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ABSTRACT

This research study aims to investigate the relationship between corporate social
responsibility and cost of equity with financial performance as mediator. The sample of -

the study comprises of 100 firms listed on Pakistan Stock Exchange. The period of the -

study ranges from 2005 to 2014. For obtaining precise results a number of statistical tools

like descriptive statistics, correlation analysis and panel econometric procedures have

been utilized. Stata 12 have been used as data analysis software. The mediating role of

S
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financial performance as measired by-Tobin’s Q between CSR and cost of equity is
examined. It is found from the analysis that the indirect effect is not significant and hence
it is concluded that financial performance does not mediate the relationship between CSR

and cost of equity. The results of control variables are consistent with the previous

studies. Overall the results of the study suggests that the corporate social responsibility is

still in its infancy stage in Pakistan and there is a need for civil society, business and

government to create mass‘awareness about corporate social responsibility.
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should be paid before the sweat dries on their body. As discussed above the Islamic concept of

responsibility towards society and justice seems to resemble the prevailing notions of CSR.

1.4. Gap identification:

The past literature on the relationship between CSR and cost of equity suggests that
majority of the research work is done in developed countries in general and U.S in particular
(Chava, 2010; Ghoul et al., 2011; Dhaliwal et-al., 2011, 2014; Cajias et al., 2014; Sharfman &
Fernando, 2008; Tanke, 2013). In developing markets this relationship is examined by very few
studies (e.g. Wu, Lin & Wu, 2014; Hajiha & Sarfaraz. 2013). In developing economies the concept
of CSR is in its infancy stage and most of the firms are not quite aware of the benefits of CSR and

thus less attention is paid to it.

As the impact of CSR-on firm’s cost of equity has not undergone through any research in
Pakistan according to our knowledge so this study will bridge this gap by investigating the relation
between Corporate Social Responsibility and cost of equity as well as the role of financial
performance as mediator in the relationship between corporate social responsibility and cost of

equity in detail in the context of Pakistan.
1.5. Theoretical Framework:

According to signaling theory (Ross, 1977) similar information is not available to everyone
in the market rather there is information asymmetry. Different information is available to both the
managers and investors at the same time. CSR may reduce a firm’s cost of equity by reducing

information asymmetry. This asymmetry of information may increase the investment risk which
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in turn may lead to high cost of eduity. Empirical study conducted by Dhaliwal et al. (2011) shows
that firms with high CSR discloses more information so that a positive image of responsible
corﬁorate citizens may be built in the minds of investors and stakeholders. According to Clarkson,
Overell and Chapple (2011) companies with high environmental performance as well as
companies which have higher tendency for pollution discloses more information related to
environment and will thus reduce information asymmetry through this way. Increased corporate
transparency will increase liquidity, especially stock depth, will increase (Tannous, Wang &
Wilson, 2013) and risk will decrease, thereby reducing the cost of equity (Cheng, loannou &
Serafeim, 2011). So this clearly indicates that corporate social responsibility enhances financial
performance by reducing information asymmetry. This better financial performance results in
lower cost of equity because good financial performance catches the attention of the investors
resulting in larger investor’s base which in turn reduces idiosyncratic risk. This lower risk will

translates into lower cost of equity. (Siddiqui, 2008; Hamid et al., 2011).

Empirical literature presents various arguments regarding the fact that CSR reduces cost of
equity of a firm. Among the various reasons that CSR reduces cost of equity, first one is that CSR
activities reduces a firm’s risk. A number of studies have been conducted regarding the relationship
between CSR and risk. According to Lee and Faff (2009) firms engaged in high CSR activities
tends to have lower firm’s specific risks. On the contrary firms which are socially irresponsible
may have to bear uncertain explicit claims in the future. For instance if a company sells product
that are unsafe and may be hazardous for the environment, this situation can increase litigation risk
and thus may increase a company’s future cost of capital (Waddock & Graves 1997). According
to Boutin and Savaria (2004) Canadian firms that are investing in CSR activities exhibits lower

risk.as compared to those firms which are socially irresponsible. Since cost of equity is the required
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researchers. This study plays a pivotal role for business managers to analyze the present status of
CSR in the country and take accurate decision in the context of Pakistan. Furthermore this study
is also important for the researchers to -make additional contributions in the literature of CSR in
Pakistani context which is not quite developed in developing economies like Pakistan. This study
helps firms to understand the relationship between CSR and cost of equity with intervening effect
of financial performance in the context of Pakistan. Furthermore this study focuses on the
importance of CSR in reducing+firm’s cost of equity with mediating effect of financial

performance.
1.9.1. Practical Contribution of the Study:

The practical contribution of this study is that it would boost the confidence of socially
responsible managers in pursuing CSR activities. The activities of CSR not only benefits society
but also beneficial in lowering firm’s financing costs. In the context of Pakistan firms are not
considering CSR as strategic planning tool, it can be used for lowering the cost of promotion. This
study would increase general awareness regard‘ing the concept of CSR in Pakistan and would help

to improve CSR practices in Pakistan.

The findings of this study would help in highlighting the current position of CSR and the potential
challenges to it in Pakistan. The findings would also help businesses, civil society and regulatory

authority to make a future CSR agenda in Pakistan.
1.9.2. Theoretical Contribution:

The theoretical contribution of this. study will be that it would empirically test the
stakeholder theory (Freeman, 1984), signaling theory (Ross 1977) in the coritext of Pakistan. It

will also enrich the existing literature of corporate social responsibility by investigating the effect
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This asymmetry of information may increase the investment risk which in turn may lead to high
cost of equity. Empirical study conducted by Dhaliwal et al. (2011) shows that firms with high
CSR discloses more information so that a positive image of responsible corporate citizens may be
built in the minds of investors and stakeholders. According to Clarkson et al. (2011) companies
with high environmental performance as well as companies which have higher tendency for
pollution discloses more information related to environment and will thus reduce information
asymmetry through this way. Increased corporate transparency will increase liquidity, especially
stoci( depth, will increase (Tannous et al., 2013) and risk will decrease, thereby reducing the cost

of equity (Cheng et al., 2011).

Thirdly, investors who are socially conscious will not invest in firms with low CSR. The
interests of investors including shareholders may be affected by CSR. Firms that invests in CSR
activities sends a positive signal to the investors making them believe that they their desired rate
of return can be achieved by investing in these firms (Cox & Wicks, 2011). Investors who are
environmentally conscious will invest in green firms only resulting in a situation in which only
neutral investors will hold socks of the polluting firms. It will results in lower investors base and
high risk for those firms. As a result those firms will have to offer high rate of return to neutral
investors so as to compensate them for high risk (Heinkel et al 2001). Institutional investors also
prefer to include firms that invests in CSR activities in their portfolio rather than those firms that
are part of alcohol, tobacco and gambling industries (Hong & Kacperczyk, 2009; Peterson &
Vredenburg, 2009). Thus firms investing in CSR activities may attain a broader investors range.

So it means that cost of may be reduced by investing in CSR activities.

1

Protection of environment from toxic waste materials also comes in the domain of CSR. In

this regard a study conducted by Sharfman and Fernando (2008) on US firms reveals that firms
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2.2. CSR, Financial Performance and Cost of Equity:

To date empirical research had produced inconclusive results regarding the relationship
between CSR and firm’s financial performance. Literature documents three types of relations

between CSR and financial performance which are positive, negative and no relation at all.

According to Freeman’s (1984) Stakeholder theory that a firm should give due
consideration to various stakeholder associated with firm directly or indirectly. This may lead to
improve image and reputation of the corporation which in turm could enhance firm’s overall
productivity and financial performance (Hillman and Keim, 2001, Donaldson and Preston, 1995).
On the contrary Friedman (1970) argue that the only responsibility of a business is to maximize
the profit of the shareholders and CSR is not value creator rather it is waste of firm’s resources.
Other authors hold the same view and argues that investments, or expenditures in CSR activities
are not aligned with the main objectives of the corporation and thus these investments are diversion
of firm’s resources from the main objective of its existence (Ullman, as cited in Goss & Roberts,
2011). Similarly under the framework of agency theory CSR may negatively affect the value

creation as to fulfill the demands of vast group of stakeholder may cause additional agency cost.

A study conducted by Margolis and Walsh (2001) regarding the relationship between CSR
and financial performance have produced controversial results. The authors have studied a number
of research works regarding the relation between the CSR and value creation as to find out which
one precedes the other. Among the studies 53% accounted for the impact of CSR on firm’s
performance while 68% shows that financial performance precedes CSR. It means that better

financial performance results in investments in CSR.
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Margolis and Walsh (2003) studied 131 papers and reported inconclusive results. Even
though a positive relationship is documented by 53% of the work but the remaining work shows
either negative, mixed or no relation at all. The reasons for inconclusive results may be the
measurement of the CSR such as Fortune and KLD database. In a meta-analysis carried out by
Orlitzky et al. (2003) shows that the measurements of CSR and financial performance changes the
relationship between the two. In literature CSR measurement problem is constant one (Waddock

and Graves 1997).

By examining empirical literature, it is evident from it that CSR and performance of the
firm are related in three directions. Baron et al. (2009) investigated the relationship between CSR
and corporate performance using “social pressure” as moderating variable. The inclusion of the
moderator in the study makes the relation as neutral. However the authors suggests that when
moderating factor is not used in the study the relations becomes significant. This relation is
negative for industrial corporations whereas positive for the commerce and service sectors.
Majority of the empirical research is carried on samples from US and Europe indicating research
carried out in developed markets. In emerging markets studies undertaken regarding‘CSR and
corporate performance are scarce. Recent works includes, Hong Kong (M.Kim & Y .Kim, 2014),
Pakistan (Malik and Nadeem, 2014) and Egypt (Whaba & Elsayed, 2014). In Pakistan Malik and
Nadeem (2014) concluded that there exist no relationship between CSR and corporate

performance. While the rest of two studies concluded with a positive relation between the two.

The literature on the relation between CSR and firm’s performance presents threefold
results, positive, negative and neutral relations. The analysis of research investigating this relation
shows that research on this topic is more concentrated in developed markets than emerging markets

such as Pakistan. In a given market there exist two groups, one that include shareholders, managers
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2.3. Conceptual Framework:

A conceptual framework of the study explains the main concepts or variables of the study
either graphically or in narrative form. It basically guides the researcher in the whole process

towards the solution of the problem. Below is the conceptual framework of this study.

' Y *
7 Financial .,

a- b

- Performance ™

CSR »| Cost of equity.











































































