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During the 2008-2009 financial crisis, firms with high social capital, measured as corporate social
responsibility (CSR) intensity, had stock returns that were four to seven percentage points higher than
firms with low social capital. High-CSR firms also experienced higher profitability, growth, and sales per
employee relative to low-CSR firms, and they raised more debt. This evidence suggests that the trust
between the firm and both its stakeholders and investors, built through investments in social capital, pays
off when the overall level of trust in corporations and markets suffers a negative shock.
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“The present financial crisis springs from a catastrophic collapse in confidence ... Financial markets hinge on
trust, and that trust has eroded.” (Joseph Stiglitz, 2008)

“The fundamental problem isn’t lack of capital. It’s lack of trust. And without trust, Wall Street might as well
fold up its fancy tents.” (Former U.S. Labor Secretary Robert Reich, 2008)

“The global financial and economic crisis has done a lot of harm to the public trust in the institutions, the
principles and the concept itself of the market economy.” (OECD Secretary General Angel Gurria, 2009).

“Something important was destroyed in the last few months of 2008. It is an asset crucial to production, even if
it is not made of bricks and mortar... This asset is trust.” (Paolo Sapienza and Luigi Zingales, 2012)

The financial crisis highlighted the importance of trust for well-functioning markets and financial stability, but
discussions on the role of trust and, more generally, social capital in economic life are not new. Already in 1972,
Arrow argued that “virtually every economic transaction has within itself an element of trust”, and suggested
that much of the economic backwardness in the world might be due to the lack of mutual confidence.
Following this theme, Putnam (1993) shows that higher social capital societies, in which trust is greater, display
higher economic development (see also, Fukuyama (1995), La Porta, et al. (1997), and Knack and Keefer
(1997)). Focusing on capital markets, Guiso, Sapienza, and Zingales (2004, 2008) document that trust derived
from greater social capital allows for more stock market participation. These studies, and related work,
demonstrate the importance of social capital and trust from a macroeconomic perspective. However, the extent
to which social capital and trust impact firm performance is a relatively unexplored area in the literature. The
objective of this paper is to address this question.

Empirical identification of the effect of trust and, more generally, social capital on firm performance is
challenging, however. First, social capital is a broadly defined concept, often encompassing trust and
cooperative norms (e.g., Scrivens and Smith (2013)), and, hence, measuring it is not straightforward. Second,
without exogenous variation in firm-level social capital it is difficult to attribute changes in performance to
changes in social capital.

To address the first challenge, we focus on a firm’s Corporate Social Responsibility (CSR) activities as a

measure of its social capital, following recent work in economics (Sacconi and Degli Antoni (2011)) suggesting



that a firm’s CSR activities are a good proxy for its social capital, and also the widespread view among
practitioners and corporations that a firm’s CSR activities generate social capital and trust.”

To address the second challenge, we employ the 2008-2009 financial crisis, a period when public trust in
corporations, capital markets, and institutions unexpectedly declined.? If a firm’s social capital helps build
stakeholder trust and cooperation (Putnam (1993)), it should pay off when being trustworthy is more valued,
such as in an unexpectedly low-trust period. From a shareholder perspective, if high-social-capital firms are
perceived as being more trustworthy, investors may place a valuation premium on such firms when overall trust
in companies is low (see Guiso, Sapienza, and Zingales (2008)), such as in the 2008-2009 financial crisis. From
a stakeholder perspective, the reciprocity concept often discussed in studies of social capital (i.e., the idea that “I
will be good to you because I believe you will be good to me at some point in the future”) suggests that
stakeholders (e.g., employees, customers, suppliers, and the community at large) are more likely to help high-
social-capital firms weather a shock, given that such firms displayed greater attention to, and cooperation with,
stakeholders in the past.

To test whether firm-level social capital pays off during a crisis of trust, we examine the performance of
a sample of 1,673 non-financial firms with CSR data available on the MSCI ESG Stats database (formerly
known as KLD) over the August 2008-March 2009 financial crisis period. In regressions that control for a wide
variety of factors and firm characteristics (including governance and transparency), we find that firms that
entered the crisis period with high CSR ratings have significantly higher (between four and seven percentage
points) crisis-period stock returns than those that entered it with low CSR ratings. The economic importance of
social capital in explaining stock returns is at least half as large as the effect of cash holdings and leverage,

financial variables that have been shown to affect crisis period returns (Duchin, Ozbas, and Sensoy (2010) and

! Following the financial crisis, many corporations have emphasized the importance of a firm’s social capital, driven by its
CSR investments, in rebuilding stakeholder trust. However, the practitioner view that CSR helps build trust predates the
financial crisis (Fitzgerald (2003)).

2 The notion that the crisis led to a decline in public trust in corporations has been corroborated by surveys, such as the
Edelman Trust Barometer 2009, which shows that 62% of respondents, from a twenty-country survey, had lower trust in
corporations in the aftermath of the financial crisis (for the respondents from the U.S., this figure is 77%).
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Almeida, et al. (2012)). This result stresses the importance of expanding the focus beyond financial capital when
attempting to understand the drivers of firm-level performance during a crisis of trust.

To alleviate concerns that the stock market outperformance we observe is due to something else rather
than a shock to trust, we conduct three further tests. First, we investigate the association between CSR and stock
returns during the Enron/Worldcom crisis of the early 2000s, a period in which widespread revelation of fraud
served to undermine investor confidence in the U.S. stock market. We find that high-CSR firms also earned
excess returns relative to low-CSR firms during this period. Second, we investigate whether our results are
driven by the decline in the supply of credit that firms endured during the financial crisis, rather than by a
decline in market-wide trust. To do so, we test whether CSR is related to stock returns in the period July 2007
through July 2008, when there was a shock to the credit supply but no shock to the importance of trust. We find
no significant relation between CSR and stock returns during this earlier period of the crisis. Third, we study
whether the relation between CSR and crisis-period returns is stronger in high-trust regions, as identified in the
2006 General Social Survey. We find that this is indeed the case.

It is, of course, possible that high-CSR firms also outperform low-CSR firms during non-crisis periods
(see also Edmans (2011)). To assess this possibility, we examine whether the superior performance of high-CSR
firms extends to periods of economic growth or economic recovery using firm fixed effects models that test the
relation between CSR and firm performance before, during, and after the crisis. These models show that CSR
has a positive impact on returns only during the crisis period, and that this effect is not due to time-invariant
unobservable firm characteristics.

We next seek to identify the mechanisms behind the outperformance of high-CSR firms by examining
the profitability and productivity of firms as well as their capital raising during the crisis. We find that high-CSR
firms have higher profitability and gross margins, and experience higher sales growth than other firms during the
crisis. They also have higher sales per employee and are able to raise more debt. These results are consistent
with a stakeholder and investor commitment to help out firms deemed to be more trustworthy during the crisis.

Collectively, the results showing that investors assign a premium to high-CSR firms during a crisis of
trust and that real effects take place at the firm level during this time provide evidence that greater social capital
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maps into higher returns at the microeconomic level. From a firm’s perspective, our results indicate that the
benefits which accrue to firms that build their social capital through CSR activities outweigh the costs of these
activities when trust declines unexpectedly. As such, the building of social capital can be thought of as an
insurance policy which pays off when investors and the economy at large face a severe crisis of confidence and
when the reward for being identifiably trustworthy markedly increases. Our results indicate an enhanced
insurance benefit to CSR that goes beyond the notion that CSR acts as insurance against idiosyncratic firm-
specific legal risk (see, e.g., Godfrey, Merrill, and Hansen (2009), Minor (2015), and Hong and Liskovich
(2016)).

While our research focus is on the impact of social capital on firm performance during a shock to trust,
our study allows us to sidestep typical endogeneity concerns that make it difficult to identify whether CSR
activities impact firm value, despite much research on this issue.® In our natural experiment, the exogenous
financial shock disrupts the equilibrium, while levels of corporate social responsibility remain fixed, at least in
the short term. This allows us to directly observe how investors adjust their valuations of firms with differing
attitudes toward corporate social responsibility. Thus, this paper also makes a contribution to the literature
investigating whether CSR is value-enhancing for shareholders. We recognize, however, that we do not have
exogenous variation in the levels of CSR, thereby limiting the inferences we can draw about the impact of CSR
on performance during normal times.

The remainder of the paper is structured as follows. Section | discusses in more detail the theoretical
motivation behind our proxies and tests. Section Il discusses our data and summary statistics. In Section IlI, we
analyze whether CSR ratings impact stock returns during the crisis and conduct robustness tests. In Section IV,
we investigate several mechanisms that may explain the excess performance of high-CSR firms. Section V

concludes the paper.

¥ While much of the literature described thus far suggests that shareholders can derive value from CSR investments, another
strand of the literature argues that CSR investments could stem from agency conflicts between managers and shareholders
(see, e.g., Cheng, Hong and Shue (2016) for evidence that supports the agency view and Ferrell, Liang, and Renneboog
(2016) and Albuquerque, Durnev, and Koskinen (2015) for evidence that does not). Margolis, Elfenbein, and Walsh (2009)
and Kitzmueller and Shimshack (2012) provide surveys of the CSR literature.

4



. Trust, Social Capital, and Corporate Social Responsibility
A Trust and Social Capital

Over the last twenty years, the terms “social capital” and “trust” have become increasingly popular in
the economics and finance literature (Putnam (1993, 2000), Knack and Keefer (1997), La Porta et al. (1997),
Guiso, Sapienza, and Zingales (2004, 2008)).* Often used indistinctly, both concepts are somewhat abstract,
although social capital is arguably the hardest one to define due to its multidimensional nature.

Trust is often understood as “the expectation that another person (or institution) will perform actions that
are beneficial, or at least not detrimental, to us regardless of our capacity to monitor those actions...so that we
will consider cooperating with him (the institution).” (Sapienza and Zingales (2012), based on Gambetta (1988)).
This definition highlights the probabilistic nature of trust (e.g., Gambetta (1988)), the concept of cooperation
(e.g., Fukuyama (1995) and La Porta et al. (1997)), and the inability to monitor others’ actions ex-ante (e.g.,
Dasgupta (1988)).°

Social capital is a broader concept. For example, Putnam (1993, 2000) views social capital as “the
propensity of people in a society to cooperate to produce socially efficient outcomes” (La Porta, et al. (1997))
and highlights “the norms of reciprocity and trustworthiness” that arise from connections among individuals. A
recent OECD paper (Scrivens and Smith (2013)) provides a decomposition of social capital into four
dimensions, with the intent of facilitating the development of empirical measures: (i) personal relationships; (ii)
social network support; (iii) civic engagement; and (iv) trust and cooperative norms.® The notion of social
capital we explore, like much of the work in economics and finance (e.g., Putham (1993, 2000), Fukuyama
(1995), Knack and Keefer (1997), La Porta et al. (1997), Guiso, Sapienza, and Zingales (2004, 2008)), is mostly

related to the last two interpretations of the OECD.

* For recent theoretical work on the origins of trust, see Carlin, Dorobantu, and Viswanathan (2009).

® The concept of trust is also related to the concept of integrity put forward in recent work by Erhard, Jensen, and Saffron
(2009) and Erhard and Jensen (2015), who argue that trust follows from a proactive stance to establish integrity — the
process of honoring one’s word on commitments made to a variety of constituents consistently.

The first two interpretations of social capital are often used in sociology and present social capital as a resource for
individuals built through networks (e.g., Coleman (1988), Lin (2001)); the last two interpretations are often used in politics
and economics and emphasize social capital as a resource for facilitating cooperation at the group, community or societal
level.



The civic engagement aspect of social capital refers to the activities through which agents contribute
positively to the community and social life (e.g., volunteering, political participation, donations) (Guiso,
Sapienza, and Zingales (2011), Scrivens and Smith (2013)). Civic engagement can engender positive outcomes
by, for example, fostering trust and norms of cooperation, such as reciprocity.’

Trust and cooperative norms comprise factors (social norms — including reciprocity — and shared values)
that shape the way that agents behave towards each other and as members of their society. Under this definition,
social capital is viewed as an enabler of collective action and cooperation, leading to positive outcomes (e.g.,
economic growth, government performance, environmental stewardship). The channels through which positive
outcomes are derived include: (i) reductions in transaction costs (by reducing the need for formal contracts in the
presence of information asymmetry (Knack and Keefer (1997)); and (ii) potentially more efficient allocation of
resources.

All these concepts are, of course, interconnected: for example, civic engagement can generate trust and
cooperation, which, in turn, can foster further civic engagement; likewise, cooperation can build trust and vice
versa. Furthermore, social capital can accrue at different levels, such as societal, institutional and individual
levels. Hence, some individuals or institutions, including firms, can invest more in developing social capital

than others (see Coleman (1990), Leana and van Buren (1999), and Glaeser, Laibson, and Sacerdote (2002)).

B. Social Capital and Corporate Social Responsibility

To measure social capital at the firm level, we focus on a firm’s Corporate Social Responsibility (CSR)
activities. We motivate this metric from both an academic and practitioner viewpoint. Academic work linking
social capital, trust and CSR is scarce, but a recent book edited by Sacconi and Degli Antoni (2011) notes that
definitions of CSR tend to map directly into aspects of social capital such as civic engagement, cooperative
norms, shared beliefs, and trust. One definition commonly used by academics and practitioners, proposed by the

World Business Council for Sustainable Development (2004), is that “CSR is the commitment of a business to

” Putnam (1993, p. 172) defines the concept of generalized reciprocity as “a continuing relationship of exchange that is at a
given time unrequited or imbalanced, but that involves mutual expectations that a benefit granted out should be repaid in the
future.” For earlier references to reciprocity, see Gouldner (1960).
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contribute to sustainable economic development, working with employees, their families, the local community
and society at large to improve the quality of life.” This definition incorporates these aspects of social capital.
Sacconi and Degli Antoni (2011) present a series of studies which show that firms can build social capital and
trust through CSR investments.

Additionally, the belief that CSR activities can help build social capital and trust is widespread among
corporate managers. For example, in two recent CEO surveys conducted by PricewaterhouseCoopers (2013,
2014), CEOs indicate their plans to increase their firms’ engagement in CSR activities to restore stakeholder
trust after the crisis.

Several recent studies support our claim that stakeholders are more likely to trust and cooperate with
high-CSR firms. Eccles, loannou, and Serafeim (2014) show that high-CSR firms implement processes that
consistently engage with stakeholders over the long term.® Bénabou and Tirole (2010) argue that stronger
stakeholder engagement via CSR can lessen the likelihood of short-term opportunistic behavior by managers, a
view supported by the empirical evidence in Gao, Lisic, and Zhang (2014), who show that executives of high-
CSR firms are less likely to engage in insider trading than executives of low-CSR firms. In a similar vein, Kim,
Park, and Wier (2012) find that socially responsible firms are less likely to manage earnings.

While we acknowledge the limitations of CSR as an all-encompassing metric of firm-level social capital
(see Scrivens and Smith (2013) and Sapienza, Toldra-Simats, and Zingales (2013) for a discussion of social
capital metrics), we note that (i) CSR is measureable, albeit inexactly; (ii) CSR can have a non-negative payoff
(see, e.g, Edmans (2011), Servaes and Tamayo (2013), and Flammer (2015)); (iii) firm-level CSR can change
through investment or depreciation. These three elements combined alleviate Solow’s (1995) concerns of social

capital notions.®

® The idea of CSR as a competitive advantage is proposed and discussed in detail in Porter and Kramer (2006, 2011).

® Solow (1995) argues that “if ‘social capital’ is to be more than a buzzword... There needs to be an identifiable process of
‘investment’ that adds to the stock, and possibly a process of ‘depreciation’ that subtracts from it. The stock of social
capital should somehow be measurable, even inexactly. Observable changes in it should correspond to investment and
depreciation.”



C. Social Capital and Firm Valuation

In this paper, we argue that if a firm’s social capital helps build stakeholder trust and cooperation, it
should pay off in particular when being trustworthy is more valued, such as in an unexpectedly low-trust period.

From a shareholder perspective, Guiso, Sapienza, and Zingales (2008, p. 2557) posit that “the decision
to invest in stocks requires not only an assessment of the risk-return trade-off given the existing data, but also an
act of faith (trust) that the data in our possession are reliable and that the overall system is fair.” During an
unexpected decline in general trust, outside shareholders are likely to be more concerned that the financial
information they previously relied upon to guide investment decisions may not be credible. As such, they will
seek metrics such as social capital ratings that speak to a firm’s values and integrity, placing a valuation
premium on firms that are deemed to be more trustworthy.

From the perspective of other stakeholders (e.g., employees, customers, suppliers, and the community at
large), much of their interaction with the firm occurs through implicit or incomplete contracts, which might not
be honored by either party during a crisis. Social capital could facilitate these interactions by fostering trust and
cooperation (Putnam (1993)) and by reducing the need for formal contracts (Knack and Keefer (1997)). For
example, stakeholders may perceive that the probability of breaching (implicit) contracts is lower for high-
social-capital firms due to shared values and cooperative norms. Likewise, stakeholders are more likely to “do
whatever it takes” to help high-social-capital firms weather a crisis, given that such firms displayed greater
attention to, and cooperation with, stakeholders in the past.10 This observation is consistent with the notion of
reciprocity often discussed in studies of social capital and with prior work showing that stakeholders seem to
cooperate more when they perceive firms to be trustworthy (e.g., for employees, see Guiso, Sapienza, and
Zingales (2015); for customers, see Servaes and Tamayo (2013)). The benefits of social capital derived from
stakeholder cooperation may be present during any crisis, but as stressed by Sapienza and Zingales (2012)

cooperation breaks down without trust; as such, firm level social capital becomes even more relevant when the

1% Examples include business contacts continuing solid buying or selling relationships, employees working harder (or more
cheaply) and more creatively to ensure success, or outside regulators/agencies being more sympathetic to these firms’ needs
for direct relief or for flexibility regarding regulations.



level of trust in corporations, institutions, and capital markets plummets, as occurred during the 2008-2009

financial crisis.

1. Sample and Summary Statistics
A Sample Construction

To construct our sample, we gather information on firms’ CSR ratings from the MSCI ESG Stats
Database, which contains environmental, social, and governance ratings of large, publicly traded companies.*
This database contains yearly ratings on roughly the 3,000 largest U.S. companies and has been used in a large
number of studies examining the effect of CSR on firm performance (e.g., Hong and Kostovetsky (2012), Deng,
Kang, and Low (2013), Servaes and Tamayo (2013), Kriiger (2015), and Borisov, Goldman, and Gupta
(2016))."* ESG Stats classifies environmental, social, and governance performance in 13 different categories:
community, diversity, employment, environment, human rights, product, alcohol, gaming, firearms, military,
nuclear, tobacco, and corporate governance. As in Servaes and Tamayo (2013), we focus on the first five of
these categories. We do not examine the product category because it contains a number of elements that we
consider to be outside the scope of CSR, such as product quality and innovation (our findings are unchanged if
we include the product category in the construction of our measure of CSR). Similarly, we do not consider in
our tests the ESG Stats categories that penalize firms’ participation in the Six industries that are considered
controversial, as there is nothing incremental that firms can do to change a ranking score, except change
industries (in addition, we control for industry in all our tests). Finally, we do not examine the ESG Stats
corporate governance category in our main tests because governance is generally not part of a firm’s CSR remit.

However, it is possible that the governance category in aggregate, or some of the individual governance category

1 The MSCI ESG Stats Database was previously known as the KLD Stats database constructed by Boston-based KLD
Research and Analytics, Inc. (KLD).

12 The database is constructed as follows. MSCI first defines a number of ESG categories and within each category it
specifies a number of criteria which capture good/poor ESG performance. Once these criteria are set, MSCI scans public
databases covering environmental issues, labor issues, and the like to ascertain the ESG performance of the firm (e.g., has
the firm committed Environmental Protection Agency violations or had an industrial dispute?). Throughout this process,
MSCI assigns analysts to each firm to study the different elements of CSR, and relies on sources beyond a firm’s reports
and publicity of its green activities. See also Kriiger (2015) for a more detailed description of the process followed by
MSCI to construct the CSR ratings.



components are seen by investors as measures correlated with the trustworthiness of a firm; hence, we examine
this category in robustness tests.

For each of the five categories we consider, ESG Stats compiles data on both strengths and concerns.
We are interested in capturing both elements; accordingly, we construct a net CSR measure that adds strengths
and subtracts concerns. For each category, however, the maximum number of strengths and concerns varies
across time (e.g., the total maximum of strengths for community is seven in 2005, but only four in 2010). To
obtain numerically consistent measures over time, we scale the strengths (or concerns) for each category by
dividing the number of strengths (or concerns) for each firm-year by the maximum number of strengths (or
concerns) that were possible for that category for that year. From this exercise, we obtain strength and concern
indices that range from 0 to 1 for each category-year. Our measure of net CSR involvement in each category-
year is then obtained by subtracting the concerns index from the strengths index; thus, the net CSR index per
category ranges from -1 to +1. Finally, to obtain our primary explanatory variable, a firm’s total net CSR index
(CSR hereafter), we combine the net CSR indices for the categories of community, diversity, employment,
environment, and human rights. This is a net measure across our set of stakeholder-oriented categories, and
ranges from -5 to +5. There is substantial variation in this measure across firms and industries. For example, in
2006 in the Apparel Retail Industry, GAP gets a score of 0.40, while Limited Brands scores -0.53; in Chemicals,
Air Products and Chemicals’ score is 0.16, while Celanese scores -1.36.%*

We obtain stock return data from CRSP and accounting data from Compustat. We remove financial
firms from our sample due to the extensive amount of government support given to such firms during the crisis.
We also remove micro-cap stocks (those with a market capitalization below $250 million as of year-end 2007)
because these stocks tend to have low liquidity and high bid-ask spreads, and are subject to more price pressure
effects of trading (see, e.g., Fama and French (2008)), all of which would likely be more severe during the

financial crisis.

3 Limited Brands has employee, human rights, and diversity concerns, only partially outweighed by diversity strengths;
GAP, on the other hand, has strengths in diversity, human rights, and community, with some employee concerns.
Celanese’s score is due to environmental, employee, and diversity concerns; Air Products & Chemicals also has
environmental and employee concerns, but its strengths in the same areas outweigh these concerns.
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As in Lins, Volpin, and Wagner (2013) we define the financial crisis as the period from August 2008 to
March 2009. August of 2008 preceded the September 2008 Lehman Brothers bankruptcy, while March of 2009
is the month in which the S&P 500 hit its lowest point of the crisis. This period also corresponds to the period of
decline in trust as suggested by Sapienza and Zingales (2012). The decline in trust later in 2008 is also
corroborated by the Trust Barometer developed by Edelman, the world’s largest independent public relations
firm, which conducts global surveys of trust in business, government, NGOs and the media. They report that
trust in business in the U.S. declined from 58% in early 2008 to 38% in early 2009.**

The main stock return measures for each firm are Raw Crisis Period Return, which is the firm’s raw
buy-and-hold return from August 2008 through March 2009, and Abnormal Crisis Period Return, which is the
raw return minus the expected return, based on the market model estimated over the 60-month period ending in
July 2008. To avoid problems with outliers, we winsorize these returns at the 1% and 99™ percentiles. We relate
these return measures to our CSR measure for the year 2006 to guard against the possibility that by year-end
2007 firms may have already changed their CSR policies to the extent they anticipated a potential crisis ahead.™

After combining non-financial firms with sufficient data coverage on the CRSP and Compustat
databases and firms on the ESG Stats database, we obtain a sample of 1,673 non-financial firms for which all

explanatory variables are available for the crisis period.

B. Descriptive statistics

Table | provides descriptive statistics for our main variables. The first row of Panel A of Table | shows
that our primary variable of interest, CSR, is slightly negative with a mean value of -0.165 and a median value of
-0.200. Thus, the average and median firm has more CSR concerns than strengths, consistent with Deng, Kang,

and Low (2013), Servaes and Tamayo (2013), and Borisov, Goldman, and Gupta (2016). The next row shows

 The Global Competitiveness Index developed by the World Economic Forum also contains a component measuring trust
in financial markets and is released in September of each year (it is partially based on survey evidence). This trust measure
shows a decline from 5.65 in September 2008 to 5.06 in September 2009. The Financial Trust Index
(financialtrustindex.org) developed by Sapienza and Zingales is another measure of public trust, but because this index
started after the onset of the crisis 