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Investor Tastes, Corporate Behavior and Stock Returns: An Analysis of Corporate Social
Responsibility

Abstract

Utilizing the revealed preference of institutions, we classify institutions into socially responsible
institutions (SRI) and non-socially-responsible institutions (NSRI) by the value weighted Corporate
Social Responsibility (CSR) scores of their portfolio holdings. Stocks that experience an increase in
SRI ownership (SRIO) tend to increase CSR, especially for those with high current CSR. We also find
that increased SRI holdings are associated with negative excess stock returns when the SRI holding
information first becomes public, which is consistent with the hypothesis that an anticipated increase
in CSR harms shareholders. Our evidence also reveals important differences between hedge funds and
other institutional investors. In particular, we find that hedge funds are less likely to be classified as
SRI, and that hedge fund holdings tend to be associated with lower CSR growth even when they are
classified as SRI.
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1. Introduction

There is a large and growing literature that examines how institutional investors evaluate and
influence corporations.t The premise of most of this literature is that institutions encourage firms to
make value-enhancing choices. However, a number of institutions also attempt to influence the social
responsibility of the firms in which they invest. Indeed, according to the US Social Investment Forum,
$6.57 trillion in assets, or over 17.8% of total investment assets, were managed using Socially
Responsible Investing guidelines at the beginning of 2014, and a global survey by the CFA institute
(2015) found that 73% of portfolio managers and research analysts consider environmental, social, and
governance issues during investment analyses and decisions.

This paper is part of a large and growing literature that examines whether the recent increase in
socially responsible investing and corporate social responsibility (CSR) activities help or hurt
shareholders. It is convenient to divide this literature into two types of papers. The first type
examines how social responsibility contributes to corporate profitability, i.e., how firms can do well
by doing good. For example, Dimson, Karakas, and Li (2015) suggest that firms that benefit more
from a favorable reputation tend to have higher CSR scores and Cahan, Chen, Chen, and Nguyen (2015)
find that socially responsible firms have a more positive media image. There is also evidence of
tangible benefits associated with the better reputations. For example, Hong and Liskovich (2015) find
that firms prosecuted for bribery pay lower fines if they have high CSR ratings, Werner (2015) provides
evidence that firms with higher KLD ratings tend to have greater access to Congress and Deng, Kang

and Low (2013) show that higher CSR helps firms shorten the time involved in the merger and

1 See Gompers and Metrick (2001) and Sias, Starks, and Titman (2006) for evidence on the relation between institutional ownership
and future stock returns and Karpoff (2001) and Gillan and Starks (2007) for a review of the literature on institutional activism.



acquisition process and achieve greater post-merger operating performance. More recently, Lins,
Servaes and Tamayo (2017) find that because of their better reputations, firms that entered the crisis
period with high CSR ratings have significantly higher crisis-period stock returns than those that
entered it with low CSR ratings.

The second type of study considers the possibility that firms and portfolio managers put too much
weight (relative to value-maximization) on social responsibility, implying that marginal increases in
CSR are value destroying. To a large extent, this literature is mixed. Flammer (2015) finds that the
adoption of CSR proposals leads to positive announcement returns, and Dhaliwal, Li, Tsang and Yang
(2011) document a drop in cost of capital after firms voluntarily disclose CSR activities. In contrast,
Di Giuli and Kostovetsky (2014) show that increases in CSR ratings are associated with negative future
stock returns and Kriiger (2015) show that investors respond negatively to both positive and negative
CSR news. In addition, Fernando, Sharfman and Uysal (2016) show that firms investing in greenness
beyond legal limits in corporate environmental policies tend to have lower Tobin’s Q.

Empirically measuring the extent to which CSR activities go beyond the level prescribed by value-
maximization is challenging for a number of reasons. For example, it is difficult to distinguish between
returns that arise in response to CSR activities (i.e., the stock price reaction effect) and the effect of
CSR activities on required rates of return. This challenge is further complicated by uncertainty about
the timing of CSR policy changes. Kinder, Lyndenberg, and Domini (KLD) STATS, the most popular
CSR database, reports CSR scores only once a year and does not disclose the CSR policy change date
or the ratings release date.> Moreover, the endogeneity of CSR policy choices causes an inference

problem if firms feel that they can afford the luxury of adopting strong CSR policies when their

2 However, some of this information can be inferred from KLD Socrates. See Kriiger (2015) for more information.



businesses are otherwise performing well. Similarly, CSR activities may be higher when firms are less
financially constrained.?

This paper provides a unique strategy for identifying the valuation and performance effects of
social responsibility. To understand our strategy it is useful to think in terms of two types of firms: the
sole objective of the first type is to maximize firm value, while the second type has a broader agenda
that includes social responsibility in its objective function.* Similarly, consider two types of
institutional investors. The sole objective of the first type, which we refer to as the not socially
responsible investor, NSRI, is to maximize portfolio performance. In contrast, the second type, the
socially responsible investor, SRI, has a broader objective that also includes social responsibility. Since
the first type cares only about cash flows, the market will react favorably when it is revealed that this
type of investor accumulates the shares of a firm. However, since the socially responsible investor has
a preference for social responsibility as well as cash flows, the market need not react favorably when
it is revealed that this type of investor has accumulated a firm’s shares. Indeed, if on the margin
increased CSR expenditures have negative NPVs, then a firm’s stock price may respond negatively to
the revelation that SRIs have accumulated its shares.

To test these hypotheses, we use a combination of the KLD data and the portfolio holdings of

institutional investors. We depart from the existing literature, which focuses mainly on institutions that

3 Hong, Kubik, and Scheinkman (2012) show that during the “Internet bubble” period, when firms’ financial constraints were less
binding, that previously constrained firms increased their CSR activities. Cheng, Hong and Shue (2016) examine the 2003 decline in the
tax on dividends, which resulted in greater payouts and reductions in CSR spending, and concluded that CSR spending is at least partly
due to agency issues. Masulis and Reza (2014) look explicitly at corporate philanthropy, and provide evidence that the tendency of
some managers to give away corporate resources is greater when they are less constrained. It should be noted that this evidence does not
imply that engaging in CSR is a sign of poor governance. Indeed, Ferrell, Liang and Renneboog (2016) find that well-governed firms,
as represented by less cash hoarding and higher payouts, are more likely to have higher CSR ratings.

4 A number of papers in this literature, e.g., Kriiger (2015) and Brandon and Kriiger (2017) refer to this broader agenda as an agency
problem, because the manager makes choices that are self-serving or do not necessarily maximize shareholder value. However, the
managers making the CSR choices do not necessarily personally benefit from these choices, so we prefer to avoid this terminology.



identify themselves as SRI, and rely on the revealed preference of the institutions.® Specifically, we
rank institutional investors by the weighted corporate social responsibility scores of their portfolio
holdings, as measured by the scores reported in the KLD STATS database. The institutions ranked
among the top half of the weighted score are classified as SRI and the bottom half are classified as Not
Socially Responsible Investors (NSRI). Based on these classifications, we calculate the ownership
percentage by SRIs (SRIO) at the stock level and examine its ability to capture future CSR behavior.®

We find SRI and NSRI are persistent fund characteristics — funds that are classified as SRI or
NSRI in one quarter tend to be classified as such in future quarters. More importantly, firms that are
held more by SRIs tend to have higher KLD scores in the future. One interpretation of this finding is
that the revealed preferences of SRIs provide information about CSR activities not contained in the
most recent KLD scores. This is plausible given that our revealed preference scores are measured
quarterly, while KLD scores are released annually on unspecified dates. Moreover, KLD scores are
based mainly on past behavior, whereas the holdings of SRIs also reflect future expectations. Indeed,
socially responsible investors often try to influence CSR choices, so their holdings may both cause and
predict future KLD scores. Hence, changes in SRI holdings are likely to provide a much better proxy
for expected changes in CSR activities than changes in KLD scores. Moreover, if the SRIs have no
private information other than information about future CSR activities then this proxy should only be

associated with stock returns if CSR activities influence firm values.

5 In addition to these self-identified SRI funds being a relatively small part of the sample, anecdotal evidence suggests that funds that
claim to be SRIs do not necessarily hold high CSR stocks. For example, on August 16 2016 a major newspaper in UK Independent
featured a story with the headline “The ‘ethical’ investment funds pumping millions into oil firms and big tobacco.” Morningstar
launched Morningstar Sustainability Ratings in September 2016 which provides independent ratings on a much larger sample of firms.
These ratings, which measure how well a mutual fund’s holdings are managing their environmental, social, and governance risks and
opportunities relative to their Morningstar Category peers, uses a methodology that is very similar to ours.

6 Morningstar launched Morningstar Sustainability Ratings in September 2016. These ratings, which measure how well a mutual fund’s
holdings are managing their environmental, social, and governance risks and opportunities relative to their Morningstar Category peers
uses a methodology that is very similar to ours.



To learn more about the distinction between SRIs and NSRIs, we divide our sample of institutions
into hedge funds and non-hedge funds. Consistent with the belief that hedge funds tend to value social
issues less than other investors, we find that hedge funds are less likely to be classified as SRIs. We
also find that higher hedge fund holdings tend to be associated with lower CSR growth, even for hedge
funds that are classified as SRIs, which provides further support for our prior beliefs about hedge fund
incentives.

Having established a relationship between SRI holdings and future changes in CSR activities, the
next step in our analysis is essentially an event study. Specifically, we estimate regressions that control
for firm characteristics that are associated with excess returns (e.g., book-to-market ratios, size,
momentum, etc.), and examine how stock prices react when SRI holdings are revealed. Our regressions
find a very significant negative relation between stock returns and the changes in SRI holdings revealed
in that quarter. When we separately divide the sample into hedge funds and non-hedge funds we find
that the negative relation exists only in the non-hedge fund sample, which is consistent with our earlier
observation that hedge fund SRI holdings do not predict positive changes in CSR activity. Moreover,
when we look at monthly returns, most of the excess returns are generated in the second month of each
calendar quarter, which is when the previous quarter’s holdings are typically revealed. Under our
maintained assumption that SRIs do not have private firm specific information other than information
about CSR, this evidence indicates that higher CSR activities tend to have a negative effect on stock
prices.

As we mentioned at the outset, the literature on socially responsible investing is quite large. Our
focus is especially close to Di Giuli, and Kostovetsky (2014), which makes a number of contributions.

Most notably, they show that the tendency of corporate managers to prefer CSR can be viewed as an



individual trait, correlated with political preferences. Their evidence directly supports the notion that
managers often make CSR choices that depart from value-maximization and reflect a broader agenda.
They also provide evidence of a negative relation between stock returns and lagged changes in KLD
scores, which is consistent with our evidence that stock prices react negatively to the revelation that
SRI shareholders have accumulated a firm’s shares.

Arecent paper by Kriiger (2015) examines how stock returns respond to CSR announcements. He
finds that stock prices respond negatively to both positive and negative CSR events. The negative
response to negative events is not particularly surprising since at least some of the events expose the
firm to legal liabilities and others provide potentially unfavorable information about the firm’s
governance. The negative reactions to positive CSR events may, however, provide information
consistent with firms overinvesting in CSR. Like Kriger (2015), our experimental design can be
viewed as an event study. However, rather than looking directly at CSR announcements, we look at
announced portfolio choices, which indirectly convey information about future CSR choices. Relative
to Kriiger (2015) our experimental design is less direct, however, because we have substantially more
observations our tests have more power, and indeed, we find much stronger results.

There is also a growing literature that links institutional investor holdings to CSR. Fernando,
Sharfman and Uysal (2016) focus on the environmental aspect of CSR and find that although
institutional investors tend to avoid stocks with high environmental risk exposure (toxic firms), they
also tend to avoid investing in firms that go beyond legally mandated investments in clean technology
and renewable energy sources (green firms). Another recent study by Chen, Dong and Lin (2016)
establish a causal link between higher institutional ownership and CSR activities by using the Russell

reconstitution as an exogenous shock to a firm’s institutional ownership. Our research is also close to



the research that links the type of institutional ownership to CSR. For example, Dyck, Lins, Roth, and
Wagner (2016) examine economic and social (E&S) aspects of CSR performance and find pension
plan ownership has the greatest positive impact on E&S scores, while hedge fund investment is
actually negatively associated with E&S scores. In addition, Brandon and Kriiger (2017) show that
institutions with longer investment horizons hold firms with higher CSR. We also find that different
types of investors make different CSR investment choices, and hedge funds, in particular, tend to invest
less in high CSR firms.’

Our research also complements the hedge fund literature that suggests that hedge funds tend to
outperform other institutional investors.® Our evidence indicates that excess returns are positive in
quarters when increased holdings by hedge funds are revealed, but these excess returns are lower when
the increased holdings are associated with hedge funds that we classify as SRIs. While this evidence
is not definitive, it suggests that the superior performance of hedge funds may be due in part to their
greater focus on generating excess returns, which is in contrast to other institutional investors that have
broader objectives.

The rest of paper is organized as follows. Section 2 describes the data and methods to calculate
the key variables and provides some summary statistics. Section 3 presents the main empirical results.

Section 4 concludes the paper.

7 Other papers in this literature also explore individual channels through which institutional investors may get involved in changing
CSR policies of U.S. firms, such as CSR shareholder proposals and voting (Del Guercio and Tran (2012)) and private engagements on
CSR issues (Dimson, Karakas, and Li (2015)).

8 See Agarwal, Mullally, and Naik (2015) for a review of the hedge fund literature. Swem (2017) provides further information about
how hedge funds generate superior performance. Specifically, he finds that hedge fund trades tend to anticipate analyst upgrade and
downgrade reports, while mutual funds tend to trade after the analyst reports are released.



2. Data

2.1. Data and Sample

Our sample includes quarterly institutional holdings for all common stocks traded on NYSE,
AMEX, and NASDAQ from the first quarter of 1980 to the fourth quarter of 2013. This data, obtained
from Thomson Financial, come from the Securities and Exchange Commission (SEC) Form 13-F,
which must be filed by all U.S. institutions with over $100 million in assets. Institutional ownership
for each stock is defined as the number of shares held by institutional investors divided by the total
number of shares outstanding.® The stock price, stock return, shares outstanding, and turnover are
from the Center for Research in Security Prices (CRSP) monthly database. The book value of equity,
total assets, and cash dividends are from COMPUSTAT.

The subsample of institutions that are classified as hedge funds are identified in the Swem (2017)
study. Specifically, the funds are identified by manually matching over 2,500 hedge fund names listed
in the FactSet LionShares holdings data from 2004-2015 against each of the over 14,000 names of 13-
F filings institutions from the Thomson Reuters S34 file over the same period.°

Corporate social responsibility data is from the Kinder, Lyndenberg, and Domini (KLD) STATS
database. KLD annually reports approximately 80 indicators of corporate social responsibility that
cover seven major areas that include strengths and concerns about Community, Corporate Governance,
Diversity, Employee Relations, Environment, Human Rights, and Product issues.! KLD provides
CSR data starting in 1991 with a sample of about 650 firms that are in either the S&P 500 or Domini
400 Social Index. In 2003, KLD added full coverage of the Russell 3000, increasing their coverage to

about 3100 firms. Because our analysis requires a broad cross-section of firms and available

9 The observations with total institutional ownership greater than 100% are deleted.
10 See Swem (2017) for further details. We thank Nathan Swem for generously sharing his data.
11 Details of the KLD strength indicators are presented in the appendix B.



information about future changes in KLD scores, our sample starts in 2003 and ends in 2013.%2

Our focus is on the KLD strength scores, because we are primarily interested in the behavior of
funds that are attracted to socially responsible firms. The concerns are also likely to be informative,
but the concerns include a number of legal problems related to things like environmental damages,
anti-trust violations and contract disputes that could reflect bad management rather than a lack of social
responsibility. Furthermore, Dimson, Karakas and Li (2015) and Barko, Cremers and Renneboog
(2017) document that CSR activists often engage companies with environmental, social and
governance (ESG) concerns to pressure them to improve the ESG practices. If these firms are recorded
as having positive KLD concerns, CSR activists might be erroneously classified as NSRI if we base
our classification on a composite KLD score (strength score — concern score) rather than on just the
strength score. However, we have replicated our analysis using a composite score. The results are
similar, but a bit weaker.3

Henceforth, we will use CSR, KLD and KLD strength interchangeably. Appendix C reports the
number of KLD strength indicators, and the minimum, median and maximum strength scores for the
seven categories respectively. KLD strength ratings include 71 indicators. Although the median KLD
strength score is only 1, some firms have very high strength scores. The maximum KLD strength score
is 22 and the minimum score is 0 in our sample.

We plot the value of average KLD in our sample over the years in Figure 2. As the figure indicates,

2 Di Giuli and Kostovetsky (2014) examine the sample starting in 1991, when KLD initiated their coverage of corporate social
responsibility. The analysis in this paper does not require a broad cross-section, and because it is an earlier study, they have fewer years
of the broader post 2003 data. Our experimental design benefits from a broad cross-section of stocks that includes smaller companies
that tend to have more dispersion in KLD scores. We are particularly interested in identifying NSRIs, which invest in firms with zero or
small KLD scores, which are not common in the sample of S&P500 firms. A related consideration is that socially responsible investing
became much more popular after 2000. In any event, our results are similar when we extend our sample back to 1991, and when we
directly compare our results to the Di Giuli and Kostovetsky (2014) results we will account for differences in the sample.

13 The seven strength measures are all positively correlated, but many of the correlations are not particularly high. However, measures
of diversity, community relations, the environment, and employee relations are somewhat more correlated than the others, and these
individual measures are highly correlated with our composite measure.



average KLD scores have increased over time, which is consistent with the growing popularity of
social responsible investments we mentioned earlier. Interestingly, despite a generally upward trend,
KLD scores declined during the financial crisis in 2008 and 2009, which is consistent with the
hypothesis that corporate social responsibility is viewed as a luxury good, i.e., firms tend to increase

KLD scores when they are more profitable.

2.2. Socially-Responsible Institutional (SRI) Ownership Measures

We measure the taste for social responsibility (SR) of institutional investors by aggregating the
KLD ratings of the firms whose stocks they hold to determine the SR rating for each institution. Since
there is a strong positive relation between firm size and KLD ratings,* an institution’s SR rating is
strongly determined by the average size of the firms in the institution’s portfolio. To purge this size
effect, we use size-adjusted KLD ratings (4DKLD).®> Each quarter, we sort the stocks into 10 deciles
based on size and calculate the average KLD rating for each size decile. A firm’s size-adjusted KLD
rating is its raw KLD rating minus the average KLD rating of stocks in its decile.

Specifically, institutional social responsibility ratings (SR) are calculated as follows:

SRi,q = ZjEi (L)]‘qADKLD] (1)

where SR; , is the social responsibility rating for institution i at the end of quarter g, w;, isthe weight
of stock ;j in institution i’s portfolio at the end of quarter g, and ADKLD; is the size-adjusted social

responsibility strength rating for stock ; at the previous year end. Stocks with missing ratings are

14 The correlation between KLD and logsize is about 0.529 reported in Panel B of Table 1.

15 KLD scores are also correlated with industry affiliation. However, we chose not to industry adjust, because we want to classify
funds as socially responsible if they choose to avoid industries with firms that tend to have low CSR scores. We do, however, control
for industry fixed effects in our regressions that predict changes in KLD scores.

10



removed when calculating the institutional SR ratings. Each quarter, we divide institutions into two
groups based on their institutional SR ratings, those with above median SR are classified as SRIs and
those with below the median SR are classified as NSRIs*®.  Finally, for each stock in each quarter, we
measure the SRI (NSRI) ownership percentage as the number of shares held by SRIs (NSRIs) divided
by the total number of shares outstanding. We use this measure of SRI ownership as our forward-

looking measure of a firm’s expected social responsibility.

2.3. Control Variables

Our return regressions include controls for a number of characteristics that are associated with
expected stock returns. These include size, B/M, Age, Cash Dividend, Price, Turnover, Past Returns
(Rety-1.4, Rety-14-1), VOlatility, and an indicator of whether or not the stock is in the S&P 500. All
variables except institutional ownership, returns, and the S&P500 dummy are expressed in natural
logarithms.” In our CSR regressions, we control for factors that potentially affect firm CSR activities

such as assets size and past ROA.

2.4. Summary Statistics

Table 1 Panel A reports the time-series mean, median, standard deviation, minimum, and
maximum of the variables of the institutional ownership variables that we include in our regressions.
The average institutional ownership (Z0) is 67.168%, the ownership of SRI (SR/O) is 36.665% and

that of NSRI (NSRIO) is 30.503%. The quarterly change in total institutional ownership for each stock

16 Qur results remain similar when we define SRI (NSRI) as institutions whose SR is positive (negative) or when we use 67% as
cutoff.
7 Details of variable constructions are in Appendix A.
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tends to be small on average, about 0.01%, indicating the level of institutional ownership in our sample
period is quite stable.

Panel B reports the time-series averages of the cross-sectional correlations. These correlations
reveal that KLD scores are negatively correlated with hedge fund ownership (/O _HF) but are
positively correlated with other institutional ownership (/O_NONHF). This evidence is consistent with
our conjecture that social considerations have less of an influence on hedge fund portfolio choices. By
construction, SRIs hold firms with more CSR activities, so of course we find a positive correlation
between KLD and SRI ownership of non-hedge funds (SRIO_NONHF). The correlation between KLD
and SRI ownership of hedge funds (SRIO_HF) is slightly positive.

Panel C divides the sample by whether or not the institution is a hedge fund. Specifically, it reports
the percent of our total sample that are classified as SRI hedge funds, NSRI hedge funds, SRI non-
hedge funds and NSRI non-hedge funds. In our sample, only 22% of the hedge funds are classified as

SRIs, which contrasts sharply with the 60% of the non-hedge funds that are classified as SRIs.

2.5 The Persistence of SRI and NSRI

In Table 2, we examine the persistence of our SRI and NSRI classifications. Panel A shows the
transition matrix between SRI and NSRI. Among all SRIs in a given quarter, approximately 89.15%
are still classified as SRI after one quarter, 80.35% after one year and 71.71% after 2 years. Similarly,
the percentage of NSRI that continue to be NSRI is about 89.31% after one quarter, 78.71% after one
year and 68.21% after 2 years. In Panel B, we split the sample by hedge fund status and repeat the
persistency investigation of SRI and NSRI. We find SRI non-hedge funds and NSRI hedge funds are

most persistent, 83.54% of the former and 81.16% of the latter remains in the same classification after

12



one year. In contrast, SRI hedge funds are the least persistent; only 51.18% of the SRI hedge funds
remain SRI after one year.

Consistent with these observations, as shown in Panel C, hedge funds tend to buy stocks with
lower KLD ratings than non-hedge funds. This is true for the average KLD ratings for the new stocks
added to their portfolios as well as for the average KLD ratings of additions to their existing holdings.
(These numbers are calculated as time series averages of the value-weighted average KLD ratings of

the stocks added to the respective portfolios.)

3. Empirical Results

To understand our estimation strategy, it is important to understand the timing of the revelation of
KLD scores and portfolio holdings. As we illustrate in Figure 1, at the end of each quarter (q),
institutions are identified as SRI if they hold stocks with high KLD scores, which are measured in the
previous year. In the middle of next quarter (g+1), the end of quarter (¢) holdings are revealed to
investors. Hence, the information contained in these holdings will be reflected in the stock returns
realized between quarter (¢) and quarter (¢+17), which we will refer to as the quarterly (¢+7) return of
year t (Qretq+1.1). Furthermore, given that institutional investors have up to 45 days after the end of the
quarter to file their holdings information with the SEC, the g+ excess returns should occur in either

the first or second month of the quarter.

3.1. Do SRIs’ holdings predict changes in KLD scores?

We start by examining whether the composition of a firm’s ownership predicts changes in KLD

13



scores. As we mentioned in the introduction, we conjecture that the interactions between corporate
executives and SRIs are likely to help these investors forecast future changes in CSR activities as well
as influence these activities. In this section, we test this directly.

Because KLD scores are only reported annually and their release dates are unknown, we measure
the composition of ownership at the end of the second quarter in year t (i.e., SRIO, ,and /O, , in Figure
1) and compare it to changes in KLD scores over the following calendar year (i.e., AKLD,,, in Figure
1). For robustness, we replicate our analysis using SRI ownership at the end of year t. We estimate
these relationships for our full sample as well as for the high KLD and low KLD subsamples
constructed based on the KLD scores at the end of year t, KLD, .18

Table 3 examines the relation between ownership composition and future changes in KLD scores
for a number of different subsamples.  Specifically, we first sort firms into three groups based on total
institutional ownership, and then further sort into high and low KLD subsamples. We then separately
sort firms by their SRI hedge fund and non-hedge fund ownership percentages.

As shown in the first panel of Table 3, firms with higher institutional ownership have a slightly
stronger tendency to increase their KLD scores — this tendency appears to be driven by the firms with
high KLD scores. However, as seen in the second and third panel, changes in KLD scores seems to
be more influenced by the institutions we classify as socially responsible that are not hedge funds. The
relationship between SRI holdings and future changes in KLD is strongest in the high KLD subsample,
where the difference in the yearly KLD change between firms ranked in the top and bottom tercile of

SRIO of non-hedge funds is 0.398. Economically, this difference is very significant given that the level

18 These regressions consider the level rather than the changes in SRI holdings because we conjecture that the level is a better indicator
of pressure on management and changes in SRI holdings may influence CSR activities with a lag. In unreported regressions we
decompose the ownership in quarter g into the level in quarter ¢g-1 and the change in quarter ¢ and find that both change and level affect
future KLD score changes.

14



of KLD for an average firm in our sample period is 1.411 (as noted in Table 1).

Table 4 examines these same relations with regressions that control for other factors that may
influence CSR activities. In particular, we control for lagged asset size and ROA because larger and
more profitable firms tended to increase their CSR activities over our sample period. We also control
for the lagged level of KLD to capture the possibility of mean reversion in a firm’s KLD scores. In all
regressions, we control for industry fixed effects and year fixed effects to control for upward trend of
KLD scores in our sample period as clearly shown in Figure 2. All the #-statistics are calculated with
standard errors clustered by firm.

A number of the control variables are significant. For example, the coefficient of KLD; in both the
full sample and the high KLD subsample is significantly negative, indicating that high KLD firms tend
to reduce their KLD scores in the following year, which is consistent with the mostly negative KLD
change in the high KLD subsample in Table 3. Note that we do not include KLDx in the regression in
the low KLD subsample since all firms have zero KLD scores in this subsample. It should also be
noted that the strong size and profitability effect mentioned earlier holds in our multiple regression and
that firms that realize higher stock returns in the prior year tend to increase their KLD scores.

The regression reported in Column (1) reveals a strong positive coefficient estimate for SRI
ownership and a strong negative coefficient estimate for 10. Since /0O is the sum of SRIO and NSRIO,
the coefficient of /O measures the impact of NSRIO on the change in KLD scores, while the coefficient
of SRIO measures the differential impact of SRIO over NSRIO. Thus, the negative coefficient of /0
indicates that NSRI ownership tends to decrease a firm’s KLD scores in the future, while the
significantly positive coefficient of SR/O indicates that relative to NSRI ownership, SRI ownership

has a significantly positive impact on the tendency to increase KLD.
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The regression reported in Column (2) estimates the differential effects of hedge fund and non-
hedge fund ownership. Since we are controlling for non-hedge fund ownership, the negative coefficient
of 70 indicates that hedge fund ownership is negatively associated with future increases in KLD scores
while the significantly positive coefficient of /O _NONHF indicates that relative to /O _HF, non-hedge
fund ownership is positively associated with future KLD increases. These results together with those
from Column (1) are consistent with our earlier observation that hedge funds tend to be NSRIs, and
are thus less likely to support increased CSR expenditures and non-hedge funds tend to be SRIs, and
are thus more supportive of increased CSR expenditures.

In Column (3), we further separate SR10 and 10 by hedge fund status. Note that since /0 NONHF
is the sum of SRIO NONHF and NSRIO NONHF that the coefficient of /O NONHF captures the
impact of NSRIO NONHF, and the coefficient of SRIO _NONHF captures the differential impact of
SRIO _NONHF over that of NSRIO NONHF. Similar interpretations apply to the coefficient of
SRIO_HF and IO_HF. First, focusing on the SRI and NSRI ownership of non-hedge funds, we find
NSRI ownership has a negative impact on increases in KLD scores and SRI has a positive impact
relative to that of NSRI. These results are consistent with the results reported in Column (1). Turning
to the impact of SRI and NSRI ownership of hedge funds, we find that the impact of NSRI ownership
of hedge funds (i.e., the coefficient of /O_HF) is similar both in sign and magnitude to that of the NSRI
ownership of non-hedge funds (i.e., the coefficient of /O NONHF). However, the coefficient of
SRIO_HF is negative but insignificant, which is in contrast to the significantly positive coefficient of
SRIO _NONHF, indicating that after controlling for everything else, we cannot reliably distinguish
between the effect of NSRI and SRI hedge funds on future changes in KLD scores. The most striking

result from this multiple regression is that SRI ownership of non-hedge fund (SRIO_NONHF) is the
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only type of institutional ownership that is positively associated with changes in KLD scores. Hedge
fund ownership seems to be negatively associated with changes in KLD scores regardless of how the
hedge funds are classified.

We repeat the above analyses separately for the high KLD and low KLD subsamples. We find the
results are much stronger in the high KLD subsample. In particular, the negative effect of /O _HF is
very strong in the high KLD subsample, but is negligible in the low KLD subsample. This is not
surprising, given that low KLD firms initially have zero KLD scores. The much stronger positive
impact of SRIO_NONHF in the high KLD subsample is also consistent with the notion that managers
of high KLD firms are likely to have a preference for high CSR and may thus be more receptive to the

pressure of SRIs.

3.2. Change in SRI Ownership (ASRIO) and Future Stock Returns

In previous sections, we showed that firms with high SRI ownership tended to have higher future
KLD scores. In this section, we examine the relation between changes in SRI ownership and stock
returns. Implicitly, we are using observed changes in SRI ownership as a proxy for expected future
changes in CSR activities. Our conjecture is that if the valuation effect of increased CSR activities is
viewed positively by the market, then the revelation of increased SRI ownership should result in higher
stock prices. In contrast, if the valuation effect of increased CSR activities is viewed negatively by the
market, then the revelation of increased SRI ownership should result in negative stock return.

Empirically, we will be testing whether, after controlling for firm characteristics that are associated
with excess returns (e.g., book-to-market ratios, size, momentum, etc.), quarter (¢+7) stock returns are

negatively related to quarter (q) changes in SRI holdings. This experiment provides relatively clean
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identification because the quarter (g) holdings are publicly revealed sometime in the middle of the
following quarter.X® Thus, the return measured over the following quarter can be viewed in part as a
price reaction to the revelation of news about expected future CSR activities. Of course, the revelation
of institutional investor holdings will also result in a price reaction if institutions have private
information about other aspects of firms’ businesses. However, in general, the relation between
institutional holdings and future returns are expected to be positive if the dominant channel linking
holdings to returns comes from the institutional investors’ private information or other sources of
special insights.

To be more specific about our tests, for each quarter ¢ in year ¢, we run the following Fama-
MacBeth (1973) regression of returns on lagged institutional ownership and other firm characteristics:

Qreti‘qﬂ = aq+ﬁqSR10i,q_1 + quSRIOi‘q + SqIOi,q—l + (quIOi,q + ]/qu’q + Ei‘q‘ (2)

where Qret; 4.1 is the one quarter ahead return of stock i, 10; ,_; and SRIO; ,_are total institutional
ownership and SRI ownership of stock i at the end of quarter ¢-1, and AIO; , and ASRIO; , are the
quarterly changes in total and SRI ownership respectively from quarter g-/ to quarter g.  Finally, X; ,
is a vector of characteristics measured at the end of quarter ¢ described in Section 2.3. We also include
both the contemporaneous and lag of KLD change in year ¢ that Di Giuli, and Kostovetsky (2014)
hypothesized would capture investors’ reaction to CSR policy.

Table 5 reports these Fama-MacBeth (1973) regressions with z-statistics calculated using Newey-
West standard errors. As in Table 4, the coefficient of AIO measures the impact of a change in NSRI

ownership on returns and the coefficient of ASRIO measures the differential impact of a change in SRI

19 Institutional investment manager with investment discretion over $100 million is required to file form 13-F with the SEC within 45
days at the end of a calendar quarter on the number of shares they hold of stocks.
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ownership relative to that of a change in NSRI ownership. The results reported in the first column
indicate that the estimated coefficient of ASRIO is -0.1222, which is statistically significant at the 1%
level and indicates that a 1% increase in SRI ownership is associated with a 0.12% decrease in the
return the following quarter. These results, which also hold when we control for industry fixed effects,
indicate that holding other things constant, including changes and the level of total institutional
ownership, returns tend to be negatively affected by the revelation of an increase in SRI holdings.
Under our maintained assumption that SRIs do not have private firm specific information other than
information about CSR, this evidence is consistent with the market responding negatively to an
expected increase in CSR activities. It should be noted that the alternative explanation, that SRIs have
private information about future profits, requires that the SRIs respond perversely to their private
information, i.e., they buy those stocks with unfavorable information. It is also worth pointing out that
in this sample period we do not find a reliable direct relation between past KLD changes and future
stock returns.

Column (2) reports a similar regression that separates the institutional holdings into those held by
hedge funds and non-hedge funds. As this regression illustrates, the negative returns associated with
the revelation of SRI holdings are mainly driven by the change in SRIO of non-hedge funds
(ASRIO_NONHF). Indeed, the revelation of an increase in the SRIO of hedge funds (ASRIO_HF) is
not associated with significantly lower returns. We also observe a significantly positive coefficient of
(AIO_HF), which indicates that the revelation of an increase in the NSRI holdings of hedge funds is
associated with significant excess returns. This finding is consistent with the idea that the revelation

of increased holdings by hedge funds is viewed favorably by the market because higher ownership by
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these investors tends to be associated with lower increases in CSR activities.?® Of course, we cannot
separate this hypothesis from the more general hypothesis that hedge funds are better able to collect
and interpret information that is relevant for firm valuation.

To gauge the economic importance of SRI ownership, we consider a hypothetical portfolio
strategy that is based on the end of quarter holdings. It should be noted that this is a hypothetical
strategy because it assumes that although trades are executed after the institutions trade, they are
executed before the holdings are actually revealed. Specifically, at the end of each quarter, we allocate
stocks into 10 equally-weighted portfolios based on the change in NSRI ownership (ANSRIO) and the
change in SRI ownership (ASRIO). We report the holding period returns of each portfolio as well as
the return of a High-Low portfolio from an investment strategy that buys stocks with the largest
increase in SRI (NSRI) ownership (Group 10) and shorts stocks with largest decrease in SRI (NSRI)
ownership (Group 1). In addition to raw returns, we report DGTW adjusted returns that control for the
size, B/M and momentum of the individual stocks. We do this separately for portfolios formed based
on just hedge fund holdings and non-hedge fund holdings.

The raw returns of these portfolios are reported in Panel A of Table 6. The column under
ASRIO _HF (ANSRIO_HF) reports returns portfolios constructed based on changes in SRI (NSRI)
ownership of hedge funds while their non-hedge fund counterparts are reported in column under
ASRIO _NONHF (ANSRIO _NONHF). The most striking observation from this table is that the portfolio
returns increase almost monotonically with changes in NSRI hedge fund holdings. Moreover, portfolio
returns decrease almost monotonically with changes in SRI non-hedge fund ownership. We also find

that the return difference between stocks with the largest increase and smallest increase in NSRI non-

20 1n unreported regressions we also consider the relation between levels of lagged ownership and stock returns and get very similar
results.
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hedge fund (SRI hedge fund) ownership, reported as High-Low, is insignificantly negative (positive).
When we estimate the differential effect of an increase in NSRI and SRI ownership, which we report
as the diff-in-diff at the bottom of the table, we find that SRI ownership has a significantly more
negative effect for non-hedge funds, but the effect is insignificantly negative for hedge funds. In Panel
B we replicate these tests with DGTW adjusted returns and get similar results. Although a bit weaker,
we continue to observe that changes in SRI ownership has a significantly more negative effect than

changes in NSRI ownership for non-hedge funds.

3.3. Analysis of monthly returns

Up to this point, we have indirectly explored the effect of CSR activities on firm values by relating
changes in SRI ownership in quarter g to returns in quarter g+ when those holdings are revealed. In
this section, we provide what may be more precise estimates using monthly returns.

Institutional investors have up to 45 days after the quarter end to file their holdings information
with the SEC. This means that institutional holdings information from quarter g is generally revealed
during the first two months of quarter g+1, which means that the g+1 excess return in our tests should
occur in either the first or second month of the quarter. Funds may strategically reveal their holdings
early, if they expect to unwind their trades and believe the holdings will positively affect prices, and
they may delay the revelation of holdings if they believe the holdings will negatively influence prices
or if they want to continue to accumulate shares. As shown in Figure 1 of Christoffersen, Danesh and
Musto (2017), slightly more than 20% of the institutional holdings report their holdings by the end of
the first month (30 days) after the quarter end and most of the rest report their holdings in the second

month of the following quarter. Thus, if our story is correct, we expect the negative impact of a change
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in in SRI ownership to be most significant in the second month in quarter g+1.

In Table 7, we repeat the regressions reported in Table 5, but we replace the quarterly return by
each of the monthly returns in that quarter as the dependent variables. In other words, we run three
separate monthly return regressions on the same independent variables we used in the Table 5
regressions. These regressions are denoted as Mretl, Mret2 and Mret3 representing the first, second
and third monthly return in quarter g+1 respectively. As we expect, the three monthly regressions in
Column (1) reveals that the change in SRI ownership has the greatest negative impact in the second
month when the majority of holdings are revealed. Moreover, there is no significant impact in the third
month, since the holdings should have been revealed prior to the start of that month.?! Comparing
across Column (2), we find the negative impact of an increase in SRI ownership comes mainly from
non-hedge funds, and that the impact is also greatest in the second month; and more importantly, no

price impact in the third month.

4. Conclusion

Almost all corporate executives and portfolio managers have a preference for higher returns and
at least a weak preference for choices that are believed to be socially responsible. Those corporate
executives with a strong preference for social responsibility face tradeoffs and are willing to make
socially responsible choices that sacrifice firm value. Similarly, portfolio managers with a strong
preference for social responsibility are willing to accept lower rates of return to hold the stocks of
socially responsible firms. The question that is of interest is whether one can identify evidence that

these choices have a meaningful effect on returns and firm values.

2L In unreported analysis we also looked beyond the first quarter after the revelation of the holdings and found no long-term relation
between holdings and future returns.
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The approach taken in this paper at least partially circumvents the measurement and endogeneity
problems that make this a difficult question to address empirically. Our approach, which uses a
revealed preference measure of socially responsible institutions, exploits cross-sectional differences in
investor preferences for socially responsible investing to classify firms according to their CSR
tendencies. Specifically, we show that changes in the holdings of socially responsible investors predict
changes in KLD scores, and that these holdings do in fact influence stock prices during the quarter in
which the holdings are publicly revealed. Consistent with the view that, on the margin, higher CSR
activities are costly to shareholders, we find that the stock returns of firms tend to be negative when it
is revealed that the holdings of socially responsible investors increased in the prior quarter.

While there is a large literature that examines stock returns based on end of quarter institutional
holdings, we believe that we are the first to interpret the following quarter returns as reflecting the
market reaction to the revelation of those holdings. The fact that most of the abnormal returns are
realized in the second month of the quarter, which is when most 13-F reports are filed, tends to support
this hypothesis. Perhaps, the idea that we can learn something from the market response to the

revelation of institutional holdings has wider applications.

23



References
Agarwal, V., Mullally, K., Naik, N., 2015. The economics and finance of hedge funds: a review of the
academic literature. Foundations and Trends in Finance 10, 1-111.

Brandon, R., Kriger, P., 2017. The sustainability footprint of institutional investors. Unpublished
working paper. University of Geneva.

Barko, T., Cremers, M., Renneboog, L., 2017. Shareholder engagement on environmental, social, and
governance performance. Working paper, ECGI.

Cahan, S.F., Chen, C., Chen, L., Nguyen, N.H., 2015. Corporate social responsibility and media
coverage. Journal of Banking and Finance 59, 409-422.

CFA Institute, 2015, Enviromental, social and govermance (ESG) survey. Avaialbe at
http://irrcinstitute.org/pdf/FINAL-CFA-ESG-StudyAugust-2015.pdf.

Cher\ T Nana H Tin INTA Tnotitntinnal charahaldare and carnarate carial reacnancihilite

avidence from two quasi-natural experiments. Unpublished working paper, the University of Hong
Kong.

Cheng, I.-H., Hong, H., Shue, K., 2016. Do managers do good with other people’s money?
Unpublished working paper. Columbia University.

Christoffersen, S., Danesh, E., Musto, D., 2017. Why do institutions delay reporting their
shareholdings? evidence from Form 13F. Working paper.

Daniel, K., Grinblatt, M., Titman, S., Wermers, R., 1997. Measuring mutual fund performance with
characteristic-based benchmarks. The Journal of Finance 52, 1035-1058.

Deng, X., Kang, J.K., Low, B.S., 2013. Corporate social responsibility and stakeholder value
maximization: evidence from mergers. Journal of Financial Economics 110, 87-109.

Del Guercio, D., Tran, H., 2012. Institutional investor activism, In: Socially responsible finance and
investing: financial institutions, corporations, investors, and activists. Eds. Baker, H.K. and
Nofsinger, J., 359-380, John Wiley & Sons.

Dhaliwal, D., Li, O., Tsang, A., Yang, Y., 2011. \oluntary nonfinancial disclosure and the cost of equity
capital: the initiation of corporate social responsibility reporting. The Acccoutung Review 86, 59-

100.

Di Giuli, A., Kostovetsky, L., 2014. Are red or blue companies more likely to go green? Politics and
corporate social responsibility. Journal of Financial Economcis 111, 158-180.

24



Dimson, E., Karakas, O., Li, X., 2015. Active ownership. Review of Financial Studies 28, 3225-3268.

Dyck, 1.J.A., Lins, K.V,, Roth, L., Wagner, H.F., 2016. Do institutional investors drive corporate social
responsibility? International evidence. Unpublished working paper. University of Toranto.

Fama, E.F., MacBeth, J.D., 1973. Risk, return, and equilibrium: Empirical tests. The Journal of
Political Economy 81, 607-636.

Fernando, C., Sharfman, M., Uysal, V., 2016. Corporate environmental policy and shareholder value:
Following the smart money. Journal of Financial and Quantitative Analysis, Forthcoming.

Ferrell, A., Liang, H., Renneboog, L., 2016. Socially responsible firms. Journal of Financial
Economics 122, 585-606.

Flammer, C., 2015. Does corporate social responsibility lead to superior financial performance? A
regression discontinuity approach. Management Science 61, 2549-2568

Gillan, S.L., Starks, L., 2007. The evolution of shareholder activism in the United States. Journal of
Applied Corporate Finance 1, 55-73.

Gompers, P.A., Metrick, A., 2001. Institutional investors and equity prices. The Quarterly Journal of
Economics 116, 229-259.

Hong, H., Kubik, J., Scheinkman, J., 2012. Financial constriants on corporate goodness. Unpublished
working paper. Princeton University.

Hong, H., Liskovich, 1., 2015. Crime, punishment, and the halo effect of coroprate social responsibility.
Unpublished working paper. Princeton University.

Karpoff, J.M., 2001. The impact of shareholder activism on target companies: a survey of empirical
findings. Unpublished working paper. University of Washington.

Kriger, P., 2015. Corporate goodness and shareholder wealth. Journal of Financial Economics 115,
304-325.

Lins, K.V,, Servaes, H., Tamayo, A., 2017. Social capital, trust, and firm performance: the value of
corporate social responsibility during the financial crisis. The Journal of Fiannce 72, 1785-1824.

Masulis, R., Reza, S., 2015. Agency problem of corporate philanthropy. Review of Financial Studies,
28, 592-636.

Sias, R., Starks, L., Titman, S., 2006. Changes in institutional ownership and stock returns: assessment
and methodology. The Journal of Business 79, 2869-2910.

25



Swem, N., 2017. Information in financial markets: who gets it first? Unpublished working paper.
Federal Reserve System.

Werner, T., 2015. Gaining access by doing good: the effect of sociopolitical reputation on firm
participation in public policy making. Management Science 61, 1989-2011.

26



Appendix A: Variable Definitions

This appendix presents the detailed definitions of the variables used in the analyses and regressions.

Variables

Definitions

Institutional Ownership Variables

10,

AlO,
SRIO,

ASRIO,
NSRIO,

ANSRIO,
10_HF,

AIO_HF,
10_NONHF,

AIO_NONHF,
SRIO_HF,

ASRIO_HF,
SRIO_NONHF,

ASRIO_NONHF,
NSRIO_HF,

ANSRIO_HF,
NSRIO NONHF,

ANSRIO_NONHF,

Total institutional ownership at the end of quarter ¢, which is defined as shares held by all
institutions divided by total shares outstanding.

Change in total institutional ownership from quarter ¢-7 to g.

SRI ownership at the end of quarter ¢, which is defined as shares held by all SRIs divided by
total shares outstanding.

Change in SRI ownership from quarter g-7 to g.

NSRI ownership at the end of quarter ¢, which is defined as shares held by all NSRIs divided
by total shares outstanding.

Change in NSRI ownership from quarter ¢-/ to g.

Hedge fund ownership at the end of quarter g, which is defined as shares held by all hedge funds
divided by total shares outstanding.

Change in hedge fund ownership from quarter g-/ to q.

Non-hedge fund ownership at the end of quarter ¢, which is defined as shares held by all non-
hedge funds divided by total shares outstanding.

Change in non-hedge fund ownership from quarter g-/ to g.

Hedge fund SRI ownership at the end of quarter ¢, which is defined as shares held by all hedge
fund SRIs divided by total shares outstanding.

Change in hedge fund SRI ownership from quarter ¢-7 to g.

Non-hedge fund SRI ownership at the end of quarter ¢, which is defined as shares held by all
non-hedge fund SRIs divided by total shares outstanding.

Change in non-hedge fund SRI ownership from quarter ¢-17 to q.

Hedge fund NSRI ownership at the end of quarter g, which is defined as shares held by all hedge
fund NSRIs divided by total shares outstanding.

Change in hedge fund NSRI ownership from quarter g-7 to g.

Non-hedge fund NSRI ownership at the end of quarter g, which is defined as shares held by all
non-hedge fund NSRIs divided by total shares outstanding.

Change in non-hedge fund NSRI ownership from quarter ¢-7 to g.

Stock Return and Turnover Variables

Orety+;
Mretl

Mret2
Mret3
RET,.; 4
RET 4 41
Yret,
Logturnover
Logprice
Logvol

Firm’s buy and hold stock returns in quarter g.

Firm’s buy and hold stock returns in the first month of quarter g—+1.
Firm’s buy and hold stock returns in the second month of quarter g+1.
Firm’s buy and hold stock returns in the third month of quarter g+1.
Firm’s 3-month gross stock returns from quarter g-1 to g.

Firm’s 9-month gross stock returns from quarter g-4 to g-1.

Firm’s buy and hold stock returns from July in year ¢/ to June in year ¢.
The log of average monthly stock turnover over previous quarter.

The log of quarter end stock price.

The log of stock return volatility, which is calculated as the variance of monthly returns over
previous two years.

Firm Characteristics Variables

KLD;
AKLD;

Firm's KLD strengths score at the end of year t.
Change of firm’s KLD from year ¢-1 to .
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Logage
SP500

Financial Variables

Logbm

Logsize

LogCDV

LogAssets
ROA

The log of the number of months since the first return of the stock appears in CRSP.
A dummy variable indicating S&P 500 membership.

The log of firm’s book-to-market value (B/M), which is defined as the book value of the firm
for the fiscal year ended before the most recent Jun 30, divided by firm size as of Dec 31 during
that fiscal year.

The log of firm size (MV), which is defined as the quarter end market capitalization.

The log of scaled cash dividend, which is defined as the cash dividends for the fiscal year ended
before the most recent Jun 30, scaled by firm size as of Dec 31 in that fiscal year.

The log of firm’s total assets.

Return on asset, which is defined as EBITDA divided by Total Assetst..
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Appendix B: Indicators of KLD Qualitative Issue Areas

This Appendix provides detailed definitions of KLD strength indicators in all seven major KLD Qualitative Issue Areas with 2008 scores
for Coca-Cola Company and PepsiCo, Inc. for illustration purpose.?? KLD indicates a score of positive one for a strength of a company
in a particular issue. If the company did not have a strength in that issue, a score of zero will be indicated. A company’s KLD strength
score is the summation of all positive ones in the qualitative issues.

Indicators Definitions Coca-Cola  Pepsi

Community Indicators 2 2

Charitable Giving The firm has consistently given over 1.5% of trailing three-year 0 0
net EBT to charity, or has otherwise been notably generous in its
giving.

Innovative Giving The firm has a notably innovative giving program that supports 0 0
nonprofit organizations.

Non-US Charitable Giving ~ The firm must make at least 20% of its giving, or have taken 1 1
notably innovative initiatives in its giving program outside the US.

Support for Housing The firm is a prominent participant in public/private partnerships 0 0

that support housing initiatives for the economically
disadvantaged.

Support for Education The firm has been notably innovative in its support for primary or 1 1
secondary school education, or job-training programs for youth.

Volunteer Programs The firm has an exceptionally strong volunteer program. 0 0

Other Strength The firm has either an exceptionally strong in-kind giving 0 0
program or engages in other notably positive community
activities.

Corporate Governance Indicators

Limited Compensation Recently, total annual compensation is less than $500,000 for a
CEO or $30,000 for outside directors.

Ownership The firm owns between 20% and 50% of another firm KLD has 0 0

cited as having an area of social strength, or is more than 20%
owned by a firm that KLD as having social strengths.

Transparency The firm is effective in reporting on social and environmental 1 1
performance measures.
Political Accountability The firm has shown markedly responsible leadership on public 1 1

policy issues and/or has an exceptional record of transparency and
accountability concerning its political involvement in state or
federal-level U.S. politics, or in non-U.S. politics.
Other Strength The firm has a unique and positive corporate culture, or has 0 0
undertaken a noteworthy initiative not covered by KLD’s other
corporate governance ratings.
Diversity Indicators

CEO The firm's CEO is a woman or a member of a minority group.

Promotion The firm has made notable progress in the promotion of women 1
and minorities.

Board of Directors Women, minorities, and/or the disabled hold 4 seats or more on 0 1
the board, or 1/3 or more if the board size less than 12.

Work/Life Benefits The firm has outstanding employee benefits programs addressing 1 0
work/life concerns like childcare, elder care or flextime.

Women &Minority The firm does at least 5% of its subcontracting, or has a strong 1 1

Contracting record on contracting with women/minority-owned businesses.

Employment of the The firm has taken hiring programs for the disabled, or has a 0 0

Disabled superior reputation as an employer of the disabled

22More information on KLD indicators of qualitative issue areas can be found in the manual provided in WRDS database.

https://wrds-web.wharton.upenn.edu/wrds/support/Data/ 001Manuals%20and%200verviews/ 070KLD/index.cfm
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Appendix B (Continued)

Indicators Definitions Coca-Cola  Pepsi

Diversity Indicators (continue)

Gay & Lesbian The firm has implemented notably progressive policies toward its 1 1
gay and leshian employees.

Other Strength The firm has made a notable commitment to diversity not covered 0 0
by other KLD ratings.

Employee Relations Indicators

Union Relations The firm has taken exceptional steps to treat its unionized workforce
fairly.

Cash Profit Sharing The firm has a cash profit-sharing program and has recently made 0 0
distributions to a majority of its workforce.

Employee Involvement The firm strongly encourages worker involvement and/or ownership 0 1
through stock options available to a majority of its employees.

Retirement Benefits The firm has a notably strong retirement benefits program. 0 0

Health and Safety The firm has strong health and safety programs. 0 1

Other Strength The firm has strong employee relations initiatives not covered by 0 0
other KLD ratings.

Environment Indicators

Beneficial Products & The firm derives substantial revenues from innovative remediation

Services products, environmental services, or products that promote the
efficient use of energy, or it has developed innovative products with
environmental benefits.

Pollution Prevention The firm has notably strong pollution prevention programs including 0 0
both emissions reductions and toxic-use reduction programs.

Recycling The firm is a substantial user of recycled materials as raw materials 1 0
in its manufacturing processes, or a major factor in the recycling
industry.

Clean Energy The firm has taken significant measures to reduce its impact on 0 1
climate change and air pollution through use of renewable energy
and clean fuels.

Management Systems The firm has demonstrated a superior commitment to management 1 1
systems through ISO 14001 certification and other voluntary
programs.

Other Strength The firm has demonstrated a superior commitment to management 1 1
systems, voluntary programs, or other environmentally proactive
activities.

Human Rights Indicators

Indigenous Peoples The firm has established relations with indigenous peoples near its

Relations proposed or current operations.

Labor Rights The firm has great transparency on overseas sourcing disclosure and 0 0
monitoring, or has particularly good union relations outside the U.S.,
or has undertaken labor rights-related initiatives.

Other Strength The firm has undertaken exceptional human rights initiatives, or has 1 0
shown industry leadership on human rights issues not covered by
other KLD ratings.

Product Indicators 0 0

Quality The firm has a long-term, well-developed, company-wide quality 0 0
program, or it has a quality program recognized as exceptional in
U.S. industry.

R&D/Innovation The firm is a leader in its industry for R&D particularly by bringing 0 0
notably innovative products to market.

Economically The firm has as part of its basic mission the provision of products or 0 0

Disadvantaged services for the economically disadvantaged.

Other Strength The firm's products have notable social benefits that are highly 0 0
unusual or unique for its industry.

Total 12 13
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Appendix C: Summary of KLD Scores

This appendix presents the distribution of KLD strength indicators and scores of all the firms covered in KLD STATS from 2003 to 2013 across seven major qualitative issues.

KLD Strength Scores Summary

KLD strength Scores

No. of Indicators

Min Median Max
Community Issues 8 0 0 5
Corporate Governance Issues 8 0 0 3
Diversity Issues 9 0 0 7
Employee Relations Issues 13 0 0 9
Environment Issues 17 0 0 5
Human Rights Issues 4 0 0 2
Product Issues 12 0 0 3
All Strength Issues 71 0 1 22
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Figure 1: Timeline
Variables highlighted in blue are used in the return regression. Variables highlighted in red are used in the change of KLD regression.
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Figure 2: Trend of KLD

This figure shows the trend of average KLD strength scores of firms in our sample from 2003 to 2013.
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Table 1: Summary Statistics

This table shows the summary statistics, correlations and distributions of our sample from 2003:Q1 to 2013:Q4. Panel A presents the time-series
average of cross-sectional mean, median, standard deviation, minimum and maximum of the variables and Panel B presents the time-series average
of cross-sectional correlations between each variable. Each quarter, we divide institutions into two groups based on value weighted social
responsibility scores of their portfolio holdings. Institutions with scores below the median are classified as Non-Socially Responsible Institutions
(NSRIs) and those with scores above the median are classified as Socially Responsible Institutions (SRIs). Panel C presents a 2x2 distribution matrix
which reports the time-series average of the percentages of Hedge Funds and Non-Hedge Funds in SRI and NSRI groups. The detailed definitions

Kkk kK Kk

of all the variables are described in Appendix A. Superscripts =, ™, ~ denote statistical significance at the 1%, 5% and 10% levels, respectively.

Panel A: Time-Series Average of Cross-Sectional Values

Mean Median Star}da}rd Minimum Maximum
Deviation

10(%) 67.168 72.167 22.054 1.027 99.938
AIO(%) 0.010 0.005 5.5625 -64.741 62.688
SRIO(%) 36.665 37.127 15.582 0.468 84.872
ASRIO(%) -0.202 -0.131 5.068 -47.457 44.800
NSRIO(%) 30.503 30.114 15.340 0.110 91.771
ANSRIO(%) 0.212 0.121 5.053 -46.296 45.899
10_HF(%) 6.880 4.462 7.366 0.000 68.495
AIO_HF(%) 0.161 0.005 2.659 -23.379 28.917
10 _NONHF (%) 60.288 64.323 21.324 0.756 98.577
AIO_NONHF (%) -0.151 -0.039 5.419 -59.487 56.101
SRIO _HF(%) 0.862 0.291 1.938 0.000 38.124
ASRIO_HF (%) 0.026 0.006 1.468 -22.525 22.623
SRIO_NONHF (%) 35.802 36.227 15.345 0.446 83.632
ASRIO _NONHF (%) -0.228 -0.148 4.832 -43.547 41.001
NSRIO HF(%) 6.018 3.685 6.894 0.000 67.630
ANSRIO_HF (%) 0.135 0.002 2.795 -29.200 32.392
NSRIO_NONHF (%) 24.485 23.325 13.497 0.084 89.353
ANSRIO _NONHF (%) 0.077 0.089 4,506 -41.524 39.388
KLD 1.411 0.721 2.279 0.000 18.674
MV(3mil.) 6003.650 1128.040 20665.090 14.785 401499.190
B/M 0.612 0.511 0.516 0.003 7.688
Price($) 35.115 23.117 258.072 0.465 12219.950
Volatility 0.019 0.011 0.046 0.001 1.748
Turnover 1.502 1.144 1.457 0.029 22.330
SP500 0.209 0.000 0.399 0.000 1.000
Age(months) 251.821 186.837 209.171 17.116 994.000
CDV(%) 0.016 0.001 0.040 0.000 0.806
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Table 1: Summary Statistics (Continued)

Panel B: Time-Series Average of Cross-Sectional Correlations

10_HF, AIO_HF, IO _NONHF, AIO_NONHF, SRIO_HF, ASRIO_HF, SRIO_NONHF, ASRIO_NONHF, KLD Logbm Logsize Logvol Logturnover  RET, 3,
AIO_HF, 0.242"
10_NONHF, -0.065™" -0.031™"
AIO_NONHF, -0.067""  -0.209™" 0.127"
SRIO_HF, 0.368™"  0.105™" 0.004 -0.030™"
ASRIO_HF, 0.067  0.217™ -0.006 -0.038™" 0.411™
SRIO_NONHF, -0.101™  -0.020"" 0.774™ 0.087" 0.057" -0.001
ASRIO NONHF, -0.037"" -0.106™" 0.081"" 0.618™" -0.014™ -0.012™ 0.145™
KLD -0.136™" -0.006 0.082"" -0.007 0.069™" 0.005 0.334™" -0.005
Logbm -0.006 0.002 -0.040™" -0.004 0.026™" 0.003 -0.043™" -0.005 -0.086™""
Logsize -0.155™" -0.005 0.379™" 0.033™ 0.045™" -0.002 0.592"* 0.025 0.529™"  -0.204™"
Logvol 0.285™"  0.029™ -0.149™ -0.023" 0.072" 0.012 -0.249™ -0.020" -0.219™  -0.028  -0.437"
Logturnover 0.204™  0.063™ 0.457" -0.039™ 0.138™ 0.027™ 0.489™" -0.019 0.111™"  -0.094™" 0.354™ 0.210™
RET:3; 0.036™"  0.043™ 0.044™ 0.133™ 0.012 0.009 0.026™ 0.064™" -0.001 0.019 0.111™ 0.017 0.034™
RET, 1243 0.009 -0.001 0.108™" 0.086™" -0.007 0.001 0.079™" 0.067" -0.003 0.015 0.182™" -0.021 0.093™" -0.003

Panel C: 2x2 SRI (NSRI) Classifications of Hedge Funds and Non-Hedge Funds

HF NONHF

NSRI 18.27% 30.36%
SRI 5.06% 46.31%

All 23.33% 76.67%
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Table 2: Persistence of SRI and NSRI

This table shows the persistence of our SRI and NSRI classifications. Panel A shows the transition matrix between SRI and NSRI over time. There are three types of institutional status at the end of each quarter. Status
‘NSRI” indicates a particular institution is a non-social responsible institution at the quarter end while status ‘SRI” indicates a particular institution is a social responsible institution at the quarter end. Status ‘Drop Off’
indicates the data for a particular institution is no longer available. ‘State 1" indicates the status of institutions at the end of quarter ¢. ‘State 2’ indicates the status of institutions at the end of quarter ¢g+n (n=1, 2, 3, 4
and 8). The percentage of institutions is calculated as the number of institutions that transition from initial status X (X=NSRI or SRI) at state 1 to status Y (Y=NSRI, SRI or Drop Off) at state 2, divided by the number
of institutions with initial status X at state 1. In Panel B, we repeat the same persistency investigation of SRI and NSRI but distinguishing them by their hedge fund/non-hedge fund status. Status ‘SRl HF’ indicates a
social responsible hedge fund at the quarter end; Status ‘NSRI HF’ indicates a non-social responsible hedge fund at the quarter end; Status ‘SRI NONHF’ indicates a social responsible non-hedge fund at the quarter
end; and Status ‘NSRI NONHF’ indicates a non-social responsible non-hedge fund at the quarter end. At state 2, institutions are classified into 3 groups. First group includes institutions whose status remains the same
as that at State 1. The second group ‘Others’ include institutions which have different status from that at State 1. The last group ‘Drop Off’ includes institutions which data is no longer available at State 2. Panel C
shows the time-series average KLD scores of stocks purchased by Hedge Funds (HF) and Non-Hedge Funds (NONHF) and their differences from 2003:Q1 to 2013:Q4. ‘Existing KLD’ is the time-series value-weighted
average KLD scores of existing stocks held by Hedge Funds and Non-Hedge Funds. ‘Newly Purchased Stocks’ is defined as the stocks an institution does not hold at quarter ¢-7 but holds at quarter ¢. ‘Additional

Purchase of Existing Stocks’ is defined as the stocks an institution already holds at quarter g-/ and i