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Overview

• ESG/CSR/SRI concepts
• The terminology of ESG
• Different views regarding CSR activities
• Industry perspectives on ESG
• Empirical evidence on the relation between CSR and firm value
• The neglected-stock effect: “sin” stocks



 ESG: Environmental, Social and Governance

 CSR: Corporate Social Responsibility

 SRI: Sustainably Responsible Investing or Socially Responsible 
Investing

What is ESG/CSR/SRI?



Kofi Annan, Secretary-General, United Nations

2000 – started the UN Global Compact, which promotes responsible
business practices and UN values among the global business community
and the UN System

 2004 – wrote to the CEOs of 55 of the world’s leading financial 
institutions inviting them to better integrate environmental, social and 
governance issues in analysis, asset management and securities 
brokerage. 

2005 – The 2005 resulting report “Who Cares Wins 2005 Conference 
Report: Investing for Long-Term Value” coined the term ESG

Beginning of ESG terminology



Mainstreaming of ESG

 “We made it clear to active asset managers that ESG integration is 
now analysed and evaluated as part of the investment process”

—Hiromichi Mizuno, Chief Investment Officer of GPIF, Sep 2019

 In the US, $11.6 trillion (about 25% of all funds) apply ESG criteria
 Amundi pledged to make its portfolio 100% ESG oriented by 2021
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Shareholder view

Corporate profits
and
environmental and social responsibility
are
incompatible.



 Milton Friedman (1970, The New York Times Magazine). 
The Social Responsibility of Business is to Increase its 
Profits. 

“In a free-enterprise, private-property system, a corporate 
executive is an employee of the owners of the business. He 
has direct responsibility to his employers. That responsibility 
is to conduct the business in accordance with their desires, 
which generally will be to make as much money as possible 
while conforming to their basic rules of the society, both 
those embodied in law and those embodied in ethical 
custom.”



Stakeholder view

Sustainable corporate profits
require
social and environmental responsibility 



 Purpose & Profit (2019)
“Profits are in no way inconsistent with purpose – in fact, profits and purpose 
are inextricably linked. Profits are essential if a company is to effectively 
serve all of its stakeholders over time – not only shareholders, but also 
employees, customers, and communities. Similarly, when a company truly 
understands and expresses its purpose, it functions with the focus and 
strategic discipline that drive long-term profitability.” 

“In the years to come, the sentiments of these generations will drive not only 
their decisions as employees but also as investors, with the world undergoing 
the largest transfer of wealth in history: $24 trillion from baby boomers to 
millennials. As wealth shifts and investing preferences change, 
environmental, social, and governance issues will be increasingly material to 
corporate valuations.”

Larry Fink’s Annual Letter to CEOs





The purpose of a corporation



 Hart and Zingales (2017, Journal of Law, Finance, and 
Accounting). Companies Should Maximize Shareholder Welfare 
Not Market Value. 

– Friedman argued against CSR, but he was thinking of 
charitable contributions, where money-making and social 
activities are separable: a company has no comparative 
advantage in undertaking them.

– His conclusion is no longer valid if money-making and 
ethical activities are inseparable.

From theory perspective



 Hart and Zingales (2017, Journal of Law, Finance, and 
Accounting). Companies Should Maximize Shareholder Welfare 
Not Market Value. 

– Consider whether a company that can (legally) make a profit by 
polluting a lake should do so. Friedman’s argument again fails: the 
cost of cleaning up the lake may far exceed the foregone profit 
from not polluting the lake in first place.

From theory perspective



From the investment perspective

Long

Short

Neutral

The firms show commitment to ESG goals 
– in line with ESG investing 

Investors would not want to invest in firms 
that do not maximize shareholder wealth

Clever marketing – nothing will change



“Sustainable investing is an investment approach that considers 
environmental, social and governance (ESG) factors in portfolio selection 
and management.” – Global Sustainable Investment Alliance
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Whether it pays or not – Money is piling in



Mutual fund flows 
before and after 
Morningstar started 
publishing fund 
sustainability ratings 
in March 2016.

Source: Hartzmark and Sussman 
(2019) Do investors value 
sustainability? A natural experiment 
examining ranking and fund flows. 
Journal of Finance. 

Investors respond to sustainability ratings



Various facets of ESG investing

Negative
exclusion

ESG 
integration

Active 
engagement

Impact 
investing



 In an efficient market, stocks are fairly priced and all the 
costs and/or benefits of corporate actions towards ESG are 
incorporated in the share prices.

In an efficient market, ESG investing



 Short-termism – companies with a long-term vision are 
undervalue.

 Notion:
– ESG efforts only pay off in the long-run.
– ESG efforts lead to the creation of an intangible asset, which 

the market does not full appreciate in the short-run.

In an inefficient market, ESG investing



 US companies with high sustainability policies outperformed a 
matching sample over the period 1993-2010.

Evidence on sustainability
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 US companies ranked in the annual list of “100 Best 
Companies to Work For in America” earned excess returns 
over the period 1984-2009.

Evidence on employee well-being
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 CSR is endogenous with respect to financial performance. 

 That is, a firm’s decision to engage in CSR activities likely 
correlated with unobservable firm characteristics that may also 
affect firm financial performance.

– “it could be that companies engage in CSR because they 
are more profitable or expect their future profitability to be 
higher.”

– “it could be that CEOs who implement long-term CSR 
strategies are also those who are more likely to perform well 
(e.g., since they are more talented).”

The limitations of those studies



 CSR proposals that pass or fail by a small margin of votes, i.e., 
“close call” proposals.

 The passage of such “close call” proposal leads to positive 
announcement returns.

Evidence on the relation between CSR and financial performance

Source: Flammer (2015) Does corporate social 
responsibility lead to superior financial performance? A 
regression discontinuity approach. Management Science.



 ESG investing buys an insurance policy against tail events.

 Notion:
– The crises resulted in a breakdown of trust in companies, 

markets, and institutions.
– CSR investments create social capital, which serves as 

trust-building mechanism among all stakeholders in the firm.

 “During the 2008–2009 financial crisis, firms with high social 
capital, as measured by corporate social responsibility (CSR) 
intensity, had stock returns that were four to seven percentage 
points higher than firms with low social capital.”

Trust and social capital: during the financial crisis 

Source: Lins, Servaes and Tamayo(2017). 
Social capital, trust, and firm performance: The 
value of corporate social responsibility during 
the financial crisis. Journal of Finance.



 High-CSR firms experienced higher profitability, growth, and sales 
relative to low-CSR firms.

 An increase in CSR of one-standard-deviation is associated with:

 Channels: 
– The willingness of customers to continue supporting high-CSR firms
– Employee productivity 

Trust and social capital: during the financial crisis

Source: Lins, Servaes and Tamayo (JF, 2017).

Operating return on assets                        +0.30%     

Gross margin                                             +0.60%     

Sales growth                                              +2.55%     

Sales per employee                                    +14k     



 Returns to a long-short portfolio of food companies located in 
countries with negative long-term trends in droughts versus 
positive long-term trends in droughts in 1985-2014.

Food companies located in countries with more droughts

Source: Hong, Li and Xu 
(2019) Climate risks and 
market efficiency. Journal of 
Econometrics.



 2152 engagements focused on 613 public firms between 1999 and 
2009 by a large institutional investor.
– 1252 ES engagements
– 900 CG engagements

Evidence on ESG activism

Source: Dimson, Karakas and 
Li (2015) Active ownership. 
Review of Financial Studies.



 Only two types of successful ESG activism led to significant 
abnormal returns.

Evidence on ESG activism

Source: Dimson, Karakas and 
Li (2015) Active ownership. 
Review of Financial Studies.



 An increase in CSR of one-standard-deviation is associated 
with:

Evidence in the bond markets

Source: Amiraslani, Lins, Servaes and Tamayo (2019) The bond 
market benefits of corporate social capital. Working paper.
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Corporate green bonds

Source: Flammer (2020) Corporate green bonds. Journal of 
Financial economics forthcoming. 



 Corporate green bonds have become more prevalent over time, 
especially in industries where the environment is financially materials 
to firm operation(utilities, renewable energy).

 Investors respond positively to the issuance announcement, 
especially stronger for bonds certified by third parties.

 The issuers improve their environmental performance post issuance 
(higher environmental ratings and lower CO2 emissions), and
experience an increase in ownership by long-term and green 
investors.

Corporate green bonds

Source: Flammer (2020) Corporate green bonds. Journal of 
Financial economics forthcoming. 



 Realised returns versus expected returns 
– Can we expect these results to continue in the future?
– With learning by firms and markets, opportunities to exploit 

inefficiencies and for activism will likely be reduced.

 How about the neglected-firm effects?

Caveats 



 If investors start or keep avoiding “sin stocks”, their values will 
be depressed, yielding higher returns than predicted by 
traditional asset pricing models.
– Assuming there are some limits by arbitrage

 Goes back to arguments made by Robert Merton in 1987 in his 
presidential address to the American Finance Association.

The neglected-firm effect

Source: Robert Merton (1987)  
A simple model of capital 
market equilibrium with 
incomplete information. 
Journal of Finance. 



 Sin stocks are neglected ones

 They have 4.5% lower institutional ownership in 1980-2006

Sin stocks: tobacco, alcohol and gaming

Source: Hong and Kacperczyk (2009). The 
price of sin: The effects of social norms on 
market. Journal of Financial Economics.
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Sin stocks: tobacco, alcohol and gaming

Source: Hong and Kacperczyk (2009). The 
price of sin: The effects of social norms on 
market. Journal of Financial Economics.

 Sin stocks are neglected ones

 They have higher returns
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