the 0.01 level (two-tailed).

Pearson correlation coefficient is significant at the 0.10 level.

** Pearson correlation coefficient is significant at the 0.05 level (two-tailed). *




TABLE 4

Correlation Matrix between Latent Variables Scores
and Square root of AVE (diagonal elements)

Profitability |  Liquidity | Leverage | Intangibles Infif;:ZtIion
Profitability 0.870 - - - -
Liquidity 0.015 0.983 - - -
Leverage -0.214 -0.531 0.846 - -
Intangibles -0.125 -0.206 0.314 0.938 -
Social Information 0.221 -0.083 0.023 -0.112 0.806
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FIGURE 1
Decision Making Model

J O

where P = perception of corporate social responsibility (customer, employee and
community relations), I =financial (profitability, liquidity and leverage) and non-
financial information (intangibles), J = judgment (financial viability), and D =

decision choice (valuation of common stock).



FIGURE 2
PLS results and Path Coefficients
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