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Abstract

A segmentation of the socially responsible inves(i®RI) movement by values-versus-profit
orientation solves the puzzling evidence that bsdlially responsible and controversial
stocks produce superior returns. We derive thatsdmgment of values-driven investors, who
are willing to sacrifice financial return to derimen-pecuniary utility, is primarily served by
“negative” screens that avoid controversial stodBensistent with values affecting stock
prices, controversial stocks produce anomalous$jtipe returns. The profit-driven segment
is best served by specific “positive” screens inmj environmental and social issues, which
also have produced superior returns. The findireg dach segment is served by a different
form of SRI explains why the average SRI mutualdfuwhich adopts a mixture of screens,
neither outperforms nor underperforms conventiqguedrs. Our conclusions highlight that
different views about SRI that are observed inliteeature are complementary in the short
run, which begs the question whether SRI shoultheenly term for different types of social
investment practices. However, economic theoryiptedhat profit-generating opportunities
disappear in the long run, which is supported hyesapirical analysis over the period 1992-
2008.
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1. Introduction

Socially responsible investing (SRI) has undergarteemendous development ever since it
emerged as a faith-based initiative in the eigthtearentury. SRI nowadays attracts the
attention of governments, universities, foundatigmsblic pension funds, and mainstream
asset managers. Consequently, SRI extended fromligious investment to a broader

concept, reflecting a wider range of investmenteda and objectives that meet the needs of
different interest groups. These developments heagsed confusion about what SRI

nowadays constitutes and which purposes it serves.

SRI is typically understood as a “values-drivenvaatment approach, in which the
decision to integrate corporate social respongf(CSR) criteria into investment decisions is
grounded in social and personal values insteathah¢ial consideration€. This view implies
that investors accept a loss of financial perforoeam exchange for nonfinancial utility
derived from the SRI attribute of their investmeBiit according to the latest wave within the
SRI movement, SRI can be seen as a “profit-seekapgiroach that accommodates investors
in their pursuit of traditional financial goals. &lJ.S. Social Investment Forum (SIF (2005, p.
2)), for example, defines SRI dsan investment process that considers the social and
environmental consequences of investments, botitiygand negative, within the context of

rigorous financial analysis."

Understanding which views are borne out in readitgrucial for research that focuses
on the implications of SRI for financial marketsn @e theory side, researchers have shown
that investors who pursue nonfinancial goals affesset prices and returns differently
compared to the traditional wealth-maximizing ineege.g., Heinkel, Kraus, and Zechner
(2001), Fama and French (2007), Statman, Fisher Aamginer (2008), and Hong and
Kacperczyk (2009)). The “shunned-stock hypotheses/s that socially controversial stocks
have superior returns because they are shunnealbgsvdriven investors who push their
prices below those of responsible stocks, all etgeal. In contrast, the "errors-in-expectations
hypothesis” predicts that socially responsible lstdtave higher risk-adjusted returns because

! The term “values-driven” is used throughout théper to refer to any social investment that iseddh non-
pecuniary motivations.
2 Carroll (1991) refers to CSR as “a business eatiytention to and fulfillment of responsibilitiés multiple
stakeholders which exist at various levels: ecowprggal, ethical, and philanthropic” SRI relates GSR
because socially responsible investors essentilbluate companies’ CSR characteristics to deterrtie
social responsibility level of their investment golios.
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the market is slow to recognize the positive impet strong CSR practices have on

companies’ expected future cash flows (e.g., Edni20@9), Pantzalis and Park (2009)).

On the empirical side, an overwhelming body of aesle has tested these different
predictions. Some evidence points out that socia@bntroversial stocks have earned
anomalously positive returns, but other evidenggests that stocks of companies with high
scores on environmental and social responsibiigués outperform companies with low
scores. However, studies also conclude that SRluahufunds neither outperform nor

underperform their conventional peers, even aftperses.

In the debate about SRI performance, surprisinitfie lattention is given to the fact
that SRI has over time been shaped by various mentsnMuch of the confusion emerges
from researchers’ implicit assumption that sociailgponsible investors form a homogeneous
group, so that only one SRI doctrine can hold. fftaén contributions of this paper to the SRI
literature are that we suggest that a breakdowtheSRI movement by values-versus-profit
orientation solves the puzzling evidence that beotintroversial stocks and socially
responsible stocks have produced anomalously pesi&turns. From a synthesis and
reinterpretation of the SRI literature, we deriveatt the empirical evidence on SRI
performance accords with an SRI movement that stnsifboth values-driven and profit-
seeking investors. We base this insight on a comthoead that runs through studies that
investigate different motivations among sociallgpensible investors and their effects on
firms’ ownership structure, money flows, and st@elces. Finally, we examine empirically
the economic consequences of the suggested seghteRtemarket by testing the errors-in-
expectations as well as the shunned-stock hypasth@ger time. That is, although it is
important to acknowledge that motives among sociaéponsible investors differ, economic
logic teaches us that not all views of SRI can xigtan the long-run. Values-driven motives
among investors are arguably pervasive, whereasseim expectations ultimately disappear

as investors learn about the sources of firms'r&itash flow.

The key insights that we derive can be summarisgiolows. First, studies show that
the market for SRI can broadly be broken up intwatues-driven and a profit-seeking
segment. Values-driven investors theoretically @ffetock prices for reasons unrelated to
firms’ future cash flows because they appear tpriesent in significant numbers. Moreover,
while most studies segment social investors basgaeosonal characteristics, we introduce a

segmentation based on investment screens thatsgugden examining whether values affect
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prices. We conclude that the non-pecuniary goath@fvalues-driven segment are served by
so-called “sin screens” and other “ethical” SRlesers. In line with the shunned-stock
hypothesis, studies consistently find that stocidugled as a result of these types of screens

produce positive abnormal returns.

Second, there is mounting evidence that socialgpaasible investment practices
other than sin screens and ethical screens sesveettds of the profit-seeking segment of the
SRI market. In support of the errors-in-expectaitypothesis, several studies indicate that
companies that pass “positive screens”, with pasitscores on environmental and

responsibility issues, have produced superior stettkns and positive earnings surprises.

Third, the observation that each hypothesis fingspert in a different form of SRI
calls for an important reinterpretation of studas the performance of socially responsible
mutual funds. Finding that risk-adjusted returnsS&I funds are similar to those of their
conventional peers is usually taken to imply th#te“ market does not price social
responsibility characteristics” (Hamilton, Jo, a8thtman (1993), p. 66). Because most SRI
funds reflect a hybrid of negative and positiveiabresponsibility screens, we contend that

their performance implies further support, inste&d rejection, of both hypotheses.

Fourth, to strengthen our identification of the t&RIl segments, we empirically show
that values-driven SRI and profit-seeking SRI eihbildifferent patterns in risk-adjusted
return over time. To distinguish values-driven 3 profit-seeking SRI, we focus on two
types of portfolio construction that have a didtiability to earn positive abnormal returns
according to earlier studies. The first portfoliongprises shunned stocks, while the second
portfolio is composed of stocks that score highearployee relations. Our findings are that
during the sample period 1992-2008 the abnormalrmston shunned stocks have been
consistently positive, constant and economicalgnificant across different periods, while
those of stocks that score high on positive emptynscreens have decreased considerably
over time. We discuss the implications of thesectumions for future research and for SRI in

practice.

The paper proceeds as follows. In Section 2, emstate theoretical views on socially
responsible investing into formal hypotheses albet performance of SRI. Since each
hypothesis assumes on a specific type of sociapansible investor, Section 3 synthesizes

the empirical evidence on the nature and goalsRif & witnessed from surveys, ownership
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studies, and investments in mutual funds. Sectishaws whether the different hypotheses
and descriptions of the socially responsible inmeBhd support in studies up to this point on
the performance of SRI. In Section 5, we focushengrevalence of values-driven and profit-
seeking SRI in the short-run versus the long-rumec8ically, we present new empirical

evidence on how the performance of controversiatkst and that of socially responsible

stocks evolves over time. Section 6 summarizeandludes this study.

2. SRI and stock prices. hypotheses

Studies that have attempted to explain how SRteeglto stock prices have proceeded along
distinct fronts. In this section, we discuss difetr hypotheses on the performance of SRI
relative to the performance of conventional stoeksch we label as follows: (i) the shunned-

stock hypothesis, and (ii) the errors-in-expectaibypothesis.

2.1. The shunned-stock hypothesis

The shunned-stock hypothesis assumes that soadlgonsible investors choose asset
holdings for reasons unrelated to the profit mqtive, a values-driven investor. When social

investors care about the non-pecuniary aspectseafinvestments they will create a shortage
of demand for irresponsible assets and/or excessulg for responsible assets, which can be
consequential to the behavior of stock prites.

Several studies suggest that the effect of valueerm SRI on stock prices can be
understood by means of Merton’s (1987) incompletermation model and related literatures
on segmented capital markets. In Merton (1987),ketasegmentation is the result of an
information asymmetry that causes a stock to béentyl by investors (because they are not
aware of the stock), and these stocks trade atcauint because they have a smaller investor
base, which implies limited risk sharing. Usingsthogic, Angel and Rivoli (1997) predict
that a socially controversial stock that is shunhgdnvestors has a higher expected return,
and that the expected return increases with thegption of socially responsible investors in

the market.

® Most theoretical views implicitly assume that tiesulting transfer of wealth from values-drivenéstors to
other investors is not large enough to weaken tieetecon demand and supply.
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Hong and Kacperczyk (2009) follow a similar reasgnbut are more specific about
the types of stocks that are disliked by sociaflgponsible investors who care about more
than wealth alone. They hypothesize that “sin” le$o€.e., stocks of companies that profit
from tobacco, alcohol, and gambling) are in cobflith societal norms and therefore
shunned by institutional investors that are vulbkrao public opinion, such as public pension
funds. They predict that by not buying sin stodkese norm-constrained investors cause sin
stocks to be relatively cheaper, all else equal,tarhave higher expected returns.

Related to this logic is a theoretical paper bynel, Kraus and Zechner (2001), in
which the authors derive an equilibrium model thgplains how a stock boycott by the so-
called "green," i.e., eco-conscious, investors tinthe risk-sharing opportunities of those
invested in environmentally controversial firms.nSequently, because of their inability to
share risks with green investors, shareholders aftroversial companies receive a
compensation for holding more shares of environalgntontroversial firms than they would

if the market were free of boycofts.

Because the CAPM may not hold under segmented tsadeunned stocks may also
have a higher expected return because of highesydcratic risk. Litigation risk is an
example of a risk frequently associated with cosp®rsocial responsibility that can be
diversified away under traditional models of expéateturn, but can be priced in a segmented
market. According to Orlitzky and Benjamin (200Xhe prevalence of litigation and
regulatory-intervention risks associated with CSRevident in the “lawsuits against various
air and water polluters, cigarette manufactureesyésters of old-growth redwoods, and
wetlands developers.” Although it is not entireNear how economically meaningful
litigation risk is from an investor’s perspecti‘éong and Kacperczyk (2009) suggest that sin
stocks' returns might compensate investors for Hterged litigation risk associated with

tobacco, alcohol, and gaming products.

The shunned-stock hypothesis in the context of 88k on two assumptions that lay
the groundwork for some important empirical tesie first assumption is that social
investors are values-driven, i.e., they receiveoa-fimancial payoff from their decision to

shun controversial stocks. Although it is unavolgatifficult to understand the breadth of

* Also, Fama and French (2007) suggest that thed@ter models that describe the price effectdasites” for
socially responsible investments have much in commidh models of disagreement among investors about
future payoffs on assets, with the exception thedtes” are exogenous and pervasive while disagneieshould
eventually disappear.
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motivations behind investors’ trades, examples @i-pecuniary reasons for holding assets
are plentiful: vulnerability to societal norms apdblic opinion (e.g., Malkiel and Quandt
(1971), Teoh, Welch, and Wazzan (1998), WoidtkeD@0Hong and Kacperczyk (2009)),
political values (Hong and Kostovetsky (2009)), tftgsychic” and “emotional” return
associated with assets (Beal and Goyen (1998)jectf (Statman, Fisher, and Anginer
(2008)), faith-based principles (e.g., Statman 2J)(and the goal of encouraging responsible
corporate behavior (e.g., Haigh and Hazelton (2084 Landier and Nair (2008)).

The second assumption underlying the shunned-stfiekt of SRI is that for values-
driven investors to affect security prices, theysinbe large enough in number. Heinkel,
Kraus and Zechner (2001), using their "green” itmesit model, suggest that 10 percent of
the financial market should represent investors whgage in SRI for reasons unrelated to
financial payoff.

The size of the SRI population also matters foedweining whether the stock price
effect of SRI is sufficiently large to encouragemganies to improve their CSR. Heinkel,
Kraus, and Zechner (2001) indicate that the pramorof green investors in the economy
eventually decides whether a company will convestnf a polluting technology to a clean
one. As soon as the effects on the polluting firpnges, and hence cost of capital, exceeds
the cost of capital of firms that use a clean tetbgy, the polluting firms will decide to turn
to more environmentally friendly technology. A talition of their model with empirically
reasonable parameters indicates that about 25miestéhe investors who screen out stocks
based on a set of criteria that they all agree updime level necessary to persuade a company
to change behavior. This result implies that thep&fcent of total assets under professional
management that is currently invested accordingSRI guidelines is not sufficient to
encourage firms to change, despite a potentiatijpdri cost of capital for those firms. The
Heinkel, Kraus, and Zechner (2001) model can beredd beyond green investment, but so
far, the anecdotal evidence suggests that SRI reerbave limited impact on corporate
behavior. As Landier and Nair (2008) point out,@oto exclusion has been a prevalent
negative screen among U.S. social investors fagregdecades, yet despite the fact that these
companies have higher capital costs than those &ibwr industries, they continue to exist.
As it turns out, tobacco companies have been engagidiversifying acquisitions to mitigate

expropriation against private litigations and poiéns (see Beneish et al. (2008)).



2.2. The errors-in-expectations hypothesis

The idea that investors weigh pecuniary against-pemuniary payoffs to an investment
contrasts with an alternative body of research tiyabthesizes that SRI is a case of “doing
well while doing good”. The prediction that SRI caeliver anomalously high returns

because CSR information is value-relevant and redt wmderstood by the financial market is

the essence of the “errors-in-expectations hypahes

For this hypothesis to hold, several conditions trhes met. First, firms’ expected
future cash flows should be associated with the@& of CSR practices. Second, stock prices
should not reflect all of the value-relevant infation related to CSR practices, since superior
profits that firms generate through CSR can onhalsmurce of abnormal stock return to the
extent that they are unexpected. SRI produces erisupisk-adjusted return when investors
underestimate the degree to which CSR enhance= fexpected cash flows, or overestimate
associated costs. (Strictly speaking, errors ineetgiions could manifest in the form
overestimation as well underestimation concerngggains or costs associated with CSR.)

The question of whether CSR practices are posytimssociated with future cash flow
is the subject of considerable debate. Some maregestudies argue that CSR is purely a
cost, but others see CSR as a “win-win” opportumityhe tradition of Porter and Van der
Linde (1995), in which the “Porter hypothesis” sdlgat strong environmental management
results in superior resource efficiency that comldweigh the associated costs. A review of
the relation between CSR practices and proxieexpected future cash flow is beyond the
scope of this paper. The CSR-financial performaredation is extensively reviewed by
Griffin and Mahon (1997) and Margolish, ElfenbeindaWwalsh (2007), among others. The
conservative conclusion that follows from thesedss is that some, but not all, CSR
practices are sources of greater productivity agtier profitability> Specifically, it appears
that, in line with the “resource-based view” towardSR (e.g., Wernerfelt (1984), Barney
(1991) and Russo and Fouts (1997)), proactive famSSR involving environmental and
human resources management are needed to achiesmetitive edge. The underlying
rationale is that basic compliance with CSR-relategulation will not deliver competitive
advantages to the firm because compliance affadissiry-peers in a similar way. But CSR

can be shaped in such a way that it becomes ablalaaset that is unique to the firm and not

® See, for example, Huselid (1995), Russo and F@97), Waddock and Graves (1997), Dowell, Har an
Yeung (2000), King and Lenox (2002), Edmans (208§ Guenster et al. (2009).
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easily replicated by competitors (see, e.g., Had Ahuja (1996), Russo and Fouts (1997),
and Dowell, Hart, and Yeung (2000)). This shapieguires more proactive forms of CSR
that involve changes in production and manufactunomocesses and a forward-looking

management style.

Because superior profits affect stock returns otdythe extent that they are
unexpected, an important issue is whether the méaglstow to recognize the economic value
of CSR practices. There are some reasons to ekpcthe market fails to value some CSR
practices properly. First, CSR is a multidimensloaad partially subjective concept, and
investors lack the tools needed to adequately mea38R practices and their effects on the

fundamental value of the firm.

Second, a sound judgment on the added value of i8Stbuded by accounting
standards that have not adapted to a CSR-mindaddsssenvironment. CSR is inherently
costly at the outset, and much of the economicev#tat it creates, if any, is often intangible
and likely to materialize slowly. Complications assted with measuring firms’ long-term
value creation potential under current accountiagventions, especially when it comes to
intangible value, have been articulated by a salisianumber of researchers (e.g., Lev and
Schwartz (1971), Bassi et al. (2001), Damodarar®Zp0Pantzalis and Park (2009)). For
example, in examining employment practices by firaxounting conventions often follow
the logic that, given their unsure contributiorctwporate performance, investments in human
resources should not be capitalized but insteaceresqr through the income statement.
Investment in employment practices is more diffidol capitalize than most other common
sources of intangible value, because the key inpe¢sied for valuation are often not shown

as one consolidated item in accounting statements.

Third, event studies hint that the financial maikdess attentive to positive corporate
social responsibility practices than to negativeués. Shane and Spicer (1983), Hamilton
(1995), Klassen and McLaughlin (1996), and Karmfél. (2005) document that firms’ stock
prices change in reaction to news about environahepérformance. But Klassen and
McLaughlin (1996) suggest that positive returngraftositive news are smaller than negative
returns after negative news. Why these investoastro significantly negative news is a
guestion that is addressed in Karpoff et al. (200%)ey show that the decline in firms’
market value subsequent to their environmentahtiamhs is equivalent to the size of the legal

penalty imposed. In an interesting recent studyyelger (2009) finds that a variety of
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negative CSR related events are immediately foltbbaea decline in a firm’s share price, but
positive events are not significantly associatetthwhare price increases. Taken together, the
results of these studies could imply that invesfolly anticipate the negative effects of poor

CSR on future cash flows, but not the potentiatigipve effects associated with strong CSR.

So, while the shunned-stock hypothesis predictissib@ally controversial stocks trade
at relatively lower prices and offer higher expeécteturns due to e.g. lower risk sharing
opportunities, the errors-in-expectations hypothgsiedicts that SRI can deliver superior
returns due to the fact that the market systenibticadervalues the importance of CSR.
However, economic logic predicts that only one hkipsis can survive in the long-run.
Eventually, investors will improve their understarglof the impact of CSR on firms’ future
cash flows, and we expect that superior returnstdusrrors-in-expectations will disappear
over time. This will empirically be tested in Secti5 of the paper, but first we will provide

empirical evidence on the nature and goals of SRI.

3. The attitudes and investment decisions of socially responsibleinvestors

The shunned-stock hypothesis leans on the assumiptad a significant number of investors
are values-driven and hence willing to sacrificeime in exchange for non-pecuniary utility,
and that they agree about the criteria that idgrdifsocially responsible investment. The
errors-in-expectations hypothesis does not assumalu#es-driven investor, but instead
suggests that SRI helps the profit-seeking sonwstor to outperform regular investments.
In this section, we ask which types of sociallyp@ssible investors exist in reality, and we
explore characteristics that help to distinguisénth This profiling and segmentation of the
SRI movement deepens our understanding of the mearha through which social
responsibility concerns among investors affect tapgees. To answer these questions, we
discuss four different strands of research on $aolestors’ attitudes, preferences, and
behavior.

The first evidence revolves around interviews aond/esys that investigate whether
investors are willing to sacrifice return in excganfor the non-pecuniary benefits that the
SRI attribute delivers. Table 1 shows that theseliss have not reached consensus. For
example, Beal and Goyen (1998) compare the chaistate of shareholders of an explicitly

ethical Australian company with those of the geheéyastralian shareholder population.
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Shareholders responded that the primary motivadtonnvesting in the ethical company is
not financial return but instead the firm’s role time conservation of animals, plants and
ecosystems as well as admiration of the firms’ tmand the firms’ ethical profile.
However, these results contrast with those of RoSandler, and Shani (1991) who survey
investors in two U.S. SRI mutual funds. Their resgents appear unwilling to sacrifice
return: they not only value socially responsiblédegor of the companies they invest in but
also expect socially responsible investments togibgs well as other types of investments.

Recent studies reconcile the mixed evidence byaelauging different segments of
socially responsible investors. That is, not altially responsible investors share the same
goals and hence various types of investors caxisb-&ilsson (2009) is able to extract three
different segments of investors in SRI mutual fyndased on their perception of the
importance of financial return and social respaitisibassociated with the investment:
socially responsible investors who are mostly comeeg with financial return, those who
primarily care about social responsibility, and showho value both return and social
responsibility in the decision to invest responsfbl

One problem with the survey method is that the aedpnts typically state attitudes,
or hypothetical investment decisions instead oli@cbnes, and this problem is further
exacerbated by the fact that people tend to giveaby desirable answers. For example,
Vyvyan, Ng, and Brimble (2007) emphasize the disaney between the attitudes to SRI and
actual choices of the investors. They perform ajaioh analysis with employees and
members of 2 Australian organizations, which regelaround extracting their preferences for
the SRI and other attributes of different hypottedtimutual funds. While investors with
environmentally most (least) active attitudes rataedironmental features of a fund highest
(lowest) and financial return moderately (more) aripnt, their actual investment preferences
suggest that wealth maximization is the main camcer

A relatively new set of studies avoids this probleynfocusing on actual holdings and
investment decisions of institutional and retaitastors. Several of these studies, which are
summarized in Table 2, derive actual differencesnirestment behavior between socially
responsible and conventional investors from dateash flow dynamics in mutual funds. The
intuition is that investors who care about fundreleteristics other than performance alone are

differentially responsive to the returns of theiutoml funds compared to the traditional

® There is more agreement about the demographicsparsbnal traits of the individual socially respibies
investor: female, more educated, more altruistic] enore socially engaged people tend to be morehiad
with SRI.
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wealth-maximizing investor. Bollen (2007) studidews to and outflows from SRI and
conventional mutual funds to find out whether irteedehavior can be explained by a multi-
attribute utility function, in which utility derive by conforming to personal or societal values
can be separated from utility derived from the ex@e return and risk of the investment. He
finds that during the period 1991-2002, the valatibf flow in socially responsible mutual
funds was lower than the volatility of flow in caetional funds, which suggests that
investors smooth consumption of the nonfinanciahgonent. Bollen (2007) also reports that
the sensitivity of fund flows to past negative resiis lower for SRI funds than for
conventional funds. Hence, investors in SRI fungpear less inclined to discipline their
funds by withdrawing cash after negative returremtthose invested in conventional funds.
This finding suggests that poor performance of 8Rids is mitigated by the utility the
mutual fund investor derives by investing in a atigiresponsible mannér.

At first glance, there appears to be a contradicbetween studies on mutual fund
flows, which suggest that social investors are astt to financial losses, and the
aforementioned surveys that indicate that differgyges of social investors co-exist.
However, Bollen (2007) treats SRI funds and thashcflow dynamics as a homogeneous
sample, whereas the SRI industry offers a richyaofaretail investment funds that span
investors’ varying interests for many environmengid social responsibility issues.
Renneboog, Ter Horst, and Zhang (2009) extractnéerasting segmentation of socially
responsible investors from the cross-section of @Riual funds, by showing that the fund
flow-performance relation differs across the didigtr types of social investment screens.
Based on a sample of mutual funds around the waohiely find that SRI funds that are
characterized by negative screens (excluding siokstand other controversial stocks for
ethical reasons) receive larger money inflows aadeha weaker sensitivity to negative
returns than do other types of SRI funds. We caerpnet this result as evidence that “sin
stock” screens and other exclusionary screens faetyipe of screens that serve social
investors’ non-pecuniary demands, which impliesilingness to accept a loss of wealth in
exchange for non-pecuniary utility derived from #tkical investment screen.

This interpretation is supported by research thati$es on the holdings of institutions.

Hong and Kacperczyk (2009) find that public pendiomds are relatively less invested in sin

" Benson and Humphreys (2008) perform an analysisithsimilar in many respects to that of Bollefq2),
but also investigate persistence in SRI fund fltevexamine whether search costs affect investmetmdor. It
appears that socially responsible investors areeniiely to reinvest in funds they already own. One
interpretation of this finding is that for socialigsponsible investors it may be relatively mofédlilt to find an
alternative fund that adequately caters to thedcsje (non-financial) needs than for conventiomafestors.
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stocks whereas mutual funds, hedge funds, and otlaively “independent” advisors do not
limit their stakes in sin companies. Since all &/pé institutions are financially equally smart
and equally informed, Hong and Kacperczyk (2009nddt unlikely that pension funds
would shun sin stocks for achieving better investim@erformance. Because pension funds
are relatively more sensitive to public scrutinyisimore likely that these institutions shun sin
stocks to comply with societal norms.

In a similar way, Johnson and Greening (1999) ardlddum and Zahra (2006) find
that a firm's scores on issues related to diverstymmunity involvement, employee
relations, environmental performance and produclityuare positively related to pension
fund ownership but unrelated to ownership by mutuatls and investment banks. For these
SRI criteria, Johnson and Greening (1999) and Nemband Zahra (2006) suggest that the
long-term investment perspective of pension funstae short-term focus of other investors
underlies the observed differences in ownership/éen several types of institutions.

In summary, studies point out that not all sociaigponsible investors are alike. The
conclusion that values-driven and profit-seekingiaty responsible investors co-exist
implies that the effects of SRI on portfolio cha@cand asset prices cannot be understood
without acknowledging the distinct role that eaglgrment of the SRI movement plays in

financial markets.

Further disentangling these effects requires a arm@sm that can segment socially
responsible investors based on their pecuniaryremdpecuniary motivations, and which is
directly linked to their investment decisions. Adurns out, sin screens and ethical screens
are important instruments for distinguishing SRAqtices that serve values-driven investors
from SRI practices that serve profit objectivesudsts on the ownership structures of
companies (Hong and Kacperczyk (2009)) and stuzhabie dynamics of investor cash flows
in SRI mutual funds (Renneboog, Ter Horst and Zh@@§9)) suggest that investors’ non-
profit objectives are served by these screens,whayve typically revolved around tobacco,
alcohol and gaming stocks, and stocks of weaponufaaturers. The literature on the cash
flow dynamics in mutual funds points out that osig and ethical screens attract capital that
is less sensitive to negative return (Renneboog, Herst and Zhang (2009). This
interpretation is in line with the fact that thetspes of screens are grounded in religious
investing, in which faith-based principles overritie financial motive. In fact, according to

interviews among investors by Sandberg et al. (2q##29), ethical investing is “still
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regarded as a relevant term today, deeply rootéddimidual ethics and designed to respond

to the niche needs of religious investors, chaited ethically minded...”.

4. Studieson SRI performance

In this section, we discuss how the return to slycrasponsible investing is affected by an
SRI movement that consists of both values-driverd agmofit-seeking investors. To
accomplish this objective, we distinguish studies tbe returns of sin stocks and other
controversial stocks from studies on SRI unrelébedegative screening. The previous section
has pointed out that this separation implicitlytidiguishes values-driven practices from
profit-seeking objectives associated with SRI.

The research that we discuss has largely reachesensus on which multifactor
performance measure model is suitable for perfoomavaluation. The three-factor alpha
based on the Fama and French (1993) model and €arli097) four-factor alpha are
performance measures that are central to mosteofeitent equity SRI performance studies,
and we abstain from discussing results of more eteany performance evaluation methods

due to space constraints.

4.1. Values-driven exclusion: sin stocks’ returns

Earlier sections suggest that a values-driven @mbrdo SRI leans heavily on negative
screens that lead to the exclusion of sin stockisatiner stocks that are controversial because
of their inconsistency with investors’ personaluesd or social norms. Since these screens are
also prevalent among a large portion of the sociaestor population, the shunned-stock
hypothesis predicts that these stocks trade aegpielow fundamental value and produce

anomalously positive returns in the long run.

Consistent with this prediction, Table 3 shows tkaidies consistently find that
socially controversial stocks produce returns taainot be entirely explained by conventional
factor models. The most pronounced evidence ofumrstd-stock effect emerges from sin
stock returns. Hong and Kacperzyck (2009) repat skocks in the U.S. had relatively higher
expected returns over the period 1926-2004. Cdmgofor beta, size, book-to-market and
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momentum effects, the authors find that a portfolicsin stocks significantly outperformed

otherwise comparable stocks by more than 4.5 pep=eryear.

A similar conclusion emerges from studies that ifigicontroversial companies based
on a CSR database that is widely used by SRI picaetrs. Kempf and Osthoff (2007) and
Statman and Glushkov (2009) build SRI portfoliosdzh on information about firms’ CSR
practices, obtained from the investment researahn Kiinder, Lydenberg, and Domini (KLD).
This information includes indicators of “controviats business involvement”. These
businesses trace back to firms from the traditisimakectors of alcohol, tobacco, and gaming,
as well as to firms associated with firearms, @it and nuclear operations. Kempf and
Osthoff (2007) find that an annually rebalancedtfptio of controversial sectors delivers a
positive but statistically nonsignificant four-factalpha over the period 1992-2004. Statman
and Glushkov (2009) find that over the period 12927, in terms of risk-adjusted returns a
portfolio of controversial stocks outperforms “aptasl stocks,” but the reported risk-adjusted
return differences lack statistical significanceenhithey are measured with the four-factor
performance attribution model. The lack of statmtisignificance could be attributable to the

broader definition of controversial business ineshent that KLD use$.

Evidence that supports the shunned-stock hypotlesist country-specific. In recent
research, on 158 sin stocks in 18 European cosnafeer controlling for beta, size and book-
to-market effects Salaber (2007) finds that a pbdfthat comprises European sin stocks
outperformed a “sin-free” portfolio over the perid®75-2006 by more than 4 percent
annually. This performance difference is most proro@d in countries with higher litigation
risk and higher excise taxation, and in countrieshithated by members of protestant faiths,
who, according to Salaber, have a relatively gréaia aversion”. It is important to note that
Salaber's study makes two critical assumptions. fireeassumption is that markets within

Europe are segmented in the sense that peopleynmanelst in their home country.

The second assumption in Salaber (2007) is thabd&an investors agree with their
U.S. counterparts on what constitutes sin stocksiclwis doubtful. But relaxing this
assumption does not appear to hinder support ésliunned-stock hypothesis. Fabozzi, Ma,

and Oliphant (2008) find that even a wider rangeaiftroversial industries earn relatively

8 Consistent with them having higher returns, satlss and other stocks that are deemed controvénsi@igh
the lens of KLD trade at relatively lower value tiples; see, for example, Hillman and Keim (200@&alema,
Plantinga, and Scholtens (2008), and Hong and Kazple (2009).
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high returns, in many countries around the worldeyl study stocks classified in the six
industries of alcohol, tobacco, defense, biote@migg, and adult services, involving 267
companies across 21 countries over the period 2990- For stocks in every industry, they
report a strong return in excess of the return ipted by a relevant national market index,
and the excess returns are not concentrated imtiaydar country. In unreported tests, they
find similar positive abnormal returns for sin $teafter controlling for size and book-to-
market effects.

The evidence summarized in this section consistenipports the predictions of the
shunned-stock hypothesis for a set of stocks tbeghative/ethical screens exclude, but one
caveat here is that these stocks might have ootpeed in line with the errors-in-
expectations hypothesis. For example, tobacco naatwrers have been involved in a number
of successful acquisitions, and the positive effeatt these acquisitions on shareholders’
wealth were perhaps not well understood by thenfired market. To account for this critique,
Hong and Kacperczyk (2009) examine whether sin @mgs realized profits that were
higher than expected by investors. They rejectdhiernative explanation by showing that the
sin stocks in their study do not outperform arowatnings announcement dates, which
indicates that the sin stocks’ returns are not éidhecause of unexpected positive earnings

news.

4.2. Environmental and social information and stoetkirns

In this section, we focus on SRI performance stithat have examined social responsibility
criteria other than the aforementioned sin andcathissues. Panels A and B of Table 4
summarize studies that evaluate the returns orfoiog that are formed based on various

criteria.

Several studies find that stocks of firms that éxteertain environmental and social
domains produce superior abnormal returns, comsgistéh the prediction of the errors-in-

expectations hypothesis.

The first evidence in support of this hypothesmncerned the performance of
environmentally responsible investment portfoli@®erwall et al. (2005) evaluate equity

portfolios based on “eco-efficiency scores”. Theypart that a best-in-class portfolio that
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contained the top 30 percent of U.S. stocks of Wwitihest eco-efficiency scores relative to
industry peers delivered a four-factor alpha of54pkrcent per year over the period 1995-
2003. In contrast, a portfolio of firms with thewest scores produced a negative but
nonsignificant alpha of -1.8 percent. The perforoeandifference withstands various

transaction costs scenarios.

Subsequent studies provide important contributiopgesting SRI portfolios with a
wider range of social responsibility criteria. Téref those studies rely on very similar data.
Kempf and Osthoff (2007) use various social investirindicators from KLD to form U.S.
portfolios that score high and low on CSR charésties. They find that over the period
1991-2004, several high-ranked portfolios earn ghdr four-factor alpha than do their
lowest-ranked counterparts. A portfolio comprisithgg 10 percent of companies with the
strongest “employee relations” earns an abnormalrmeof 3.5 percent annually and
outperforms the 10 percent of stocks with worstreedyy almost 6 percent. A portfolio
composed of stocks with best “community involvemeaores delivers an abnormal return
of about 3 percent and outperforms its worst-rard@ehterpart by 4.5 percent. These results
continue to be significant under various transaetiosts scenarios. Other CSR dimensions
that KLD covers in their assessment of companiesh sas “environment”, “diversity”,
“human rights”, and “product quality”, lead to pemhance differences between the best- and
worst-scoring portfolios that are generally posthwt are not always statistically significant.
Kempf and Osthoff conclude that the largest abnometarns are achieved when investors
adopt best-in-class screening by using a combinatiseveral screens at the same time, and

when they restrict themselves to stocks with meseene ratings.

Much of this conclusion is shared by Statman andasfov (2009), who perform a
study similar to that of Kempf and Osthoff (2007t luse a narrower set of firms from the
KLD universe. They exclude those firms that haveeneed neither strengths nor weaknesses
indicators in order to avoid the possibility that X staff have not evaluated these firms.
Statman and Glushkov evaluate returns of portfdhas include the top and bottom thirds of
companies based on a particular industry-adjustedes as well as a top-overall (bottom-
overall) portfolio that comprises firms that remesthe top (bottom) third of all companies
by two or more CSR characteristics and not in tleétoon (top) third by any other
characteristic. Although Statman and Glushkov fimat equal-weighted top-ranked portfolios

formed on the basis of “community involvement”, “eloyee relations,” and overall
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performance outperform bottom-ranked portfolios rotree period 1992-2007, the top and
bottom portfolios based on employee relations aretail performance continue to display a
significant risk-adjusted performance differenceewtthe portfolios are value-weighted. In
addition, much of the overall outperformance appaarbe concentrated in the 1992-1999

subperiod.

The third study that uses the KLD information tstt&RI portfolios is Galema,
Plantinga and Scholtens (2008), but they evaluateranal returns of the different portfolios
using a General Methods of Moments system, whidowuts for the high correlations in
return across the different portfolios. They fifht an equal-weighted portfolio of leaders in
“community involvement” outperforms laggards oviee period 1992-2006, whereas leaders

in “employee relations” outperform laggards whentfatios are value-weighted.

The employment criteria attract most attentionhea three performance studies that
rely on KLD data, but to what extent do these ssdean on the proprietary methodology
that KLD uses to measure employee relations? Edr(f20(39) provides an answer to this
guestion by finding that abnormal returns can b@estheven with public data on employee
satisfaction. He reports that an annually rebaldnoertfolio of Fortune Magazine's"Best
Companies to Work for in America" outperformed istty- and characteristics-matched
benchmarks, and that the portfolio yielded a faatdr alpha of about 8 percent per year. A
robustness check that extends the sample back 8 h8sed on non-public information

confirms that the abnormal returns are significardgr an extended period.

There is less convincing evidence on errors ineetgiions from markets outside the
United States. The few studies that focus on theof@an market provide less conclusive
proof and are based on small samples. Van de VEldgen, and Vermeir (2005) use CSR
ratings from the French research firm Vigeo to &Rt portfolios in the European Monetary
Union (EMU) area. These authors estimate threefaalphas for “best” and "worst” CSR
portfolios for the period 2000-2004. Their resultslicate that high-CSR-rated portfolios
perform better than do low-rated portfolios, but s@nificantly so. Four of the five sub-
ratings were useful in constructing best- and waatdd portfolios that differ positively but
are not statistically significant in performanceheTfour ratings cover human resources,

society and community, environment, and governance.

° Consistent with this finding Galema, Plantingad &choltens (2008) find a positive relation betwemployee
relations scores derived from KLD and individualcdt returns using pooled cross-sectional regression
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Brammer, Brooks, and Pavelin (2006) test the aasooni between CSR criteria and
stock returns based on a sample of firms in theaddnKingdom. They base their portfolio
tests on data from Ethical Investment ResearchitubestServices (EIRIS) that became
available in July 2002 for approximately 450 companThey examine portfolios formed on
the basis of various CSR criteria over one-, tvani three-year holding periods. The authors
converted quantitative and qualitative CSR infoioratinto scores that cover three
dimensions: environment, i.e., the quality of eommental policies, environmental
management systems, and environmental reportinglogiee responsibility, i.e., health and
safety systems, employee training and developmegual opportunities, good employee
relations, and job creation and security; and comityuesponsiveness, which they use as an
indicator variable. The lowest-ranked tercile palitfs earn higher returns than do high-
ranked portfolios in the years after formation, adne of the reported performance

differentials between the portfolios is statistigalignificant.

The risk-adjusted returns summarized in this sectian be interpret as evidence of
expectational errors by investors, but they colsd &e taken to imply that stocks of firms
with strong environmental and/or social performaeg@erience price increases following
increased demand by (values-driven) socially resibbm investors. There is little empirical
support for this explanation. To begin with, it dsubtful that environmental and social
criteria are considered by a significant numbesagfial investors, which would be needed to
cause significant changes in demand. For exami#e(2805) shows that tobacco and alcohol
screens are far more common among mutual fundsadtiem types of screens among mutual
funds. In addition, Edmans (2009) shows that chamngéhe ownership of Best Companies to
Work For by SRI mutual funds that explicitly adahployment screens cannot explain the

4% abnormal return that these firms have histdsiqgalbduced in the equity market.

Another alternative explanation of the abnormalimes is that they reflect exposure to
an unobserved risk factor. For example, firms miggte strong employee relations because
of their good relationship with unions, which camaken firms’ operating flexibility and
influence expected returns (see, e.g., Chen, Kazplerand Ortiz-Molina (2009)). Evidence
does not support this explanation. Edmans (2009nodstrates that Fortune’s Best
Companies to Work For exhibited significantly msitive earnings surprises and positive

abnormal returns around the firms’ earnings anneomants. Finding that returns on strong

19



employee-relations portfolios are higher becausenekpected earnings news is an important

verification of the errors-in-expectations hypotkes

4.3. Studies on SRI mutual funds

The performance studies discussed so far are lmasbygpothetical SRI portfolios that mostly
describe in isolation the effects of one particutacial investment screen on portfolio
performance. In what follows, we use the insightsnf those studies to deepen our
outstanding of the performance of SRI in practias, evidenced by the performance of

socially responsible mutual funds.

The socially responsible mutual fund industry hasrban interesting practical setting
for testing the effects of SRI screens on perforreaiMany SRI portfolios in practice cater to
different types of investors by offering a mixtuoé negative and positive screens. For
example, Kempf and Osthoff (2008) analyze the mgigliof U.S. SRI funds and find that they
score better along all of KLD’s positive and negatsocial responsibility dimensions than do

the holdings of conventional funds.

Table 5 summarizes the most recent and comprelersdivdies on SRI mutual
funds® The majority of these and earlier studies conclindé SRI and conventional mutual
funds produce similar-risk adjusted returns (eBauer, Derwall, and Otten (2007), Bauer,
Otten, and Tourani-Rad (2006), and Gregory and taiet (2007)). Renneboog, Ter Horst,
and Zhang (2008a) report some weak evidence thiatuBs underperformed over the period
1993-2003. Specifically, for each of the 17 cowedrin their study, on average, SRI mutual
funds underperformed their benchmark four-factor deto However, compared to
conventional mutual funds, the underperformance S&l funds was statistically not

significant in fifteen out of the 17 countries.

There has been a tendency in the SRI literatuiatéspret these results as evidence
that the social responsibility features of stockes reot priced in the financial market. But our
derivation of values-driven and profit-seeking caments of SRI yields an alternative

19 For earlier studies, see, Luther et al. (1992)nHtan et al. (1993), Luther and Matatko (1994), Ilifeet al.
(1995), Gregory et al. (1997), Statman (2000), ®@€R005), Schroeder (2007), and Kreander et al0O%R0
Renneboog, Ter Horst, and Zhang (2008b) providenapcehensive survey of academic studies on SRl ahutu
funds around the world.
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interpretation. It stands to reason that their @aonce of stocks deemed controversial gives
SRI funds the performance disadvantage predictetthdghunned-stock hypothesis predicts,
whereas tilts towards stocks with positive enviremtal and social responsibility scores
contribute to higher returns according to the eriorexpectations hypothesis. Under studies
of SRI mutual fund performance, in aggregate, the distinct effects could cancel out,
possibly leading to a zero net effect. We theretameclude that the multidimensional nature
of SRI allows both hypotheses about performanamitexist, at least in the short run.

5. The performance of values-driven and profit-seeking SRI over time

While we derive from the literature so far thatued-driven and profit-seeking SRI have been
distinct and feasible forms of socially responsiloieesting up to this point, economic logic
teaches us that not all forms can be tenable inahg-run. The logic here is that values-
driven motives among investors are arguably peveasvhereas errors in expectations should
ultimately disappear as investors improve theiransthnding of firms’ future cash flow. In
this section, we apply this logic to an empiricahlysis of stock returns that helps to further
reinforce identification of values-driven and ptefeeking SRI and their distinct implications

for investment performance.

The shunned-stock hypothesis has been empiricadted by Hong and Kacperczyk
(2009) amongst others. However, we expect thataltiee pervasive nature of certain values,
the effect of values-driven investments on stockgsr will be robust over time. By contrast,
we expect that stock returns caused by errors peaations diminish over time. The market
may be slow to recognize the economic value of @&Rtices in the short-run, but in the
long-run investors should be able to adequatelysomeathe effects of CSR practices on the
fundamental value of the firm. Therefore, in oualgeis we pay particular attention to time-
variation in the (risk-adjusted) returns on sogiadisponsible and controversial portfolios.

In order to test our claim that the effect of esrar expectations will diminish over
time, while the shunned-stock effect will be peesis, we form two portfolios. The first
portfolio comprises socially controversial stocksch as sin stocks. The literature teaches us
that these stocks earn positive abnormal returoguse they are shunned by investors largely
because of values-driven motives, and not becaluserars in expectations (see, e.g., Hong

and Kacperczyk (2009)). The second portfolio that examine is composed of stocks of
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firms that score high on employee relations. Actoadto recent evidence, these firms
produce positive abnormal returns to shareholdecsuse of profits that were underestimated
by investors, not because of increased demandhgsget stocks by values-driven socially

responsible investors (see, e.g., Edmans (2009)).

We follow earlier studies in the formation of tpertfolios, using social responsibility
information on publicly listed U.S. companies fraime annually updated KLD STATS
database. Shunned stocks are defined as stocleamgfanies that are mentioned by KLD’s
lists of controversial businesses. These business@sly revolve around tobacco, alcohol,
gaming, nuclear operations, and firearms. The gtemployee-relations portfolio comprises
the top 30 percent of firms ranked by an employations score, which is derived from the
“strengths” and “weaknesses” indicators that beltmgLD’s employee relations categary.
Both portfolios are rebalanced annually based emrbst recent information from KLD.

For both portfolios we measure abnormal returngdtymating the four-factor model
of Fama and French (1993) and Carhart (1997):

=l =a,* IBMKT (rtm I ,t) + IBSMBrtsmb + IBHMLrthmI + IBUMDrtumd & (1)

where r, is the return of the portfolio in monthr, , is the return on a risk-free deposit (i.e.

smb umd

the 1-month treasury bill rate),” is the return of the market index;™, "™, andr'™ are

the SMB, HML and UMD factor$, a, is the abnormal return of the shunned stock pliotfo

or the strong employee-relations portfolio, apg,, By B . @and g,, are the factor

loadings, andk, stands for the idiosyncratic return.

Table 6 reports summary statistics on the two pbo$. On average, the shunned-
stock portfolio returned about 11.7 percent anyualer the period 1992-2008. The strong
employee-relations portfolio earned about 9.2 pdrcEhese returns are not corrected for any
exposure that the portfolios might have to commiek factors. To adjust for risk and other
factors that drive returns for reasons unrelate@®®Rd, we report in Table 7 the results of
evaluating monthly returns on the portfolios usihg Fama and French (1993) and Carhart

(1997) model (Equation (1)). We first estimate #imormal return and factor loadings for

1 gpecifically, we follow the existing literature dirdefine the employee relations score as the surllof
strengths minus the sum of all weaknesses; see KamapOsthoff (2007) and Verwijmeren and Derwal1Q)
for more details on the construction of the empéoyeations score.
12 The four factors are taken from the Kenneth Frebata Library.
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each portfolio based on monthly returns over theopel1992-2008. To investigate the
performance of the portfolios over time, we rega the estimated abnormal returns change

as we enlarge the regression window by 24 montasgijrgy with the period 1992-2002.

Two important conclusions emerge from Table 7.tFinge confirm earlier studies’
findings of abnormal returns associated with botitialy responsible and socially
controversial investments. Second, however, onhoahal returns on socially controversial
stocks continue to be fairly stable and significastwe expand the performance evaluation
period. The annualized abnormal return on the séaistock portfolio ranges from 2.58 to
2.86 percent and is always statistically significaither at the 10% or 5% level. By contrast,
the performance of the strong-employee relationstfgdm declines rapidly as the
performance evaluation horizon increases. Durirgp#riod 1992-2002, the portfolio earned
an abnormal return of 5.6 percent annually, whelsignificant below the 10% level. The
portfolio also earned a significant abnormal retover the period 1992-2004, but delivered a
much smaller and statistically not-significant abmal return over the periods 1992-2006 and
1992-2008.

Hence, consistent with the logic that errors inextations decrease over time, much
of the full-sample risk-adjusted return on stockdimns with strong employee relations is
concentrated in earlier years of the sample per@zhsistent with the notion that certain
values are pervasive, stocks that are deemed iistems with these values have
systematically outperformed on a risk-adjustedsakaken together, the full-sample and sub-
sample performance associated with these portfebogirm the conjecture that both values-
driven and profit-seeking SRI can be witnessedhénshort run, but also that profit-generating

opportunities diminish in the long-run.

6. Discussion and concluding comments

It is often believed that the SRI literature pragdresults that conflict with each other,
especially when it comes to the implications of St asset prices and investment
performance. However, studies up to this point melyheir description of SRI on just one
particular doctrine but none of them acknowledded SRI has become a multidimensional
concept that now serves the needs of a heterogergroup of investors who differ in the

pecuniary and non-pecuniary benefits that they exigederive from their investment. Based
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on a synthesis of the SRI literature, we claim thatdifferent pieces of theory and evidence
about SRI performance are consistent with an SRketahat compriseboth values-driven
and profit-seeking investors.

The shunned-stock hypothesis predicts that sociedigtroversial stocks trade at
relatively lower prices because they are shunneddbyes-driven investors who refuse to
hold stocks that are inconsistent with, e.g., datiend personal values, even at the cost of
lower financial return. We conclude that these gtoes appear to be large enough in number
and sufficiently agree on a set of values that shapestment decisions and which can affect
supply and demand for securities. Specificallyséhavestors form a subset of a larger SRI
movement and their non-pecuniary needs are metdnbset of all available SRI practices.
Based on a common thread that runs through diffeteands of the SRI literature, we derive
that the non-pecuniary goals of the values-drivegneent are served by sin and ethical SRI
screens. This stylized fact makes it possible ¢émiidly in isolation the effect of values-driven
investors on asset prices. Stocks that investarglasing these types of screens have earned

anomalously positive returns, consistent with thedltions of shunned-stock hypothesis.

The errors-in-expectations hypothesis predicts ts&®l can deliver superior
performance because the market systematically valles the importance of CSR in
influencing the firm’s expected future cash flowlhere is also evidence that stocks of
companies with positive scores on environmental sodal issues outperform companies
with low scores over specific periods, which supgdhe errors-in-expectations hypothesis.
As for specific criteria, most studies suggest thasitive screens regarding environmental
and social issues have been relevant in achielongranal returns. There have been periods
during which eco-efficient companies earned supeisik-adjusted returns, but this evidence
should be weighed against more recent studiesf#ilato find such superior returns on
environmentally responsible portfolios in recenange More pervasive evidence suggests that
the market did not fully value information relateml employee satisfaction. There is much

scope for additional research that investigatesg@iRfolios in non-U.S. markets.

In an empirical analysis over the period 1992-2@@Bexamine the performance of
values-driven and profit-seeking SRI over time. fivid that a portfolio composed of shunned
stocks earns consistently positive and constanorafal returns of about 2.60% annually,
indicating the pervasive nature of values-driveresiments. In contrast, a portfolio of stocks

with high scores on employee relations shows degjinbnormal returns ranging from 5.62%
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until 2.81%. This indicates that investors imprakeir ability to measure the effects of CSR

practices on the fundamental value of the firm.

Because the shunned-stock effect and the erroggpectations appear to pertain to
different forms of SRI, they could cancel out wHeRI involves a hybrid of exclusionary
screens and positive criteria, as is often the capeactice. This “no net-effect” is evidenced
in studies on SRI mutual funds, which largely agiest SRI funds and conventional funds
earn similar risk-adjusted returns.

The insights that we obtain from these studies haveumber of interesting

implications for future research and investmeniqyol

First, this paper makes a case for acknowledgireg thotives among socially
responsible investors differ, and emphasizes tlfirent views of SRI are complementary.
This rethinking of the SRI movement begs the qoestvhether SRI should be used as the
sole term for describing investors who integrateiaoresponsibility issues into their
investment decisions. We also suggest that a bosakdf SRI by type of screen and social
responsibility criterion yields a useful segmemtatof socially responsible investors based on
their pecuniary and non-pecuniary motivations. HBaeantage of this type of investment-
specific segmentation compared to other common eetation variables, such as gender and
age, is that it allows researchers to examine venetalues affect asset prices.

Second, we hasten to note that although the mmiédsional character of SRI allows
different views about SRI performance to co-exusthie short run, it is questionable whether
they will co-exist in the long-run. Economic logalls us that errors in investors’ expectations
are temporary, whereas investors’ concerns foresland societal norms are unlikely to
disappear. Our empirical analysis of the returnssoaially responsible and controversial
portfolios over time supports this prediction. Whitypes of values underlie the influence of
values-driven investors on asset prices is anasterg empirical question that calls for more

research.

Third, the prevalence of values-driven investorthimlong run highlights the need for
research that rethinks the role of values in innestt management. The growing evidence
that non-pecuniary characteristics matter to irorsstreates new challenges for investment
policy and regulation. Research that explains hovestment vehicles can adequately meet

the various non-pecuniary needs of investors, pbssit the expense of a lower financial
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return, is still in an embryonic stage. Moreoveany investors with fiduciary responsibilities
are confronted with the question whether valuegnalvith "prudent-investor rules” that
regard financial return as primary responsibilitfyich is a problem that could be of interest

to regulators.
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Table 1. Surveyson SRI among individual investors
Study Sample Willing to sacrifice return

Yes No Comment

Survey/conjoint analysis

Rosen, Sandler, and Shani 1493 investors in 2 U.S. SRI funds X Socially @sgble investors are younger, better educatedirad involved with

(1991) “avoidance” issues than with “affirmative” (posigresponsibility issues. Of six
SRI categories, they most frequently mentioned eorxcfor environmental and
labor relations issues. Respondents tend to alga¢é¢hey expect socially
responsible investments to pay off as well as diygs of investments.

Beal and Goyen (1998) 318 employees/members of 2 X Decision to invest is more motivated by envir@mtal feature than by financial
Australian organizations return of investment. Female, more highly educaded,older investors are more
likely to be environmentally responsible.

Vyvyan, NG, and Brimble 318 employees and members of 2 X Investors with environmentally most (least) aetattitudes rate environmental

(2007) Australian organizations features of a fund highest (lowest) and finan@alim moderately (more) important.
But actual investment preferences show that mesfsiors are concerned with
wealth maximization. Still, shunning tobacco, alalhland gambling has a
reasonable degree of importance according to ink&sttility ranks.

Nilsson (2009) 563 investors in SRI funds X X |dBes three investor segments: those primarily eoned about profit, those
primarily concerned about social responsibility #mose concerned about both
issues.

Lewis and Mackenzie (2000) 1146 investors of 2 W&Kical X 40 percent of social investors believe SRI eéoner return than conventional

trusts peers, and many are price inelastic for financissés.

Interviews

Lewis and Webley (1994) 100 people and 84 students X Green attitudes enhance positive attitude tq B&linvestors do not appear willing

to accept sacrificing return that could be generateconventional investments.

Mackenzie and Lewis (1999) 20 interviews X X Suggésat only people who invest "surplus" moneyaghty are willing to
sacrifice return.
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Table 2. Behavior of socially responsible investorsderived from institutional owner ship and mutual fund flows.

Study Sample Willing to sacrificereturn

Yes No Comment

Ownership analysis
Graves and Waddock (1994) 430 U.S. firms in 1991

Johnson and Greening (1999) 286 U.S. firms in 1993 -

Neubaum and Zahra (2006) 357 U.S. firms in 1995 -
and 383 firms in 2000

Hong and Kacperczyk (2009) 193 U.S. firms in "sin" X
industries

Mutual fund flows

Bollen (2007) 205 U.S. SRI funds and X
matched sample of
conventional funds

Benson and Humphreys (2008) 144 U.S. SRI funds anX
4449 conventional funds

Renneboog et al. (2009) 410 equity mutual fundX
in 21 countries

CSR relates positively to the number of instdans holding shares of the
company.

Firms’ scores regarding people (diversity, cammity, employees) and product
quality (product and environment) are positivellated to institutional
ownership but unrelated to mutual fund and investrbank ownership.

Composite CSR score based on KLD (diversitynewnity, employees, product
quality, and environment) is positively relatedrstitutional ownership but
unrelated to mutual fund and investment bank ovners

Sin stocks are held in smaller proportions bylmupension funds compared to
conventional stocks, but not in smaller proportibgsnutual and hedge funds.

The monthly volatility of investor cash flowsl@swer in SRI funds than
conventional funds. Flows into SRI funds are m@msgive to lagged positive
returns than flows into conventional funds, andlouts from SRI funds are less
sensitive to lagged negative returns.

SRI fund flow is less sensitive to returns tltamventional fund flow, but unlike
Bollen (2007), differences in the response to gaad poor performance are not
found. Also, SRI investors are more likely to reasvin funds they already own.

Consistent with investors deriving non-finanaiglity from SRI, SRI fund flows
are less related to past fund returns. Ethical mankess sensitive to past
negative returns than conventional fund flows, esby when funds adopt
sin/ethical screens.
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Table 3. Studies on the performance of socially controversial stock portfolios

Study Region and Period Tobacco Alcoh®aming WeaponsNuclear Biotech Adult Alpha

Hong and Kacperzyk (2009) U.S. X X X X Positive
1926-2006

Kempf and Osthoff (2007) U.S. X X X X X Positive
1991-2004 (non-significant)

Statman and Glushkov (2009) U.S. X X X X X Positive
1992-2007 (non-significant)

Salaber (2007) Europe X X X Positive
1975-2006

Fabozzi et al. (2009) 21 countries X X X X X X X Positive
1970-2007

Visaltanachoti et al. (2009) China X X X Positive
1975-2006
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Table 4. Studies on the performance of portfolios formed using environmental and social responsibility factors.

Human
Study Region and period Environment Employ@arersity Rights Community Product Governance
Panel A: Studies on Environmental & Social SRI€iét in the U.S. Market
Derwall et al. (2005) 1995-2003 P
Kempf and Osthoff (2007) 1991-2004 P P PINS PINS P N/NS
Statman and Glushkov (2009) 1992-2007 NS P NS N/NS P/NS NS N/NS
Edmans (2009) 1984-2006 P
Galema et al. (2008) 1992-2006 NS PINS NS NS PINS S N NS
Panel B: Studies on Environmental & Social SRI &€t in non-U.S. Markets
V/d Velde et al. (2005) E.M.U., 2000-2003 NS NS SN NS NS
Brammer et al. (2006) U.K., 2002-2005 NS NS NS

Note: “P” indicates the study suggests a positalation between the corporate social responsibiigasure and abnormal stock return, “N”
indicates a negative relation, and “NS” suggestsasignificant” relation.
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Table5b. Studies on SRl Mutual Funds

Study Region and # SRI (peer) Results
Period Funds
Bauer et al. (2005) Uu.S., UK, 103 SRI funds and conventional funds differed in teohstyle but produced similar alphas,
Germany (309) in aggregate. SRI funds did deliver lower alphaatbanventional funds in the early 90s
1990-2001 but then caught up with conventional funds.
Bauer et al. (2006) Australia 35 Australian SRI and conventional funds had diffeiemestment styles but produced
1994-2003 (291) similar alphas, in aggregate. Domestic (but narimational) SRI funds had lower
alphas during the 1992-1996 period but later caughwith conventional funds.
Bauer et al. (2007) Canada 8 Canadian SRI and conventional funds earn similarad, in aggregate. Style
1994-2003 (267) differences between SRI and conventional fundsaraler compared to earlier studies.
Barnett and U.S. 61 Concludes that losses due to poor diversificatrenoéfset by better security selection
Salomon (2006) 1972-2000 ) as screening intensifies. When the number of seremmeases, alpha declines at first,
but rebounds as number of screens reaches a maximum
Renneboog et al. 17 countries 463 European and Asian SRI funds, mainly internatignatlented, underperform domestic
(2008a) 1991-2003 (16036)  factor models, but SRI funds do not underperformveational funds in most countries.
Gregory and U.K. 32 SRI funds and conventional funds produce similphas. Short-term fund performance
Whittaker (2007) 1989-2002 (160) persists more within the SRI fund universe thatheaconventional fund universe.
Geczy et al. (2006) U.S. 35 “SRI constraint” on optimal fund investment is sainificant for an investor who rules
1963-2001 (894) out skilled fund management and who believes ifdA@M, but is material when the

investor believes in multifactor models. The coaisiris large (1.5 percent per month)
for investors with strong beliefs in stock picking.

39



Table 6. Summary statistics: shunned-stock portfolio and strong employee-relations portfolio

Portfolio Annualized Statistics Maximum  Minimum  Avg. # stocks

Mean Return St. Dev.  Sharpe

Shunned Stocks 11.72% 15.80% 0.51 11.58% -20.23% 9 12

Strong Employee Relations 9.19% 18.15% 0.31 11.86%17.22% 54

Reported are the mean annualized return, the amadastandard deviation of return, the annualized
Sharpe ratio, the highest and lowest return obsdeirve month, and the average number of stocks for,
respectively, the shunned-stock portfolio and argfremployee-relations portfolio. The shunned-stock
portfolio is formed annually based on KLD’s list fims involved in controversial business practices
The strong employee-relations portfolio comprides top 30 percent of firms ranked according to an
employee-relations score, which is based on “stherigand “weaknesses” indicators from KLD’s
“employee relations” category. All statistics capend to the period 1992-2008.
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Table 7. Performance of shunned-stock portfolio and strong employee-relations portfolio

Portfolio Annual Abnormal Return Full-Sample Factoadings
1992-2002 1992-2004 1992-2006  1992-2008 Rm-Rf SMB HML MOM
Shunned stocks 2.86% * 2.58% * 2.67%* 2.64% ** 0.93 *** -0.10 ** 0.02 -0.09 ***
(0.08) (0.09) (0.05) (0.03) (0.00) (0.02) (0.71) (0.00)
Strong Employee Relations 5.62% * 455% * 942 2.81% 1.04 *** -0.11 -0.20 *** -0.01
(0.07) (0.09) (0.23) (0.20) (0.00) (0.12) (0.01) (0.88)

We regress, respectively, the value-weighted mgniturns of a shunned-stock portfolio and thosea strong employee-relations
portfolio (in excess of the Ibbotson 30-day T-bdte) on a constant, the Fama-French (1993) facois a momentum factor similar
to Carhart’s (1997). We run these regressions basdbe full sample period 1992-2008, and basedutssamples (1992-2002, 1992-
2004, and 1992-2006). Reported are annualized s\ljgih@ang with p-values in parentheses.

* Significant at 10% level;** at 5% level; *** at % level.
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