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ABSTRACT:

Social responsibility has during the past few decades become a remarkable megatrend guiding
the behavior of different actors in various aspects of life. Consumers are increasingly aware of
the societal impacts of their decisions, growing concern about the climate change has forced
governments to commit to stricter emission targets, and companies are facing an increasing
pressure to consider the large-scale implications of their actions. At the same time the academic
discussion around corporate social responsibility has gone through a dramatic change. Only a
couple of decades ago the debate largely focused on whether companies have obligations to-
wards the society in addition to generating profits to their shareholders. Nowadays corporate
social responsibility is increasingly seen as an essential part of every company’s strategy, and
according to the prevailing view corporate social responsibility is believed to enhance compa-
nies’ financial performance.

Nordic countries are widely recognized as pioneers in responsibility related matters. However,
Nordics have been largely neglected in the previous academic research on the relationship be-
tween corporate social responsibility and financial performance. Using the research methodol-
ogy established in the existing academic literature, the purpose of this study is to find out
whether corporate social responsibility enhances the financial performance of Nordic firms. The
study aims to figure out whether the positive relationship between corporate social responsibil-
ity and financial performance observed in the previous studies hold when focusing solely on the
part of the world where the general level of social responsibility is higher than anywhere else.
More specifically, the study examines the impact of corporate social responsibility on the firm
profitability and value in Nordic publicly listed firms during the period from 2010 to 2020.

The empirical results of the study indicate that the overall corporate social responsibility score
is positively and significantly related to firm profitability. Of the three dimensions of corporate
social responsibility, the results show that especially environmental and social aspects of corpo-
rate responsibility enhance firm profitability, whereas corporate governance aspect turns out to
have a negative impact on firm profitability. The evidence doesn’t support the existence of a
direct relationship between corporate social responsibility and firm value. However, corporate
social responsibility can be seen to impact firm value indirectly through enhanced profitability.

The study contributes to the academic discussion by providing new evidence on the relationship
between corporate social responsibility and financial performance in the previously neglected
geographical context of Nordic markets. From the practical perspective, the empirical findings
confirm that Nordic firms can benefit financially from the investments in corporate social re-
sponsibility, especially what it comes to environmental and social aspects of responsibility.

KEYWORDS: Corporate Social Responsibility, ESG, Financial Performance, Profitability, Firm
value, Nordic firms
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1 Introduction

Over the past decades, sustainability and responsibility have become fundamental meg-
atrends affecting and reshaping the world in every aspect of life. Individuals all over the
world are more aware and concerned than ever about what kind of implications their
actions and decisions may have beyond their own personal scope of life. Global warming
is no longer just a subject for concern but something that can be observed in reality and
that must be dealt with in order to keep the earth a viable place to live for future gener-
ations. Governments are committing to more and more ambitious targets to reduce car-
bon emissions, and public authorities are imposing stricter regulations for businesses

and individuals to obey, hence guiding them towards more responsible behavior.

Since the surrounding world has become more conscious about societal and environ-
mental issues, companies are increasingly forced to consider the impacts of their actions
on the society. As a result, corporate social responsibility (CSR) has grown from a narrow
and often marginalized notion among a small group of academics into a complex and
multi-faceted concept increasingly central to corporate decision-making (Cochran 2007).
In today’s world it’s no longer enough for companies to just play by the rules — everyone
is expected to do more and be better than that. Consumers are increasingly willing to
buy eco-friendly goods and services that have been produced sustainably, even if they
cost more than less responsible alternatives. Even business-to-business relationships are
impacted by the responsibility megatrend, as especially large companies are increasingly
requiring their suppliers and other partners to comply with different quality and ethical
standards and refuse to do business with firms that fail to meet the requirements. Fur-
thermore, also the media and different non-governmental organizations are actively
keeping an eye on the renowned companies and do not hesitate to bring any unethical
behavior to public attention. It is not only companies’ own actions that matter, but a
misconduct revealed anywhere across the company’s entire supply chain may create

negative publicity and cause costly damage to the company and its public image.



Due to the ascent of corporate social responsibility, it is becoming clear that in the future
companies can hardly afford to neglect the all-encompassing demands for responsible
behavior. For a company that does not take corporate responsibility seriously but con-
tinues the unsustainable business-as-usual, the preconditions for doing business may
well cease to exist with an unexpectedly rapid pace. An intriguing question for compa-
nies and their decision-makers to consider is whether it is enough to maintain these pre-
conditions of existence for the business to thrive, or if it is worthwhile to seek for more
than that. Companies are increasingly forced to ask themselves, is it enough to be a good

citizen, or can corporate social responsibility also be good for business.

1.1 Background of the study

While environmental impact is nowadays probably the aspect that attracts most of the
attention (Lee et al. 2016) and comes first to one’s mind when talking about sustainabil-
ity or responsibility, the concept of corporate social responsibility (CSR) entails much
more than that. The European Commission (2011) defines CSR rather broadly as “the
responsibility of enterprises for their impacts on society”. According to the Commission,
for companies to fully meet their social responsibility, they should have a process in place
“to integrate social, environmental, ethical, human rights and consumer concerns into
their business operations and core strategy”. An alternative definition of CSR as “inter-
national private business self-regulation” by Sheehy (2015) further underlines the diver-
gence of CSR from compliance with formal regulation set by governments or public au-
thorities. While the pressure for companies to be socially responsible perhaps mainly
comes from the outside, the acts of responsibility are first and foremost initiated by the
companies and industry-associations themselves. The evaluation of to what extent a
company meets its corporate social responsibility is often composed around the well-
established concept of ESG, where the three letters represent three main aspects of CSR:

environmental, social and corporate governance (IFC 2004).

In essence, the main purpose of any business is to generate profits to the company’s

shareholders. While some may argue that firms can’t keep seeking profits at any cost but



taking care of the environment and society should be at least equally important, the
reality is that in market economies businesses need to make profit to survive. In long run,
an unprofitable company will go out of business, and for a company that goes out of
business there are no CSR matters to take care of. Intuitively, it seems obvious that a
company needs to perform financially in order to be able to perform responsibly. How-
ever, even if the former might in a way to be a prerequisite for the latter, it doesn’t nec-
essarily mean that the former is more important than the latter — or that one can only
be improved at the cost of the other. Could it be that there is no trade-off between the

two, but doing good actually leads to doing well?

In his famous shareholder theory, also known as Friedman doctrine, the economist Mil-
ton Friedman (1970) declares that in a free society where we live in, the one and only
social responsibility of a firm is to increase its profits and thereby maximize the returns
to its shareholders. According to Friedman, a firm has no responsibility to the public or
society but only to its owners. Corporate executives, as Friedman states, are employees
of the owners of the business, and their sole responsibility is to run the business in ac-
cordance with their employers’ desires. Friedman argues that if a corporate executive
engages in an activity where the company’s resources are used to make a positive impact
on the society at the cost of the firm’s profits, he would be merely using someone else’s
money for his own purpose, even if it also is a general social interest. Friedman is not,
however, against activities that may be called socially responsible, but he claims that
they should be carried out by individuals and not by corporations. Indeed, he accepts
that people may feel impelled to do something good for the society, but they should do
it as principals rather than agents — spending their own money, time and energy and not

the money, time and energy of their employers (Friedman 1970).

Robert Edward Freeman (1984) provides an alternative view to corporate social respon-
sibility. According to Freeman'’s stakeholder theory, shareholders are just one group of
many stakeholders a company must consider. Freeman counts in as stakeholders anyone

invested in, involved in or affected by the company. Contrary to Friedman’s (1970)



shareholder theory, Freeman’s stakeholder theory suggests that the true success of a
firm is dependent on satisfying the needs and expectations of all the stakeholders, not
just those owning the company and gaining profits from its success. According to Free-
man, by neglecting any group of its stakeholders, a company might generate profits in
short term, but will not survive in long term. Without the support of all the stakeholders
a company will eventually cease to exist, and hence, it indeed should be of interest for a
firm to engage in socially responsible activities and foster the relationship with its stake-

holders (Freeman 1984).

If Friedman (1970) is correct, corporate social responsibility does not matter, and corpo-
rate executives should not care about it. If Freeman (1984) is correct, corporate social
responsibility is a vital condition for a firm’s existence, and corporate executives should
indeed care about it a great deal. However, even if Freeman’s stakeholder theory holds
true, it doesn’t necessarily imply that there is any linkage between how socially respon-
sible a firm is and how well it performs financially. An essential question remains — be-
yond being socially responsible enough to secure its survival, does a firm benefit from

being more socially responsible than that?

The question is not exactly a new one. The relationship between corporate social re-
sponsibility (CSR) and corporate financial performance (CFP) has sparked interest in the
academic world for several decades already. The origin of academic research on the topic
can be traced back to as far as 1970s (Friede et al. 2015). Since then, the stream of aca-
demic studies has been ample, and several different lines of research have emerged.
Many scholars have sought evidence for the existence of CSR-CFP relationship (e.g.
McGuire et al. 1988). Others have gone deeper into the details and investigated the fi-
nancial performance impact of different aspects or dimensions of CSR (e.g. Bauer et al.
2004; Lee et al. 2016). A related field of study has focused on socially responsible invest-
ing (SRI) and its impact on portfolio returns (e.g. Mollet & Ziegler 2014). Gradually the
focus has been increasingly shifting from what to how and why, as the academics have

tried to understand the mechanisms behind the CSR-CFP relationship and developed
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theories and frameworks to explain why CSR and CFP should be related, and how socially

responsible behavior translates into financial performance (e.g. Perrini et al. 2011).

While majority of the research on the topic confirms the existence of CSR-CFP linkage
and a non-negative relationship is empirically relatively well established, the CSR-CFP
nexus is still deemed inconclusive. The empirical results seem to vary depending on the
context of research. Studies focusing on a certain geographical area, industry sector, eco-
nomic situation or competitive landscape have ended up with different conclusions what
it comes to the existence and magnitude of CSR-CFP relationship. In terms of financial
performance, CSR seems to matter more in certain countries, industries or time periods
than in some others. One possible explanation for the regional differences might be the
varying levels of advancement in CSR between different parts of the world. In countries
where the overall progression in CSR is relatively low, a company that has integrated CSR
as a part of its business operations probably stands out from the others. In the other
hand, in the most advanced countries in terms of CSR adoption, the companies that
stand out are more likely the ones where CSR matters have not been properly addressed.
This study focuses on the latter case and aims to find out whether companies truly ben-
efit from CSR in countries where socially responsible behavior is an expectation rather

than an exception.

1.2 Purpose of the study

Nordic countries are broadly recognized not only as the most advanced welfare states in
the world, but also as the global leaders in terms of sustainability and social responsibil-
ity. According to Midttun et al. (2015), companies from Nordic countries are overrepre-
sented in global CSR initiatives, and Nordic governments are heavily engaged in various
national CSR motions. Furthermore, Nordic countries typically claim top positions in var-
ious sustainability rankings. For example, in the Global Sustainability Competitiveness
Index (GSCI) 2021, Sweden ranks first, Finland second, Denmark fourth, and Norway fifth

(Solability 2021). The Nordic dominance is even more overwhelming in the Country
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Sustainability Ranking 2021, where the first four positions are occupied by Sweden, Fin-

land, Norway and Denmark, respectively (Robeco 2021).

Superiority of the four Nordic countries in CSR is of course relative and not absolute —
being the best is not the same as being perfect. Nonetheless, having a group of neigh-
boring countries where CSR has come further than anywhere else in the world opens a
fascinating question for exploration: Does being more socially responsible pay off in a
setting where everyone is, and is expected to be, socially responsible? More specifically,
does the non-negative relationship between CSR and CFP that has been empirically ob-
served in numerous studies all over the globe disappear when the phenomenon is inves-
tigated in the most socially responsible part of the world, or does the relationship be-

come even more pronounced?

This study aims at answering the above question by extending the research methodology
previously adopted in numerous academic publications to publicly listed companies in
Nordic countries, namely Sweden, Finland, Norway and Denmark, with the most recent
available data. More specifically, the purpose of the study is to investigate whether so-
cially responsible behavior of a company has led to an enhanced financial performance
in Nordic countries during the period of last eleven years from 2010 to 2020. Following
the line of previous academic research on the topic, ESG scoring across the three main
pillars of corporate social responsibility — environmental, social and governance —is used
to measure companies’ CSR performance. Financial performance is measured from both
accounting and market perspective, using return on assets (ROA) as a proxy for the for-
mer and Tobin’s Q as a proxy for the latter. Both CSR and financial data used in the study
is retrieved from Refinitiv’s database with the frequency of one year, so that for each

variable there is one data point per firm-year observation.

To accomplish its purpose, this study seeks to answer the following research questions:
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1. Does corporate social responsibility enhance the financial performance of Nordic
firms?
2. Areallthree dimensions of the ESG framework equally important for the financial

performance of Nordic firms?

The first research question considers corporate social responsibility in a broad sense. To
answer the question, this study examines the relationship between companies’ overall
ESG score and financial performance. The second question breaks down corporate social
responsibility into three dimensions according to the ESG framework, with the purpose
of finding out how each dimension individually contributes to firms’ financial perfor-
mance. To answer this question, the CSR-CFP relationship is investigated for each ESG

dimension separately.

This study contributes to the academic research on the relationship between corporate
social responsibility and financial performance by extending the established research
methodology into a previously unexplored geographical context that provides a unique
setting where the bar of corporate social responsibility is higher than anywhere else in
the world. The study sheds new light on whether the positive impact of socially respon-
sible behavior on financial performance observed in previous empirical studies sustains
in countries where corporate social responsibility has been widely adopted by compa-
nies as a part of doing business. Furthermore, this study provides an up-to-date view on
the topic as it is conducted with most recent available data, covering the last ten years
up until 2020. From practical point of view, the study offers new information for the ex-
ecutives of Nordic firms on whether further investments on corporate social responsibil-
ity still pay off in the form of enhanced financial performance, or whether CSR has be-

come a commodity for which firms do not get rewarded financially.

1.3 Structure of the study

Rest of this study is structured as follows. Second chapter introduces the theoretical

background of corporate social responsibility and its relationship with corporate
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financial performance. The chapter outlines the theoretical framework for why and how
corporate social responsibility is presumed to affect companies’ financial performance.
Chapter three provides an overview on the existing academic literature on CSR-CFP re-
lationship and summarizes the key findings from previous studies. Chapter four de-
scribes the research methodology, regression models and data used in this study. Chap-
ter five presents the empirical results of the research. In chapter six, key conclusions are
drawn, and the research and its limitations are critically evaluated. Finally, the study is

concluded by identifying possible areas for future research on the topic.
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2 Theoretical background

Subject of this thesis is composed around two key concepts: corporate social responsi-
bility and corporate financial performance. This chapter introduces these concepts, out-
lining the theoretical framework for the thesis. The chapter begins with a brief discussion
on stakeholder theory, a concept closely related to that of CSR with which it shares many
similar ideas. After that the next sub-chapter focuses on CSR, addressing the evolution
of the term as well as some criticism posed against it. The last part of this chapter ex-
plains the concept of corporate financial performance as it is used in this thesis. In the
end, the section ties the two main concepts — CSR and CFP — together, establishing the

theoretical basis for the empirical part of the study.

2.1 Stakeholder theory

One of the well-known debates in the history of academic business literature is that of
shareholder theory by Milton Friedman versus stakeholder theory by R. Edward Freeman.
As a strong advocate of free markets, Friedman (1970) suggests that corporate social
responsibility is in essence an immoral idea, arguing that using corporate resources for
non-business issues is effectively the same as stealing from the company’s shareholders.
According to Friedman, a company is not responsible to anyone or anything except for
its shareholders. The most remarkable objection to this idea saw light when Freeman
published his book Strategic Management: A Stakeholder Approach (1984) that has later
been widely recognized as the fundament of stakeholder theory. In the book, Freeman
defines a stakeholder as “any group or individual who can affect or is affected by the
achievement of the organization’s objectives”. Primary idea of the stakeholder theory is
that, on the contrary to Friedman’s thesis, shareholders are just another group of stake-
holders. Freeman suggests replacing “the notion that managers have a duty to stock-
holders with the concept that managers bear a fiduciary relationship to stakeholders”.
(Freeman 2002, p. 39). Hence, a company should create value for every group of its

stakeholders, not only for its shareholders.
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In their later work on stakeholder management, Freeman et al. (2007) illustrate the va-
riety of a company’s stakeholders with a two-tier stakeholder map (figure 1), where they
divide stakeholders into two different groups: primary and secondary stakeholders. The
former group consists of employees, suppliers, financiers, communities and customers.
Forming the inner circle in the framework, these stakeholders are close to the firm and
their interests largely explain whether the firm can achieve and sustain an extraordinary
performance. The latter group on the outer circle, namely competitors, consumer advo-
cate groups, special interest groups, media and the government, also play a key role by
influencing the relationship of the firm with its primary stakeholders (Freeman et al.

2007).

Government

Competitors

Employees

Suppliers

Consumer
advocate
groups

Special-
interest
groups

Primary Secondary
stakeholders stakeholders

Figure 1. Two-tier stakeholder map (Freeman et al. 2007).
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The scope and complexity of a company’s stakeholder network is well depicted by the
number of different attributes a stakeholder relationship may possess. According to
Miles (2017), stakeholder relationships can be, for instance, direct or indirect, internal
or external, proximal or distal, primary or secondary, formal or informal, perfect or im-
perfect, implicit or explicit, social or moral, market or non-market, and legal, economical
or operational. Moreover, a relationship may or may not be mutually acknowledged, and
it may arise from a past, present or future interest, which can be based on power, legiti-
macy or urgency (Miles 2017). In an attempt to create a comprehensive and multi-di-
mensional classification model for the stakeholder theory, Miles proposes four hypo-
nyms of stakeholders. According to her, influencer is a stakeholder that has the capacity
and an active strategy to influence a firm’s actions; claimant has a claim in a firm, as well
as an active strategy to pursue that claim, but lacks the power to ensure that the man-
agement attends the claim; collaborator co-operates with a firm but lacks an active strat-
egy for influencing it, and finally, recipient is affected by the actions of a firm but does

not actively pursue any claims on the firm (Miles 2017).

Freeman et al. (2007) identify four megatrends that, according to them, have a profound
impact on businesses by adding a layer of intensity and complexity to managing stake-
holder relationships. The first three trends suggested by them include liberalization of
markets, liberalization of political institutions, and increasing environmental awareness.
Reduced state control and increased public awareness are both pushing companies to
pay more attention to different societal issues. These three trends are, according to Free-
man et al., further intensified by the fourth one: advances in information technology. In
the information society of present day where the whole world is connected and where
communication is faster and easier than ever, there are few secrets. Today’s executives
“live in a fishbowl!”, and to succeed in managing their stakeholder relationships, they
need to adopt the stakeholder mindset while efficiently integrating all the changes faced
by them (Freeman et al. 2007). For the purposes of this thesis, it is not necessary to
discover the full range of different means that firms can use to address their stakeholders’

interest and to create value for them. However, it is useful to recognize the four high-
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level strategies a firm may adopt. In order to create stakeholder value, a firm can either
try to change the rules, take offensive actions, take defensive actions, or adopt a holding

strategy — or in other words, maintain the current behavior (Freeman et al. 2007).

2.2 Corporate social responsibility

This chapter outlines the theoretical basis of corporate social responsibility, starting from
the origins of the concept and its evolution to how it is understood today. Next, the
chapter addresses some of the criticism that has been presented to contest the basic
idea of CSR, after which it discusses the relationship between CSR and the closely related
concept of stakeholder theory. The chapter is concluded with a brief overview on CSR in

Scandinavian context.

2.2.1 Evolution of CSR

The concept of corporate social responsibility has come a long way since its early ap-
pearance in 1930’s in the academic debate between professors Berle and Dodd on
whether businesses should be seen solely as profit-seeking corporations or economic
institutions having a duty for social service (Dodd 1932). The argumentation remained
unsettled until 1954 when Berle admitted his defeat to Dodd in the favor of latter con-
tention (Cochran 2007). During 1960’s, along with the rise of different activist groups,
the notion of corporate responsibility sparked new interest. First attempts by academics
to define CSR saw light as the need for governing the relationship between corporations
and the society as well as the existence of managerial issues beyond a firm'’s direct eco-

nomic interests were gradually recognized (Carroll 1991).

Early 1970’s was marked by the establishment of various governmental bodies intended
to watch after the interests of the public. The ascent of social legislation manifested the
role of consumers, employees and the environment as legitimate stakeholders of corpo-
rations, and forced the executives for the first time to truly consider the legal and ethical

rights of these stakeholder groups alongside with their responsibility to the shareholders
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(Carroll 1991). Later in the decade the focus of the debate shifted from social responsi-
bility to social responsiveness, reflecting the necessity to move on from the semantics
of business ethics to taking actions to respond to intensifying social pressures (Carroll
1991; Cochran 2007). The evolution of the concept towards a more practical stance
brought to life what was called corporate social performance, where the basic idea was
to recognize that firms do have social obligations, and that they must develop pragmatic

responses to various pressures from the society (Cochran 2007).

After the recognition of firms’ ethical obligations along with the need for practical re-
sponses, a natural next step was a conceptual consolidation of the economic and social
orientations of a firm. Corporate social responsibility had to be framed in such a manner
that addresses the full spectrum of business responsibilities and obligations. Attempting
to satisfy this need, Carroll (1991) developed the pyramid of corporate social responsi-
bility (figure 2), which became one of the cornerstones in the academic work in the field

of CSR.

Philanthropic responsibilities

Be a good corporate citizen

Ethical responsibilities

Be ethical

Legal responsibilities

Obey the law

Economic responsibilities

Be profitable

Figure 2. The pyramid of corporate social responsibility (Carroll 1991).



19

Carroll’s (1991) pyramid reconciles the four building blocks of CSR as they were under-
stood at the time: economic, legal, ethical and philanthropic responsibilities. At the bot-
tom of Carroll’s pyramid lays the block that serves as the foundation for the other three
—a firm’s economic responsibility to be profitable. While performing economically, a firm
is expected to comply with the law, because the law is, according to Carroll, the line
between what is acceptable and what is not. The next building block beyond the law is
a firm’s obligation to do what is right and fair, as well as to avoid causing harm. Finally,
the top of the pyramid suggests that a firm is expected to be a good citizen by contrib-
uting some of its resources to the community and trying to improve the quality of life for

the surrounding society. (Carroll 1991).

While academics had earlier brought the economic perspective conceptually together
with the social aspects of corporate responsibility under the same CSR umbrella, Porter
and Kramer (2002) were among the first ones recognizing the interconnectedness of a
firm’s social and economic goals. While not talking about CSR as such but more specifi-
cally about corporate philanthropy, their principle is that an investment made by a firm
for economic purposes often have positive social outcomes, and philanthropic activities
may as well bring about positive economic returns for a firm. Years later Porter and Kra-
mer (2006) extended their work on the linkage between corporate philanthropy and
competitive advantage to entail CSR in a broader sense and developed a concept that
they called “creating shared value (CSV)”. The underlying idea of CSV is that corporate
success and social welfare is not a zero-sum game, but by adopting a strategic CSR ap-
proach a firm can both create a significant social impact and capture great business ben-

efits. (Porter & Kramer 2006)

The unfolding of the conception that CSR is not just an ethical obligation a firm has to-
wards the society but something that both the society and firms themselves can benefit
from finally gave way for CSR to extensively enter the agendas of companies and organ-
izations. One of the key landmarks in the history of CSR was the introduction of the term

ESG by the United Nations Global Compact initiative in 2004 (IFC 2004), which laid the
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foundations for responsible investing where environmental, social and corporate gov-
ernance matters are considered. According to Kell (2018), while socially responsible in-
vesting (SRI) had been around for quite some time already, the idea of SRI was mainly to
adopt an investment strategy where certain industries and companies were excluded
based on ethical and moral criteria. The rise of ESG investing marked the outset of a wide
acceptance of the assumption that environmental, social and governance factors indeed

have financial relevance for the firms and, consequently, for their investors (Kell 2018).

For companies the broad adoption of ESG criteria in the investment process and deci-
sion-making of major investors all over the world at the latest implicated that corporate
social responsibility was no longer only about fulfilling social and ethical obligations and
reacting to the social pressures coming from their surrounding society. Instead, CSR was
about to become something that is at the very core of a company’s strategy and purpose.
Whereas the early definitions and conceptualizations of CSR aimed to capture the en-
tirety of the concept in a definite number of components that constitute a firm’s respon-
sibilities beyond securing economic performance, in the new era CSR is understood to
comprise all kinds of effects a firm may have on the society. The new, more holistic and
abstract conception is well reflected in the European Commission’s (2011) definition of
CSR as “the responsibility of enterprises for their impacts on society”; the definition does
not specify different types of responsibilities nor intends to categorize what constitutes
a society. The role of CSR as an integral part of a business is apparent in the Commission’s
further notion that for companies to fully meet their social responsibilities, they “should
have in place a process to integrate social, environmental, ethical, human rights and con-
sumer concerns into their business operations and core strategy” (European Commis-

sion 2011).

2.2.2 Criticism towards CSR

Throughout the inevitable evolution of CSR from a social duty to an integral part of com-
panies’ strategy and purpose, the concept of CSR has been a subject for an ideological

controversy. Freeman and Dmytriyev (2017) discuss the contestability of CSR and group
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the most common criticism into three different categories based on the line of argumen-
tation. The three categories include violating obligation to shareholders, covering wrong-

doing, and creating false dichotomies.

According to Freeman and Dmytriyev (2017), the first line of argumentation is based on
an opinion that CSR violates the obligations a company towards its shareholders. Follow-
ing the ideology of Friedman doctrine, the advocates of this point of view claim that
corporate executives are not entitled to use their firms’ resources to solve non-business
issues (Freeman & Dmytriyev 2017). Instead, if executives desire to contribute to the

common good, they should do so privately.

The second group of critical arguments as suggested by Freeman and Dmytriyev (2017)
points to companies using CSR to cover their wrongdoing. According to the authors, in
the most savage form of this stance, corporations are regarded as a necessary evil for
the society, and corporate executives are believed to be cold-blooded maximizers of
their own benefit. CSR is hence seen solely as an endeavor of executives and companies
to retain their reputation by doing something good. Another form of covering wrongdo-
ing as identified by Freeman and Dmytriyev is called moral licensing, which refers to do-
ing good for one group of stakeholders to become excused for mistreating another. Third
and perhaps the most sophisticated form of covering wrongdoing is so called window-
dressing, which means using CSR to give a positive impression towards authorities with
an intention to pre-empt them from imposing stricter regulations (Freeman & Dmytriyev
2017). In an environmental context, according to De Vries et al. (2015) corporate respon-
sibility policies and activities with suspicious motives are often called greenwashing. The
main idea of greenwashing is that firms deliberately frame themselves as ‘green’ to make

their business look environmentally friendly (De Vries et al. 2015).

Third category of criticism is that of accusing CSR for creating false dichotomies, such as
economic versus social and business versus ethics (Freeman & Dmytriyev 2017). In this

line of argumentation, CSR is believed to create unnecessary either-or oppositions where



22

one’s gain is another’s loss, and where economic success and social contribution is a
zero-sum game. Examples of such false dichotomies presented by Freeman & Dmytriyev
include concluding that shareholders receive lower returns on their investment if com-
panies contribute part of their resources to helping communities, or that providing a
good compensation to the employees leaves other stakeholders with lower created

value.

Freeman and Dmytriyev (2017) claim that the criticism of CSR as a violation of the share-
holders’ rights has been undoubtedly proved to be false both by academics and lawyers.
What it comes to covering wrongdoing and creating false dichotomies, they admit that
these two arguments indeed imply a remarkable challenge to the concept of CSR. How-
ever, they suggest that it is the interconnection of CSR and stakeholder theory that can

help companies to overcome such criticism.

2.2.3 CSR and stakeholder theory

While the concepts of CSR and stakeholder theory have been around for decades, both
stressing the importance of integrating the interests of the society in companies’ busi-
ness operations, relatively little attention has been paid to whether and how these two
concepts are intertwined. It has been suggested that CSR and stakeholder theory are
complementary to each other (e.g. Russo & Perrini 2010), competing views to dealing
with same issue (e.g. Schwartz & Carroll 2008), or that one concept is included in the
other (e.g. Garriga & Melé 2004). Freeman and Dmytriyev (2017) propose that CSR and
stakeholder theory should be seen as detached concepts that are partially overlapping.
What the two concepts share with each other is the idea that companies can’t be sepa-
rated from the society surrounding them, and that companies have a responsibility to-
wards societal interests. However, the concepts differ in that they look at companies

from a different perspective.

Simply put, Freeman and Dmytriyev (2017) argue that while stakeholder theory primarily

looks at a company from the company’s own perspective, CSR does the same from the
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society’s point of view. The concept of stakeholder theory is narrower in a sense that it
focuses on a company’s immediate stakeholders that impact or are impacted by the com-
pany rather directly, whereas CSR extends the social considerations much further into
the society at large. In the other hand, CSR is the narrower one of the two concepts in
that it addresses the social aspects specifically and hence prioritizes one subset of re-
sponsibilities a company has over the others, while stakeholder theory suggests that a
company must address the interests of all its stakeholders without making any trade-offs
between them. Therefore, while stakeholder theory is about a company’s responsibili-
ties to its stakeholders in general, CSR focuses on a company’s social responsibilities in
particular (Freeman & Dmytriyev 2017). The relationship between the concepts is illus-

trated in figure 3.

Stakeholder theory

Corporate social responsibility

Competitors

Society at large

Financiers Employees

Suppliers

Consumer
advocate
groups

Special-
interest
groups

Figure 3. The relationship of stakeholder theory and corporate social responsibility (Free-
man & Dmytriyev 2017).

To overcome the deficiencies in CSR put forward by the critics of the concept, Freeman
and Dmytriyev (2017) suggest aligning CSR with the latest findings within stakeholder

theory. They propose three key elements that unify the two concepts: firstly, a company
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should be driven by a purpose that lies within moral domain; secondly, to make the pur-
pose materialize in practice, a company should create value to all its stakeholders; and
finally, stakeholders should be regarded as interdependent, in that creating value for one
stakeholder makes the others better off as well. Adopting these principles defends a
company against the common challenges in CSR and reduces tension between the inter-

ests of the society and other stakeholders (Freeman & Dmytriyev 2017).

2.2.4 CSRin the Nordics

The Nordic region comprises a setup of particular interest for the academic discussion
on corporate social responsibility, because by more or less any standard, Sweden, Fin-
land, Norway and Denmark are leading the world in the strength of CSR and responsibil-
ity performance. Strand et al. (2015) establish this statement by conducting a compre-
hensive review of a variety of CSR performance measures, arriving in a conclusion that
Scandinavian and Nordic firms tend to be disproportionately well represented in differ-
ent sustainability rankings. Further, they explore a variety of factors potentially contrib-
uting to the extraordinarily strong CSR performance, with the purpose of depicting the
state of the art in the Scandinavian CSR. Since Finland is not geographically part of Scan-
dinavia, the authors frequently use terms Scandinavia and Nordics side by side to include

Finnish companies in the consideration.

Firstly, Strand et al. (2015) consider the deep-rooted traditions of stakeholder engage-
ment as plausible explanans for the high adoption of CSR in Scandinavia. Democracy has
according to them traditionally been highly revered in the Nordics, and efforts have been
made early on to integrate democratic principles in the industrial setting as well, giving
rise to the appearance of the term “stakeholder” in the context of business management
literature for the first time in the world back in 1960s. They suggest that the long history
of stakeholder engagement in the Nordics, which has been partially driven by the gov-
ernments’ involvement as well as by societal expectations, is labeled with a way of think-
ing in which the needs of businesses and the society are constantly elevated side by side.

Already in the earliest Scandinavian management literature, businesses and their
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stakeholders were depicted to share a jointness of interests (Strand et al. 2015). Hence,

stakeholder engagement is in fact essentially a concept with Scandinavian origins.

Another potential driver behind the broad adoption of CSR in Scandinavia is the influ-
ence of institutional structures. Social democratic parties have historically possessed a
strong position in the Nordic societies, and their ideals of a Scandinavian welfare state
may have played an important role in shaping the social and environmental regulations
that are among the strictest in the world (Strand et al. 2015). These regulatory mecha-
nisms in their part have been a major driving force of the superiority of Nordic-based
companies in terms of CSR performance. However, Strand et al. note that more recently
the Scandinavian governments have gradually withdrawn from certain areas of the soci-
ety which have previously been regarded as belonging to the responsibility of the public.
They believe that this ongoing change points to an inevitable transition from the Scandi-
navian implicit CSR towards the US-based explicit CSR, i.e. from corporate policies driven
by values, norms and rules to socially responsible activities based on voluntary programs
and strategies. Depending on how well Scandinavian firms are able translate the implicit
CSR traditions into explicit CSR strategies, the transition can be regarded both as an op-

portunity and a challenge for the future of Scandinavian CSR (Strand et al. 2015).

Finally, Strand et al. (2015) address the possible influence of the Scandinavian culture on
CSR. Knowingly engaging in stereotyping, they describe Scandinavian management style
as being inclined towards building consensus, sharing power, encouraging cooperation,
considering the wellbeing of stakeholders, being humble and demonstrating trustwor-
thiness. Further, they suggest that Scandinavian managers tend to disapprove making an
effusive effort to avoid looking bad, which points towards a greater willingness to get
involved in in CSR related issues even if they might turn out to be messy. Scandinavian
countries also have the most feminine cultures in the world, which is found to be posi-
tively associated with stronger CSR performance (Strand et al. 2015). All in all, while
there appears to be no single factor predominantly explaining the superiority of Scandi-

navia in terms of CSR, Strand et al. conclude that the Nordic countries can effectively be



26

regarded as an inspiration for CSR across the world, yet they recognize the risk of erosion
of the superior performance over time due to the ongoing withdrawal of the govern-

ments from the fields of environmental and social concern.

2.3 Financial performance

While it has been a subject of debate in the field of CSR and stakeholder theory for sev-
eral decades whether companies have social obligations to the society, few have ques-
tioned companies’ economic responsibility to their shareholders. In fact, in some coun-
tries a company’s purpose to generate profits for the shareholders is written in law (e.g.
(Limited Liability Companies Act 21.7.2006/624, chapter 1, 5 §). Shareholders’ profits
are a result of the firm’s financial performance, which in turn results from efficient value
creation. To understand the role of CSR in the equation, it is of importance to be aware
of the mechanisms through which companies create value to make financial gains. This
section provides an overview on value creation, different measures of financial perfor-

mance and, finally, how CSR is assumed to contribute to a firm’s financial performance.

2.3.1 Value creation

Value creation is the process where a firm performs a set of activities to make use of its
resources to create added value for its customers. Porter (1985, p. 37) approaches value
creation by describing the full range of activities performed by a company as a value
chain consisting of all the steps needed to bring a product or service from conception to

distribution. Porter’s value chain framework is illustrated in figure 4.
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Figure 4. A company’s value chain (Porter 1985, p. 37).

Porter (1985) divides value chain activities into primary activities having an immediate
impact on a company’s value creation, and support activities that are undertaken to
make primary activities more efficient. Primary activities include inbound logistics, pro-
duction, outbound logistics, marketing, sales and service. Supporting activities consist of
firm infrastructure, human resources management, technology development and pro-
curement. Porter’s value chain analysis has been widely adopted in business manage-
ment as a tool for increasing efficiency to deliver highest possible value for lowest pos-
sible cost. How well a company performs the value chain activities largely constitutes the
value add that customers essentially pay for, and how efficiently a company performs
the activities determines how much it costs for the company to create the added value.

Hence, profitability of a company is ultimately driven by its value chain performance.

2.3.2 Measuring financial performance

Financial performance of a company depends on its ability to make profits. Profitability
in turn is determined by the company’s ability create value through its business opera-

tions. Value creation takes place as the company performs activities on the inputs
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acquired by it to transform them into outputs for which customers are willing to pay
more than the costs incurred by the company in the process (Porter 1985). In order to
perform activities that add value for which customers are willing to pay, a company
needs assets — resources having economic value in a sense that they are expected to

provide benefits to the company in the future.

Profitability of a company can be measured in numerous ways, each having their own
pros and cons. Appropriateness of each measure depends on the purpose context of
measurement (McGowan et al. 2015). For the sake of comparability, it is usually reason-
able to relate a company’s profits to some other metric instead of looking at the profits
in absolute terms. Oftentimes profits are compared to revenue to calculate a company’s
profit margin, which is a useful ratio to measure how much money a company makes
from its sales (McGowan et al. 2015). Another commonly used ratio to measure profita-
bility is return on assets (ROA), where a company’s profits are compared to the resources
the company used to earn them (McGowan et al. 2015). ROA measures a company’s
asset efficiency; the higher a company’s ROA is, the more efficiently it uses its resources
to generate profits. In essence, companies can improve their asset efficiency in two ways:
by making more profits with their existing assets, or by reducing their assets while keep-

ing profits unchanged.

While return on assets is a useful metric for a firm’s asset efficiency, one of its deficien-
cies is that, similarly with many other profitability ratios, it is largely dependent on the
industry and can vary somewhat significantly between different companies. For firms
operating in asset-heavy industries like manufacturing, return on assets is often rela-
tively low compared to businesses that mainly rely on human capital and that hence
have little fixed assets in their balance sheet. Moreover, return on assets addresses just
one aspect of a company’s financial performance. As a ratio consisting of two compo-
nents — profits and book value of total assets — both of which are accounting-based fig-
ures, it only provides an accounting perspective to financial performance (Guenster et

al. 2011).
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Especially for publicly listed companies as well as their existing and potential investors,
the value of the company in capital markets and different performance indicators de-
rived from it are of great interest. Market value of a company is a key determinant of the
wealth of the company’s shareholders, and thereby according to Goel (2015) closely con-
nected with companies’ purpose to generate returns for their investors. While ROA looks
backwards in a sense that it compares the profits a company has made in the past to
book value of the assets it owned while making those profits, market valuation is largely
determined by the market’s expectations for the returns a company will generate in the
future (Goel 2015). Unlike past profits reported in financial statements, future profits are
not yet known but they are associated with some degree of uncertainty. The uncertainty
of future returns impacts the market value of a company in that highly certain future
return is more valuable today than an equal return with low certainty. In the other hand,
the more an investor pays for certainty today, the lower is the rate of future returns. This
so-called risk-return tradeoff is a fundamental concept in investment theory (Fabozzi et
al. 2011): to reduce risk an investor must settle for lower expected returns, and to in-

crease expected returns, an investor must accept higher risk.

Market capitalization alone doesn’t say much about a company as an investment nor its
financial performance. It only describes the capital market’s opinion on the value of a
company’s assets and the returns they are expected to generate in the future. Therefore,
it is useful to relate market capitalization to other financial items to understand how the
prospects of a company are perceived by the market. A commonly used method is to
compare the market capitalization of a firm with the replacement cost of its assets
(Chung & Pruitt 1994). This ratio is known as Tobin’s Q, and it expresses the relationship
between a firm’s market value and intrinsic value. In equilibrium the market value of the
company equals the replacement cost of its assets. In essence, whereas the value of
Tobin’s Q falling below one means that the market value is lower than the replacement

cost, indicating that the company is undervalued, a value greater than one implies that
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the company is overvalued, as the market value exceeds the replacement cost (Muham-

mad et al. 2015).

In theoretical terms, undervaluation of a company in terms of Tobin’s Q makes it an at-
tractive target for acquisition, as it would cost less for investors to purchase the company
than to create a new similar company from scratch. Increased interest among investors
towards the company should increase its stock price and market capitalization, pushing
Tobin’s Q up towards one. In the other hand, overvaluation of a company in terms of
Tobin’s Q suggests that the business is worth more than what it costs to acquire the as-
sets needed to run it. This should encourage new entrants to join the market by creating
similar businesses, thereby increasing competition, reducing market share, lowering
market capitalization and pushing Tobin’s Q down towards one. Another way to look at
the ratio is that a company with high Tobin’s Q is making good use of its assets to gener-
ate excessive returns, indicating a superior performance compared to companies with

low Tobin’s Q.

2.3.3 CSR and financial performance

Building on Porter’s (1985) idea of value chain activities, Porter and Kramer (2006) ex-
tend the use of value chain framework to the field of CSR by proposing it as a tool for
companies to map the social implications of their activities, thereby creating an inven-
tory of social problems and opportunities to be addressed. They divide corporate in-
volvement in society into responsive CSR and strategic CSR and suggest that adoption of
the value chain approach can be useful in addressing both. Responsive approach to so-
cial impacts of value chain consists of mitigating the existing or expected negative im-
pacts of a company’s value chain activities. According to Porter and Kramer (2006), this
is mainly an operational challenge where companies can come quite far only by identi-
fying and adopting the best practices for dealing with each value chain impact. They
state that as in many operational improvements, any advantage achieved is likely to be
rather temporary. Gaining a sustainable advantage from CSR is a strategic question that

goes beyond best practices, and this is where the strategic approach to CSR comes into
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play. From the value chain point of view, the strategic approach entails transforming a
company’s value chain activities in a way that reinforces the company’s strategy while

creating benefits for the society (Porter & Kramer 2006).

While looking at the social impacts of a company’s value chain activities provides an in-
side-out view to the company’s relationship with the society, in order to fully unlock the
potential of creating shared value, the inside-out view must be integrated with outside-
in linkages between a company and the society (Porter & Kramer 2006). The outside-in
view entails addressing the social dimensions of a company’s competitive context in such
a way that success of the company and benefits to the society become mutually rein-
forcing. Full integration of a company’s value chain practices and investments in the so-
cial aspects of competitive context leads to a situation where CSR becomes indistinguish-
able from the daily business, and the social impact of a company become likewise insep-
arable from its competitive strategy (Porter & Kramer 2006). Companies that succeed in
this integration do not create value while being socially responsible, but they create

value by being socially responsible.

Conceptualizations of the positive relationship between CSR and CFP often draw from
stakeholder theory in that enhanced financial performance is presumed to be driven by
favorable responses of different stakeholder groups to CSR activities performed by the
company (Tang et al. 2012). For a company, stakeholders are often providers of im-
portant resources. Instrumental stakeholder theory by Jones (1995) suggests that apply-
ing ethical standards such as trustworthiness and cooperation plays an essential role in
creating, developing and maintaining stakeholder relationships that secure an access for
the company to these resources, thereby creating a competitive advantage over those
who build their stakeholder relationships on opportunism. For instance, according to
Brammer and Millington (2008), the government is a stakeholder that provides the reg-
ulatory environment in which the company operates, and by efficiently managing this
stakeholder relationship the company can reduce costs by mitigating the likelihood of

unfavorable legislation. In case of employees, they note that the favorable response to
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CSR may mean attracting, retaining and motivating workforce, thereby enhancing the
company’s productivity and profitability. Further on, Brammer and Millington suggest
that using social responsibility as a differentiating factor can make the firm’s products or
services more attractive to socially conscious consumers and thus increase revenues. By
being socially responsible the company may also get an access to the financial resources
of socially oriented investors that otherwise would be out of its reach (Brammer &
Millington 2008). What is common in all these examples is that stakeholders’ favorable
response to CSR is the channel through which socially responsible behavior translates

into enhanced financial performance.

Stakeholder-oriented approach to CSR-CFP relationship is also adopted by Perrini et al.
(2011) who attempt to capture the underlying mechanisms by which CSR enhances the
financial performance. Building on an extensive literature review, they propose a stake-
holder-based framework for systematizing the performance impacts of different CSR ac-
tivities. The framework explains the CSR-CFP relationship as a continuum in which spe-
cific CSR efforts are translated into financial outcomes through stakeholder-related per-
formance drivers (Perrini et al. 2011). Figure 5 illustrates the framework by providing

examples of the efforts, drivers and outcomes across different management domains.
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Figure 5. CSR-CFP framework: efforts, drivers and outcomes (Perrini et al. 2011).

The framework emphasizes the role of intangible resources as key drivers of companies’

ability to benefit from CSR. To explain the CSR-CFP relationship, Perrini et al. (2011) sug-

gest that CSR can support companies in the process of accumulating intangible assets,

thereby strengthening their ability to identify, acquire and protect resources that are

difficult for competitors to match. These inimitable assets may include for instance skills
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and competences, innovations, know-how, trust, legitimacy or reputation (Perrini et al.
2011). Such intangibles are deeply connected to a company’s unique network of stake-

holders and can therefore be a source of sustainable competitive advantage.
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3 Literature review

Along with the conception of the role of CSR in companies as a part of doing business
rather than a sole moral or ethical obligation, the topic has become commonplace in the
academic research on business management and finance. Extensive body of existing ac-
ademic literature explores the relationship between CSR and firm performance. Margolis
et al. (2009) suggest that the rise of CSR-CFP linkage may be partially driven by an inten-
sifying thirst for meaning; efforts to find a relationship between the two can be at least
partially seen as an effort to legitimize CSR and to establish that business is not just about

doing well, but it can also be about doing good.

While the research methodology has become increasingly established, the studies on
CSR-CFP relationship often differ from each other in terms of selections made on the
empirical context and measures used. Some authors have limited their research to spe-
cific geographies, industries, economic circumstances or competitive situations. Others
have chosen to focus on certain aspects of corporate social responsibility. Moreover, al-
ternative measures for performance have been used in studies with an intention to bet-

ter understand the mechanisms through which CSR affects the performance.

In one of the earliest academic studies on CSR-CFP relationship, Waddock and Graves
(1997) explore the two-way linkage between corporate social and financial performance
using corporate social performance both as dependent and independent variable. They
find that CSR is positively associated with both prior and future financial performance of
a firm. Their findings suggest that corporate social performance depends on the past
financial performance, potentially because firms performing well financially may have
available slack resources that they choose to allocate to CSR in the spirit of “doing good
by doing well”. Future financial performance is in turn dependent on corporate social
performance, for which the authors propose a plausible explanation that performing
well socially is associated with good managerial practice, in that well-managed firms

choose to “do well by doing good” (Waddock & Graves 1997). Hence, causality direction
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of CSR-CFP relationship, which has been one of the key subjects of debate in the aca-

demic discussion, can and does work in both ways at the same time.

Empirical results in the existing academic research on CSR-CFP relationship have been
somewhat inconsistent, in that different studies have reported CSR to have positive, neu-
tral of negative impact on CFP. McWilliams and Siegel (2000) attempt to address the in-
consistency by demonstrating the lack of R&D investment variable as a particular flaw in
the econometric models adopted in existing studies. The authors argue that R&D invest-
ment is an important determinant of firm profitability, and that R&D investment and CSR
are highly correlated variables since both are associated with product and process re-
lated innovation. Their empirical results suggest that R&D investment and CSR perfor-
mance indeed are highly correlated, and that after controlling for R&D investment, re-
gressing firm performance on CSR generates neutral results. They conclude that the ob-
served misspecification leads to upwardly biased results on CSR-CFP relationship
(McWilliams & Siegel 2000). The study is among the first ones to recognize the important
role of R&D and innovation in CSR-CFP relationship, which has since then been investi-

gated further by many scholars.

Hillman and Keim (2001) take a step from CSR towards stakeholder theory in their study
that examines the impact of stakeholder management and social issue participation on
shareholder value. They hypothesize that building better relationships with primary
stakeholders creates shareholder value, while participation in social issues not directly
related to primary stakeholders is negatively associated with shareholder value. To test
the hypotheses, they regress these two independent variables on the dependent varia-
ble of Market Value-Added, while conducting additional analyses with more common-
place financial performance measures: ROA, ROE and Q ratio. Their empirical results
support the initial hypotheses in that MVA has a positive relationship with stakeholder
management and negative relationship with social issue participation. Causality direc-
tion is confirmed by the authors to be from stakeholder management and social issue

participation to MVA and not vice versa. Interestingly, the authors don’t find the
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independent variables to have statistically significant relationship with ROA, ROE and Q
ratio. They claim that that this finding results from the problems related to the opera-
tionalization of the three additional dependent variables rather than from the robust-
ness of their findings (Hillman & Keim 2001). Strength of the observed CSR-CFP relation-

ship is essentially dependent on how one measures financial performance.

Many studies examining CSR-CFP relationship focus solely on some certain dimension of
CSR. Corporate governance aspect of CSR is addressed in the study of Bauer et al. (2004)
which investigates its relationship with stock returns, firm value and operational perfor-
mance in Europe. The authors find that good corporate governance positively impacts
stock returns and firm value. Quite surprisingly, the relationship between corporate gov-
ernance and profitability measured as net profit margin (NPM) and return on equity
(ROE) is found to be negative (Bauer et al. 2004). As plausible explanations for the neg-
ative relationship that is contrary to expectations, the authors propose that NPM and
ROE might be biased measures of financial performance, as they are based on reported
accounting earnings. The negative correlation implies that badly governed companies

may report less-conservative earnings than well governed firms (Bauer et al. 2004).

To account for the possibility that CSR doesn’t impact CFP immediately but rather grad-
ually, Brammer and Millington (2008) consider different time horizons over which the
CSR-CFP relationship may arise and conduct a longitudinal analysis for over 500 large UK-
based firms. While focusing exclusively on charitable giving as a measure for social re-
sponsibility, they find that there are significant longitudinal aspects in the CSR-CFP link-
age. Their findings suggest that firms with exceptionally high and low social performance
have better financial performance than other companies. Furthermore, unusually bad
social performers tend to do financially best in short run, while unusually good socially
performers do best in long run (Brammer & Millington 2008). The authors note that the
absence of longitudinal aspect may have created ambiguous results in previous studies,

which often are cross-sectional.
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Another line of research on CSR-CFP relationships investigate how CSR performance af-
fects a firm’s financing costs. Sharfman and Fernando (2008) focus on the environmental
aspect of CSR by investigating the relationship between environmental risk management
and cost of capital. They find that improved environmental performance lowers the cost
of capital for a firm. The authors conclude that the benefits of enhanced environmental
risk management for a firm are three-fold; first, improved environmental performance
leads to better utilization of resources; second, reduced risks decrease the volatility of
the firm’s stock and lowers the cost of equity capital; third, enhanced environmental risk
management allows a firm to add leverage by shifting from equity to debt financing,

which in turn leads to higher tax benefits (Sharfman & Fernando 2008).

Hull and Rothenberg (2008) examine the role of interaction of CSR with innovation and
industry differentiation in the CSR-CFP linkage. Similarly to Surroca et al. (2010) they find
no significant direct relationship between CSR and CFP, but the relationship becomes
positive and significant after including the interactions of CSR with innovation and dif-
ferentiation. Negative coefficients of the interaction variables observed by them indicate
that CSR has a more positive impact on financial performance in companies operating in
undifferentiated industries as well as in companies with low innovation. The study con-
cludes that CSR can be an effective means to differentiate and improve financial perfor-
mance for companies that don’t or can’t differentiate through innovation (Hull &
Rothenberg 2008). Conversely, the value of CSR may be lower for firms that are able to

differentiate themselves by some other means.

Makni et al. (2009) examine the causality between corporate social performance and
financial performance in a Canadian setting, using return on assets, return on equity and
market returns as proxies for financial performance. They find that the composite meas-
ure of CFP is positively related only to market returns, but with ROA and ROE there is no
significant relationship. However, they find a significant negative causal relationship be-
tween the environmental dimension of CSP and all three measures of financial perfor-

mance. The authors argue that the negative relationship is consistent with the trade-off
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hypothesis in that firms’ environmental initiatives are too costly and are not perceived
by the market as sound investments. It is also noted that while environmental programs
appear to lead to poor financial performance in short run, the negative impact may be
compensated in long run for instance through better access to certain markets, oppor-
tunities to differentiate products as well as reductions of costs related to regulation, la-

bor, materials and capital (Makni et al. 2009).

In the same spirit with McWilliams and Siegel (2000), Surroca et al. (2010) investigate
the mediating effect of a firm’s intangible resources in CSR-CFP relationship, hypothesiz-
ing that the empirical findings of previous studies may be spurious due to missing out
this mediating effect. Their evidence gathered from 599 companies in 28 countries indi-
cate that, on the contrary to results achieved in many other studies, there is no direct
relationship between corporate responsibility and financial performance. However, they
find that there is an indirect effect mediated by a firm’s intangible resources. The results
support the existence of bi-directional causal chain between corporate social and finan-
cial performance, in that improvement in one leads to an improvement in the other, but
only if new intangible resources are developed in the process (Surroca et al. 2010). A
plausible conclusion is that CSR as such is not an important determinant of financial per-
formance, but rather an enabler of developing resources that enhance financial perfor-

mance.

Similarly to Sharfman and Fernando (2008), El Ghoul et al. (2011) investigate the impact
of CSR on the cost of equity capital for US-based companies between years 1992 and
2007. They find that firms with high CSR score enjoy significantly lower cost of equity
than those with low CSR score, arguing that the effect is associated with larger investor
base and lower perceived risk of socially responsible companies. However, they also find
that all the dimensions of social performance do not contribute to cost of equity: the
positive impact is driven by CSR actions related to employee relations, environmental
policies and product strategies but not by those related to community relations, diversity

and human rights. Furthermore, companies engaged in so-called sin-industries, namely
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tobacco and nuclear power, face higher cost of equity capital (El Ghoul et al. 2011). The
study implies that certain type of CSR efforts matter more than others in terms of finan-

cial performance.

To examine the CSR-CFP relationship in an emerging market context, Lima Crisdstomo et
al. (2011) analyze the impact of three CSR factors — internal social action, external social
action and environmental action — on the firm value and performance in Brazil. They find
a negative relationship between CSR and firm value, suggesting that CSR is value destroy-
ing in Brazil. In terms of accounting-based financial performance, the authors don’t find
CSR to have a material effect, except for internal social action which turns out to have a
negative effect on financial performance (Lima Crisédstomo et al. 2011). One could con-
clude that in emerging markets where the general level of CSR adoption is low, stake-

holders don’t assign much, if any, value to companies’ CSR efforts.

Similarly to Brammer and Millington (2008), Guenster et al. (2011) address the possibility
of the CSR-CFP relationship being time variant. Investigating the economic value of eco-
efficiency, they find a positive relationship between eco-efficiency and operating perfor-
mance measured by ROA. Their findings suggest that most eco-efficient firms perform
slightly better operationally than the control group, whereas the least eco-efficient com-
panies show a notable operational underperformance. In terms of firm value, measured
by Tobin’s Q, they find eco-efficiency to have positive and time-varying impact. The evi-
dence indicates that the most eco-efficient firms are initially undervalued in relation to
least eco-efficient firms, but there is a strong upward correction in the firm value later
(Guenster et al. 2011). The results provide additional support to the hypothesis that CSR

enhances CFP gradually rather than immediately.

Lioui and Sharma (2012) attempt to tackle the misspecification claimed by McWilliams
and Siegel (2000) by investigating the impact of environmental CSR strengths and con-
cerns on CFP while accounting for the interaction between firm’s environmental CSR ef-

forts and R&D investments. They find evidence in favor of the possible existence of the
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misspecification, in that direct impact of environmental CSR on profitability and firm
value turns out to be negative, whereas the impact of interaction between environmen-
tal CSR and R&D affects financial performance positively. To disentangle the dynamics of
direct and indirect effects, the authors explain that environmental CSR strengths and
concerns damage the financial performance because they are conceived as potential
costs. In the other hand, CSR activity is observed to foster R&D efforts in a firm, which
creates additional value (Lioui & Sharma 2012). Hence, instead of having any intrinsic
financial value, CSR seems to enhance financial performance by being an enabler of suc-

cessful R&D efforts.

Fischer and Sawczyn (2013) investigate the CSR-CFP relationship in the context of large
German companies. Focusing on the environmental and social aspects of CSR, they ex-
amine both the relationship and causality between CSR and financial performance, while
including R&D variable in the analysis to address the misspecification problem suggested
by McWilliams and Siegel (2000). Their evidence supports the positive and significant
association between CSR and CFP, which they measure by ROA. In terms of innovation
measured by companies’ R&D expenses, the authors find that the degree of innovation
significantly impacts CSR performance and conclude that omission of the R&D variable
would make coefficients of CSR performance variable overestimated. Interestingly, the
intensity of the CSR-CFP appears to be lower during the time of financial crisis (Fischer
& Sawczyn 2013). While the relationship is still positive and statistically significant, this
finding partially supports the observation of Muhammad et al. (2015). In terms of cau-
sality, the authors don’t find statistically significant causal relationship running from CSR
in the previous period to CFP in the subsequent period, nor from CFP in the previous

period to CSR in the subsequent period (Fischer & Sawczyn 2013).

Jang et al. (2013) investigate the CSR-CFP relationship in Korean publicly listed firms dur-
ing the period 1998-2005. Using ROA and Tobin’s Q as dependent variables, they find
that companies with higher CSR score exhibit a better financial performance both in

terms of profitability and firm value. However, on the contrary to expectations and
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findings from other studies, their results suggest that CSR is positively correlated with
cost of capital, meaning that firms performing well in terms of CSR have higher cost of
capital. To explain the unexpected finding, the authors speculate that information CSR
performance may not be perceived as relevant by Korean investors, and that their use
of WACC as a proxy for cost of capital may be subject for measurement error (Jang et al.
2013). The difference of results compared to those of Sharfman and Fernando (2008)
and El Ghoul et al. (2011) indicate that the level of adoption CSR into investors’ decision-

making process differs between geographical markets.

An increasing body of academic research is focusing on whether the existence and
strength of CSR-CFP relationship might be contingent upon different circumstantial fac-
tors. Muhammad et al. (2015) explore the impact of corporate environmental perfor-
mance on financial performance in Australian market before and after the financial crisis
of 2007. They report a strongly positive relationship between environmental and finan-
cial performance during the period of 2001-2007 preceding the financial crisis, but the
positive association ceases to exist during years 2008-2010 after the beginning of the
crisis. The authors propose that the contingency of the relationship relates to slack re-
source theory also discussed by Waddock and Graves (1997); under an exceptional eco-
nomic pressure there are fewer slack resources available, and firms must focus on sur-
vival rather than on making discretionary expenditure on CSR activities (Muhammad et
al. 2015). The findings indicate that CSR is still to some extent discretionary, in that it is
fostered when everything is going well, but it’s easily thrown out of window in the time

of trouble.

Lee et al. (2016) examine the impact of the environmental aspect of corporate social
responsibility on financial performance in the context of Korean firms during the period
2011-2012. By using two different research methods, they find a positive relationship
between corporate environmental responsibility and financial performance, which they
measure by return on assets and return on equity. Furthermore, on the contrary to pre-

vious studies, Lee et al. (2016) find that research and development expenditure doesn’t
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affect neither environmental responsibility nor financial performance of a company. The
finding is inconsistent with e.g. McWilliams and Siegel (2000) and Lioui and Sharma

(2012) who find R&D to play a key role in the CSR-CFP linkage.

Velte (2017) contributes to the academic research on CSR-CFP relationship by providing
further evidence in the context of developed markets. He explores how the environmen-
tal, social and governance performance in total as well as each of the three components
individually impact the financial performance of selected publicly listed companies in
Germany. His results surprisingly indicate that there is no significant relationship be-
tween ESG performance and market-based financial performance, which is measured by
Tobin’s Q. However, he finds that the overall ESG performance as well as all three com-
ponents individually are positively and significantly related to accounting-based financial
performance, measured by ROA. Of the three ESG components, governance perfor-
mance turns out to have the strongest impact on ROA (Velte 2017). The author suggests
that this might be explained by the long tradition of corporate governance reporting in
Germany, or by its increased relevance for the stakeholders. The finding contradicts with
the results of Bauer et al. (2004), who find corporate governance performance to be

negatively associated with firm profitability.

Atan et al. (2018) examine the impact of ESG factors individually as well as altogether on
the financial performance of Malaysian publicly listed companies from 2010 to 2013 in
terms of profitability, firm value and cost of capital. Their findings indicate that none of
the three ESG factors has a significant impact on the financial performance. The com-
bined ESG score either doesn’t have a significant relationship with profitability and firm
value (Atan et al. 2018). However, they do find a positive and statistically significant re-
lationship between the combined ESG score and cost of capital, which is in line with the
findings of Jang et al. (2013) but contradicts with those of Sharfman and Fernando (2008)
and El Ghoul et al. (2011).
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Kim et al. (2018) examine the role of competitive action as a potential contingency that
determines how CSR activities affect firm financial performance. Analyzing the CSR-CFP
relationship in US-based software firms between 2000 and 2005, they find that compet-
itive action level appears to be an important determinant in the CSR-CFP linkage. The
evidence suggests that socially responsible activities (positive CSR) enhance financial
performance when competitive action is high, whereas socially irresponsible behavior
(negative CSR) improve financial performance when competitive action is low. The au-
thors note that positive and negative CSR are not direct opposites; in fact, they find a
marginally significant positive correlation between the two, indicating that firms may use
positive CSR to cover up their negative CSR. The study concludes that from financial per-
formance point of view, socially irresponsible activities are not always something that
firms should avoid, but in some particular circumstances they can help firms to improve

their financial performance (Kim et al. 2018).

A clear conclusion one can draw from the manifoldness of empirical results achieved by
different authors is that while CSR and CFP are most likely related to each other, the
evidence on the nature of the relationship is somewhat far from conclusive. The exist-
ence of a positive relationship has been proved by many studies, but plentiful is also the
research that criticize the econometric models used to achieve these results for being
misspecified, and that provide evidence in support of the relationship being rather indi-
rect and mediated by some other factors than CSR as such. Orlitzky et al. (2003) attempt
to tackle the questions rising from this apparent inconsistency of results by conducting
a meta-analysis that integrates the empirical results across 30 years of academic re-
search on the CSR-CFP linkage. Their meta-analysis confirms that there is a positive as-
sociation between CSR and CFP across industries and research contexts. They find no
evidence supporting the contingency theory proposed e.g. by McWilliams and Siegel
(2000) and criticize such studies for ignoring the possibility of sampling and measure-
ment error causing the inconsistency in empirical results. Furthermore, they find that
the causal effect from CFP to lagged CSP does not dominate the causal effect from CSP

to lagged CFP, suggesting that both CSP and CFP mutually impact each other through a
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virtuous cycle: companies performing financially well may spend more on CSR because
they can afford to, but enhanced CSR may also help them be financially even more suc-

cessful in the future (Orlitzky et al. 2003).

In terms of different dimensions of CSR and different measures of performance, Orlitzkly
et al. (2003) find that the positive impact on financial performance is mainly driven by
social performance and to a lower extent by environmental performance, yet the posi-
tive association is moderated by the operationalizations of CSR and CFP. In their results,
accounting-based measures of financial performance turn out to be more highly corre-
lated with CSR than market-based measures. Moreover, reputation-related indicators of
CSR appear to correlate with CFP more than the other type of CSR indicators (Orlitzky et
al 2003). Overall, the authors derive four main conclusions from the meta-analysis: 1)
CSR is positively related to CFP across studies; 2) the causality appears to be simultane-
ous and bi-directional; 3) the relationship seems to be highly moderated by reputation;
and 4) cross-study variation in CSR-CFP relationship is largely explained by stakeholder
mismatching as well as sample and measurement error. Hence, the meta-analysis con-
firms that managerial choices with regards to CSR and CFP are not either-or trade-offs,
and that the certainty associated with the existence of CSR-CFP relationship is greater

than what has been assumed by many academic business scholars (Ortlitzky et al. 2003).
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4 Methodology and data

This chapter introduces the research methodology and data used in the empirical part
of this study. The first section describes the construction of regression models as well as
dependent, independent and control variables, and is concluded with hypotheses devel-
opment. The second section presents the sample data consisting of CSR and financial

data, and provides descriptive statistics derived from the data set.

4.1 Research methodology

This study investigates the relationship between CSR and CFP in Nordic publicly listed
firms during the time period from 2010 to 2020. As the data sample used in the study
includes firms that are listed in or de-listed from the Nordic stock exchanges during the
sample period as well as firms for which there is no data available for some years, the
number of observations differ between the companies in scope. Hence, the data sample

constitutes an unbalanced panel data.

The empirical analysis is conducted using a statistical regression model with industry and
year fixed effects. Fixed effects refer to a regression model where some of the variables
are constant across individuals or groups within the sample. In other words, in the case
of industry fixed effects, the intercept of the regression is allowed to vary across industry
groups. The purpose of applying fixed effects is to control for unobserved industry-spe-
cific characteristics that may be correlated with the independent variables. The approach
where unobserved attributes are controlled at industry level has been somewhat widely
adopted in previous academic studies investigating the CSR-CFP relationship (e.g. Choi
& Wang 2009; Lee et al. 2016; Velte 2017). Industry categorization used in this study to
account for industry fixed effects is described later in the chapter. In addition to industry
fixed effects, following the approach adopted by Sassen et al. (2016), year fixed effects
are used in this study to control for changes in the economic environment potentially

affecting the financial performance of firms over the time period included in the data
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sample. Overall, the benefit of implementing the fixed effects model is that it controls

for possible omitted variable bias and addresses the potential endogeneity issue.

4.1.1 Dependent variables

As this study examines the impact of Nordic companies’ CSR performance on their finan-
cial performance, the dependent variable in the empirical analysis is the financial per-
formance of companies included in the data sample. Following the research approach
adopted in the previous academic literature e.g. by Atan et al. (2018), Velte (2017) and
Guenster et al. (2011), financial performance is divided further into two components:
accounting-based financial performance measuring firm profitability, and market-based
financial performance measuring firm value. Concerning the former, Velte (2017) notes
that ROA is the most well-known accounting-based variable measuring financial perfor-
mance. For the sake of consistency with the main body of existing literature, ROA is
adopted as a proxy for accounting-based financial performance in this study. ROA is the
ratio of the firm’s profitability to its total assets, and is hence calculated as (McGowan et

al. 2015)

Net i
Return on assets (ROA) = ——-10me

Total assets’ (1)
As accounting-based measures like ROA are subject to the influence of decisions made
by the firm concerning earnings management, it is of interest to include in the analysis
an alternative measure which is not dependent on the reported earnings and is there-
fore less prone to be influenced by earnings management. A widely adopted market-
based measure of financial performance is Tobin’s Q, which represents the ratio of the
market value of assets to their replacement cost. Since the replacement cost of assets is
somewhat difficult to estimate, it is a common practice in the academic literature to
calculate Tobin’s Q by comparing the market value of a firm’s equity and liabilities to the
book value of equity and liabilities (Velte 2017). An assumption often made is that the
market value of a firm’s liabilities equals their book value. Hence, this study uses a some-

what simplified version of Tobin’s Q, calculated as
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Market capitalization+book value of liabilities

Tobin's Q = (2)

Book value of equity+book value of liabilities

In this study, the impact of CSR on financial performance is analyzed for accounting-
based financial performance and market-based financial performance separately. There-
fore, ROA is used as a dependent variable in the first set of regression models introduced
later in this section. In the second set of regression models, the dependent variable is

Tobin’s Q, while ROA is included as an additional control variable.

4.1.2 Independent variables

As the purpose of this study is to find out whether a firm’s corporate social responsibility
performance enhances its financial performance, in the empirical analysis companies’
ESG scores are used as independent explanatory variables in the regression models. The
main hypothesis introduced later in this chapter is tested by regressing the dependent
financial performance variables on the overall ESG score. To further elaborate on how
different dimensions of ESG affect the financial performance individually, additional re-
gressions are run using the ESG dimension scores as main independent variables. Values
given for each independent variable consist of the ESG scores retrieved from Refinitiv
database for each firm-year observation without further manipulation or variable con-

struction.

4.1.3 Control variables

To account for possible impact of other firm-specific characteristics apart from CSR per-
formance, a set of control variables are introduced in the regression models. The control
variables used in this study are selected following the approach widely established in the
previous academic research on the CSR-CFP relationship. The two most commonly
adopted control variables include firm size and leverage (e.g. Atan et al. 2018; Choi &

Wang 2009; Guenster et al. 2011; Velte 2017; Waddock & Graves 1997).
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Firm size is considered as a relevant control variable because the prior evidence indicates
that smaller firms are often characterized by lower CSR activity than larger companies
(Waddock & Graves 1997). Furthermore, firm size may also be related to the extent of
stakeholders’ interest towards the firm’s CSR activities (Velte 2017). Following the ap-
proach of e.g. Guenster et al. (2011), firm size is measured in this study as the logarithm

of book value of a firm’s total assets, i.e.

Size = log(book value of total assets). (3)

The use of leverage as a control variable is justified by the prior evidence suggesting that
firms with high leverage typically disclose more CSR related information due to the in-
creased scrutiny from financial institutions (Atan et al. 2018). Leverage also contributes
to the firm’s financial performance by lowering the cost of capital. In the other hand,
leverage can also be seen as a proxy for enterprise risk, which according to investment
theory should be an important component affecting the market-based financial perfor-
mance of a firm (Atan et al. 2018). In this study, the leverage variable is calculated as a

ratio of total debt to total assets, i.e.

Book value of total debt
Book value of total assets’

Leverage =

(4)

To account for the impact of industry differences and following the approach of e.g. Choi
and Wang (2009), Lee et al. (2016) and Velte (2017), all the firms in the data sample are
categorized into 11 different industry sectors based on Nasdaq industry classification
benchmark, as described in the next section of this chapter. The effect of industry differ-
ences is incorporated in the regression models as an additional categorical variable. Fi-
nally, as firm profitability is considered as an important determinant of market capitali-
zation, ROA is included as an additional control variable in the regression models that
use Tobin’s Q as a dependent variable proxying the market-based financial performance.

This approach is in line with Guenster et al. (2011).
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4.1.4 Regression models

The empirical part of the study is conducted by using eight different regression models
to estimate the correlation coefficients of independent and control variables. In models
(5) — (8) ROA is used as a proxy for firm financial performance. Therefore, dependent
variable is ROA for firm i at time t. 8; - 5, represent the coefficients of the main inde-
pendent variable as well as control variables. ESG; , ENV;., SOC;; and GOV; ; denote
the main independent variables ESG score, environmental score, social score and corpo-
rate governance score for firm i at time t, respectively. Size; , represents the control var-
iable firm size measured as log of total assets for firm i at time t. Lev; , denotes the con-
trol variable leverage measured as the ratio of total debt to total assets for firm i at time

t. IND; represents the industry dummy for firm i. Finally, error term is denoted by ¢; ;.

ROA;+ = a+ B1ESG; ¢ + Bysize;, + f3lev;y + B4 IND; + BsYEAR, + &, (5)

ROA;+ = a+ B1ENV; + B,size;, + Pzlev; + B4 IND; + BsYEAR, + ¢;; (6)

ROAi’t = a+ ﬂlSOCi,t + ﬁzsizei_t + ﬁ3levi’t + B4IND1 + IBSYEARt + Ei,t (7)

ROA;¢ = a+ 1GOV; + B,size; + Bslev;, + BLIND; + BsYEAR, + &, (8)

Models (9) — (12) use Tobin’s Q as a proxy for financial performance of firm i at time ¢,

which are denoted by TQ; ;. In these models, ROA; ; is included as an additional control

variable. Other variables are the same as in models (5) — (8).

TQir = a+ B1ESG; + Bysize; + P3lev;, + B4ROA; ¢+ + FsIND; + BsYEAR, + &
(9)

TQi¢ = a+ BLENV;, + Bysize;, + Bzlev;; + BLROA; ¢ + PsIND; + BsYEAR, + €
(10)
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TQi,t = a-+ ﬁlSOCi't + ﬁzsizei’t + ﬁ3levi’t + ﬁél-ROAi,t + ﬁSINDl + ﬁGYEARt + gi,t
(11)

TQi,t = a-++ ﬁlGOVi,t + ﬁzSizei’t + ﬁ3levi’t + ﬁél-ROAi,t + ﬁsINDl + ﬁ6YEARt + gi,t
(12)

Regression models (5) — (8) are used to investigate the impact of CSR on the internal
accounting-based financial performance. Models (9) — (12) measure the impact of CSR

on the external market-based financial performance.

4.1.5 Research hypotheses

The purpose of this study is to find out whether corporate social responsibility enhances
the financial performance of publicly listed companies in Nordic countries, namely Swe-
den, Finland, Norway and Denmark. The study aims at meeting this purpose by examin-
ing the relationship between the companies’ overall ESG score as well as each ESG di-
mension score individually and their financial performance. The non-negative relation-
ship between CSR and CFP has been relatively well established in the previous academic
research on the topic. Various theories have been proposed as plausible explanations for
the enhancing impact of CSR on CFP. Porter and Kramer (2006) suggest that full integra-
tion of CSR into a firm’s strategy leads to a situation where the company’s performance
and benefits to the society mutually reinforce each other in such a way that the company
essentially creates value by being socially responsible. Other authors have put forth the-
ories according to which intangible assets play a key role in the process through which
CSR translates into improved financial performance. For instance, Perrini et al. (2011)
suggest that CSR supports companies in the process of creating and accumulating intan-
gible resources that in their uniqueness can be a source of sustainable competitive ad-

vantage.

CSR-CFP relationship has been investigated in various geographical and industrial con-

texts in the existing academic literature. However, few studies have solely focused on
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geographical markets that are the most developed in terms of corporate social respon-
sibility. The geographical scope of this study is limited to four Nordic countries that have
been widely recognized as frontrunners in CSR (e.g. Strand et al. 2015). One could argue
that in a market where the overall level of CSR is very high, it is difficult for a company
to differentiate or gain a competitive advantage through corporate social responsibility,
and therefore the relationship between CSR and CFP should be weaker than in less-de-
veloped markets. In the other hand, one could also argue that in the leading CSR coun-
tries different stakeholders are more concerned about companies’ social responsibility

and hence CSR should be even more important determinant of CFP than in other markets.

Relying on the extensive evidence provided by the previous literature in support of the
positive association between CSR and CFP, for the purposes of this study it is hypothe-
sized that CSR and CFP are positively related in the Nordic publicly listed companies as

well. This presumption leads to the following main hypothesis of the study:

Hi: Corporate social responsibility positively impacts the financial performance of

Nordic publicly listed firms

More specifically, the main hypothesis implies that a firm’s overall ESG score is expected
to be positively related to the firm’s financial performance. To better understand the
drivers of the expected positive relationship, the study also explores the association of
financial performance with the three ESG dimensions individually. Hence the main hy-

pothesis is further broken down into three sub-hypotheses as follows:

Hia: Environmental dimension of corporate social responsibility positively impacts

the financial performance of Nordic publicly listed firms

Hib: Social dimension of corporate social responsibility positively impacts the finan-

cial performance of Nordic publicly listed firms
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Hic: Governance dimension of corporate social responsibility positively impacts the

financial performance of Nordic publicly listed firms

The three sub-hypotheses imply that each of the three ESG dimensions, namely environ-
mental, social and governance, individually contribute positively to companies’ financial

performance.

4.2 Data

This section describes the data sample used in the empirical part of the study. The data
consists of CSR data, which are used as main independent variables in the regression
analysis, and financial data used construct the dependent variables as well as control
variables. Both CSR and financial data are retrieved from Refinitiv database. The initial
data collection includes all the publicly listed companies traded in Stockholm, Helsinki,
Oslo and Copenhagen stock exchanges, for which there are observations during the sam-

ple period 2010 — 2020.

This study investigates the non-lagged relationship between CSR and CFP, meaning that
all the data points used to construct the variables for each regression are from the same
period. This approach imposes a requirement that for each firm-year observation all the
data points needed to construct the variables must be available. To meet this practical
requirement, the initial data collection is cleaned by removing all the firm-year observa-
tions for which some data points are missing. Firms are not required to stay within the
data sample throughout the time period considered, meaning that a specific firm may
not have firm-year observations covering the whole period of 2010 — 2020. The data
collection and cleaning process produces an unbalanced panel data consisting of 1954
unique firm-year observations. In order to improve the accuracy of the results, outlier

values for each quantitative variable are winsorized at 0.5% level.
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4.2.1 CSRdata

CSR data used in the empirical part of the study is retrieved from Refinitiv database and
consists of the total ESG scores as well as individual scores for each of the three ESG
dimensions. These ESG scores are used directly as main independent variables in the
different regression models, proxying for the CSR performance of firms. The value scale
for each score ranges from 0 to 100, where larger value corresponds to better CSR per-

formance.

ESG scores are calculated by Refinitiv (2021) based on 178 individual indicators in total.
Refinitiv groups these indicators into 10 different categories each belonging to one of
the three ESG pillars. Each indicator category is given a relative weight that ultimately
determines a firm’s score in each ESG pillar, as well as its overall ESG score. Indicator
categories of the environmental pillar include resource use, emissions and innovation.
The social pillar consists of workforce, human rights, community and product responsi-
bility. Governance pillar constitutes of management, shareholders and CSR strategy. The

overall ESG structure of Refinitiv is summarized in figure 6.
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Figure 6. ESG score structure (Refinitiv 2021).

The empirical part of this study is conducted based on the firms’ overall ESG scores and
individual pillar scores. Therefore, for each firm-year observation there are four CSR data
points, each of which is used as the main independent variable in the respective regres-
sion model. As described in the previous section, the outlier values of ESG scoring are
handled by winsorizing at 0.5% level. Characteristics of the CSR part of the data sample

are described in more details in the descriptive statistics section.

4.2.2 Financial data

Financial data of the empirical part of this study is retrieved from Refinitiv database, and
it is used to construct the dependent variables — ROA and Tobin’s Q — and a set of control
variables, including firm size and leverage. For each firm-year observation the financial
data points include market capitalization, total assets, total debt, book value of equity
and net income. Furthermore, to account for possible impact of differences across in-
dustries, each firm in the data sample is assigned an industry category variable based on

Nasdaq industry classification benchmark, consisting of 11 industry categories: basic
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materials, consumer discretionary, consumer staples, energy, financials, health care, in-
dustrials, real estate, technology, telecommunications and utilities. Construction of de-
pendent and control variables from financial data is described in the previous chapters.
Descriptive statistics in the next section provide an overview on the characteristics of

financial data in the sample.

4.2.3 Descriptive statistics

This section draws an overview on the constitution of the data sample in terms of indus-
try sector structure (table 1) and describes the quantitative characteristics of the data

sample (table 2).

Table 1. Industry sector structure of the data sample.

Industry sector Observations Share of total
Industrials 514 26,3 %
Consumer Discretionary 271 13,9 %
Financials 265 13,6 %
Health Care 203 10,4 %
Basic Materials 176 9,0%
Energy 142 7,3 %
Real Estate 120 6,1%
Consumer Staples 89 4,6 %
Technology 81 4,1 %
Telecommunications 74 3,8%
Utilities 19 1,0%
Total 1954 100,0 %

It can be observed form table 1 that with 514 firm-year observations, industrial compa-
nies represent more than one fourth of the data sample, making it by far the largest
industry sector in terms of number of firm-year observations. Industrial companies are
followed by consumer discretionary, financials and health care, each of which constitute
more than 10% of the observations. Smallest industry categories are utilities, telecom-
munications, technology and consumer staples, each with less than 5% share of obser-

vations.
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Table 2. Descriptive statistics of the data sample.

Mean Median Min Max Std. Dev. Observations

Financial data

ROA 4.59 4.68 -73.81 40.74 11.29 1954
Tobin's Q 2.68 1.69 0.59 20.34 2.92 1954
Size 7.26 7.25 5.33 9.74 0.82 1954
Leverage 0.26 0.25 0.00 0.87 0.17 1954
CSR data

ESG 53.30 54.79 4.76 89.05 18.74 1954
ENV 50.83 54.41 0.00 93.91 26.99 1954
SoC 56.91 59.41 1.62 94.31 21.50 1954
GOV 49.59 49.67 4.27 93.86 22.37 1954

Table 2 shows the descriptive statistics of the data sample of each variable used in the
regression models. Financial data section of the table shows that ROA appears to be
somewhat highly positive during the sample period, with an average of 4.59 and median
on 4.68. The mean of Tobin’s Q is 2.68, indicating a clear relative overvaluation of com-
panies compared to the replacement cost of their assets. The mean of control variable
size, which in this study is measured as log of total assets, is 7.26, while the median is
7.25. The mean leverage is 0.26, meaning that on average the companies in the data

sample have had a leverage of 26% during the sample period.

CSR data section of the table shows that while on average the ESG scores across all the
three dimensions are relatively high, the scores vary somewhat significantly between the
firm-year observations. Minimum and maximum columns of the table show that while
the best companies in terms of CSR performance have received scores above 89 in the
scale ranging from 0 to 100, the worst ones have been given scores below 5. On average
the best scores have been received in the social dimension of ESG where the mean is
56.91. Performance appears to be lowest in the corporate governance dimension with

the mean of 49.59.
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5 Empirical results

This chapter presents the results of the empirical part of the study. First sub-chapter
summarizes the results of first four regression models where the dependent variable is
ROA, i.e. firm profitability. Second sub-chapter describes the results of the second set of
regression models where Tobin’s Q, i.e. firm value is used as the dependent variable. The

chapter is concluded with a brief discussion of the findings.

5.1 CSR and firm profitability

Table 3 consolidates the empirical results from the first set of regressions where the re-
lationship between CSR and firm profitability is investigated. Regressions (5) — (8) repre-
sent the four different models used to examine the profitability impact of overall ESG

score, environmental score, social score and governance score, respectively.
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Table 3. Regression results of CSR-ROA relationship.

Firm profitability (ROA)

Variable (5) (6) (7) (8)
ESG 0.0368**

(2.3101)
Environment 0.0348%***

(3.0642)
Social 0.0619***
(4.5892)
Governance -0.0268**
(-2.2271)

Size 1.0203** 0.9487** 0.6622 1.7536***

(2.4165) (2.3116) (1.6096) (4.4731)
Leverage -11.6204*** -11.8062*** -11.1746*** -11.6902***

(-7.5430) (-7.6718) (-7.2647) (-7.5895)
Intercept 0.0850 0.6079 1.8678 -0.9487

(0.0227) (0.1618) (0.4964) (-0.2544)
Year Fixed Effect Yes Yes Yes Yes
Industry Fixed Effect Yes Yes Yes Yes
R-squared 0.0801 0.0820 0.0875 0.0799
F-statistic 7.3084 7.4995 8.0496 7.2907
Number of observations 1954 1954 1954 1954

* ¥* and *** represent significance at 10%, 5% and 1% level

From the table it can be observed in column (5) that the relationship between the total
ESG score and firm profitability is positive and statistically significant and 5% level, sug-
gesting that in overall CSR improves the accounting-based financial performance of firms.
From regressions (6) and (7) it can be seen that the coefficients of environmental score
and social score are also positive and statistically significant at 10% level. Quite surpris-
ingly, the results from regression (8) indicate a negative relationship between govern-
ance score and ROA, implying that good performance in corporate governance damages
firm profitability. The relationship is statistically significant at 5% level. Of the four ESG
variables used in the first set of regressions, social score appears to have a coefficient
furthest from zero. This finding suggests that social dimension of CSR is a more important
determinant of firm profitability than environmental dimension, governance dimension

and overall ESG performance.
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Coefficients of the control variable size are positive across all four regression models.
This finding indicates that large size enhances the accounting-based financial perfor-
mance of a firm. One plausible explanation for this may be that firms benefit from large
size through economies of scale. The relationship between leverage and ROA turns out
to be highly negative, perhaps because poorly performing firms may be forced to rely
extensively on debt financing, or because the profitability of firms heavily in debt suffers

from high interest expenses.

It is worth noticing that the R-squared values of the regressions are relatively low, ap-
proximately 8% across all four regression models. Low value of R-squared implies that a
relatively small share of the variability in ROA is explained by the variables included in
the regression models. As R-squared values are still clearly positive, this observation
doesn’t necessarily weaken the credibility of the conclusions drawn from the results.
However, it underlines the fact that a firm’s profitability measured as ROA is affected by
several different factors, all of which are not captured by the econometric model used

in this study.

5.2 CSR and firm value

Empirical results from the regression analyses investigating the relationship between
CSR and firm value are presented in table 4. Again, regressions (9) — (12) represent the
models using overall ESG score, environmental score, social score and governance score

as independent variables, respectively.
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Table 4. Regression results of CSR-Tobin’s Q relationship.

Firm value (Tobin's Q)

Variable (9) (10) (12) (12)
ESG 0.0020
(0.5910)
Environment -0.0006
(-0.2405)
Social -0.0010
(-0.3669)
Governance 0.0017
(0.6658)
Size -0.5245%*** -0.4913*** -0.4864*** -0.5174%***
(-5.9120) (-5.6920) (-5.6082) (-6.2588)
Leverage -3.5063*** -3.5062*** -3.5157*** -3.5077***
(-10.6912) (-10.6851) (-10.7032) (-10.6966)
ROA 0.0615*** 0.0617*** 0.0618%** 0.0618%***
(12.8700) (12.9033) (12.8863) (12.9363)
Intercept 6.2203*** 6.1424*** 6.1205%** 6.1703%**
(7.8987) (7.7824) (7.7207) (7.8866)
Year Fixed Effect Yes Yes Yes Yes
Industry Fixed Effect Yes Yes Yes Yes
R-squared 0.3938 0.3937 0.3937 0.3938
F-statistic 52.2061 52.1861 52.1914 52.2126
Number of observations 1954 1954 1954 1954

* ¥* and *** represent significance at 10%, 5% and 1% level

Results summarized in table 4 differ somewhat significantly from those presented in the
previous section. From column (9) it can be seen that the coefficient of overall ESG score
is only slightly positive and not statistically significant. In terms of environmental and
social score in columns (10) and (11), the coefficients are slightly negative and statisti-
cally insignificant. For the governance score in column (12), the coefficient is again mar-
ginally positive and statistically insignificant. Overall, the results indicate that none of the
CSR aspects nor the overall CSR performance is an important determinant of firm value

measured as Tobin’s Q.

For the control variable size, coefficients are moderately negative in all four models. This
suggests that small firms are more highly valued by the market than larger and more

established ones. Leverage is negatively related to Tobin’s Q across the four models,
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which supports the theory that high leverage is associated with high risk, which reduces
the attractiveness of the company for the investors. ROA is positively associated with
Tobin’s Q, indicating that firm value increases alongside with profitability, as can be rea-

sonably expected.

R-squared values are somewhat high compared to those observed in the first set of re-
gressions focusing on the profitability aspect of financial performance. R-squared is
around 39% across the four regressions. This implies that a relatively large share of the
variability in Tobin’s Q is explained by the model — mainly by the control variables size,

leverage and ROA.

5.3 Discussion

The empirical findings on the relationship between corporate social responsibility and
financial performance in Nordic publicly listed firms presented in the previous sub-chap-
ters are two-fold. The regression results indicate that CSR and CFP are related with each
other — more so when it comes to the accounting-based profitability aspect of financial
performance. Positive coefficients of the ESG variables with statistical significance pre-
sented in table 3 imply that CSR indeed enhances firm profitability, with the exception
of corporate governance which appears to have a negative impact on profitability. How-
ever, coefficients of ESG variables in table 4 are only marginally different from zero and
not statistically significant, suggesting that CSR doesn’t have a significant impact on firm

value.

The main hypothesis of the research was outlined in chapter 4 as follows:

H1: Corporate social responsibility positively impacts the financial performance of

Nordic publicly listed firms

In the approach selected for this study, the main hypothesis is tested by examining the

relationship of companies’ total ESG score with two different measures of financial
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performance: ROA and Tobin’s Q. While total ESG score appears to have no significant
impact on Tobin’s Q, the empirical results confirm a statistically significant positive rela-
tionship between total ESG score and ROA. Therefore, the null hypothesis suggesting

that there is no positive relationship between CSR and CFP is rejected.

To further elaborate on the contribution of each ESG dimension on financial perfor-

mance of firms, the main hypothesis was divided into three sub-hypotheses as follows:

H1ia: Environmental dimension of corporate social responsibility positively impacts

the financial performance of Nordic publicly listed firms

Hib: Social dimension of corporate social responsibility positively impacts the finan-

cial performance of Nordic publicly listed firms

Hic: Governance dimension of corporate social responsibility positively impacts the

financial performance of Nordic publicly listed firms

Similarly to the main hypothesis, the three sub-hypotheses are empirically tested by in-
vestigating the relationship of environmental, social and governance scores with ROA
and Tobin’s Q. The results indicate that none of the three ESG dimensions is significantly
related with Tobin’s Q. However, environmental and social scores are shown to be posi-
tively and significantly related with ROA. Hence, for sub-hypotheses His and Hip, null
hypotheses suggesting that a positive relationship doesn’t exist are rejected. Concerning
the third sub-hypothesis, the relationship between governance score and ROA is found
to be negative and statistically significant, resulting in a rejection of sub-hypothesis Hic.
From the empirical results it can be concluded that corporate social responsibility does
play a role in determining the financial performance of Nordic publicly listed firms, and
the sign of the relationship is positive. The main results are in line with the prevailing
view supported by the majority of previous academic literature that CSR and CFP are

positively associated (e.g. Orlitzky et al. 2003). Similarly to Velte (2017), the positive
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relationship is found to exist between CSR and ROA, whereas the empirical evidence
doesn’t support the existence of a statistically significant relationship between CSR and
Tobin’s Q. This finding is also consistent with Ortlizky et al. (2003), who find CSR to be
more highly correlated with accounting-based financial performance than market-based

financial performance.

Although the positive CSR-CFP relationship has been relatively well established in the
academic research, the empirical results of the previous studies are to some extent in-
consistent. The results of this study differ from those of Atan et al. (2018), Lima
Criséstomo et al. (2011) and Makni et al. (2009) who find no statistically significant rela-
tionship between CSR and firm profitability. The inconsistency of results may well be
explained by geographical and temporal differences. Atan et al. (2018) and Lima
Criséstomo et al. (2011) examine the CSR-CFP relationship in the context of developing
markets, namely Malaysia and Brazil, which are in many ways fundamentally different
from the highly developed Nordic countries. The study of Makni et al. (2009), in turn,
focuses on the Canadian market, which is more comparable with the Nordics, but uses a

relatively short and old data sample consisting of years 2004-2005.

When looking at the CFP-impact of each ESG dimension individually, the empirical results
imply that environmental and social dimensions of corporate responsibility enhance firm
profitability. The observed positive relationship between environmental responsibility
and CFP is in line with the findings of previous studies focusing specifically on the envi-
ronmental aspect of CSR, such as Lee et al. (2016), Sharfman and Fernando (2008), Guen-
ster et al. (2011), Fischer and Sawczyn (2013) and Muhammad et al. (2015). Contradict-
ing evidence is found e.g. by Makni et al. (2009). Few studies investigating the CSR-CFP
relationship address the social aspect of CSR specifically, but the positive association ob-

served is in this study is in line with the findings of e.g. Velte (2017).

The empirical evidence in this study implies that the governance dimension of CSR is

negatively associated with ROA, meaning that good performance in corporate
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governance damages firm profitability in Nordic firms. Interestingly, Velte (2017), who
examines the CSR-CFP relationship in the context of highly developed German market,
finds that corporate governance has a stronger positive impact on financial performance
than environmental and social aspects of CSR, which contradicts the results of this study.
To explain this observation, Velte (2017) suggests that the importance of governance as
a determinant of financial performance might be driven by the long history of corporate
governance reporting in Germany, as well as by the high relevance of corporate govern-
ance information perceived by the German investors. In the other hand, the negative
relationship between corporate governance and CFP observed in this study is supported
by the findings of Bauer at al. (2004) who find corporate governance to be negatively
related to earnings-based performance ratios. This finding is rather puzzling and imposes
a question whether the reported earnings of poorly governed firms are prone to be af-

fected by less-conservative earnings management.
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6 Conclusions

This chapter wraps up the study with a conclusive discussion on the results and a critical
evaluation of the research. The first sub-chapter summarizes the key findings from the
empirical part of the study. Next, the implications of the study are discussed, focusing
on its theoretical and practical contributions. Finally, the study is concluded by elaborat-

ing on some of its limitations and outlining suggestions for future research on the topic.

6.1 Summary of the findings

Corporate social responsibility has gone through a revolutionary change during the past
decades. What was once barely seen as a moral obligation of companies to be good for
their proximate community has now become an all-encompassing concern on the impli-
cations of a firm’s actions to the surrounding world. Only a few decades ago it was a
subject of debate whether firms have responsibilities beyond maximizing the wealth of
their shareholders, whereas today companies across the world have integrated corpo-
rate social responsibility in the very core of their strategy and purpose. In the present
day the valid question is no longer whether firms have to be socially responsible, but

rather whether being socially responsible can actually pay off.

This study seeks to answer this question. The purpose of the study is to investigate
whether corporate social responsibility enhances the financial performance of firms. The
guestion has been addressed in an extensive body of academic literature in various ge-
ographical, industrial and situational settings. The empirical evidence provided by the
prior research can be seen as rather scattered and to some extent inconsistent. What is
missing in the existing literature specifically is evidence for the existence of CSR-CFP re-
lationship in the context of Nordic countries. What makes the Nordic setting especially
interesting is the well-established view that Nordic countries, namely Sweden, Finland,
Norway and Denmark, are leading the world in the field of corporate social responsibility.

This study addresses this apparent gap in the prior research by examining the CSR-CFP
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relationship specifically in the beforementioned four Nordic countries with most recent

available data.

The empirical results of this study confirm that CSR performance is positively related to
firm profitability in Nordic publicly listed firms. However, the evidence doesn’t support
the existence of a relationship between CSR performance and firm value. Deeper dive
into the different dimensions of CSR reveals that firm profitability is enhanced by envi-
ronmental and social aspects of CSR performance, whereas governance aspect appears
to affect firm profitability negatively. None of the three CSR dimensions turns out to have

a significant impact on firm value.

The observed non-zero relationship between firm profitability and all the three dimen-
sions of CSR suggests that CSR performance must affect either the top-line revenue or
the bottom-line profit of Nordic firms. Concerning the positive impact of environmental
and social performance, plausible explanations outlined in the previous literature sug-
gest that environmental efforts of firms may improve the efficiency of resource utiliza-
tion, and social efforts especially focusing on the workforce may enhance labor produc-
tivity, both of which should lead to higher profit margins. By exhibiting good perfor-
mance in CSR matters, firms may also get an access to additional financial resources with
more favorable terms and lower interest rates. In terms of top-line revenue, CSR can be
seen as a means for differentiation, thus increasing sales by attracting socially conscious
customers. Finally, investments made especially in the field of environmental responsi-
bility may potentially enable new product and process innovations and thereby open up

new opportunities for growth and efficiency improvements.

While the positive impact of environmental and social responsibility on firm profitability
is somewhat easy to rationalize, the negative impact of corporate governance perfor-
mance on firm profitability is more puzzling. Bauer et al. (2004) suggest that well gov-
erned firms may be more conservative in their earnings reporting, whereas poorly gov-

erned ones might be more inclined towards overstating their earnings. Alternatively, one
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could argue that while environmental and social aspects of corporate responsibility are
more directly associated with a firm’s daily business operations and thereby more visible
and concrete towards its stakeholders, corporate governance is more about securing
corporate integrity, which may be less visible and more abstract to the stakeholders.
From this point of view, one could say that by investing in good corporate governance
firms incur additional costs without receiving a corresponding monetary benefit in the
form of increased revenue or improved profit margin. This, however, doesn’t mean that
corporate governance is unimportant or waste of money. Good corporate governance
may protect a firm against certain type of risks and thereby be very important for some
particular stakeholder groups. In fact, in the empirical results of this study corporate gov-
ernance appears to be the only one of the three CSR dimensions exhibiting a positive,

yet only marginal and statistically insignificant, relationship with firm value.

Corporate social responsibility is not found to be significantly related to firm value in this
study. Considering the increased general awareness around CSR and the rise of socially
responsible investing, this finding is to some extent surprising, even though similar ob-
servations are made in the previous studies e.g. by Velte (2017) and Orlitzky et al. (2003).
It can be argued that this has to do with the geographical scope of this study, in that the
differences in CSR performance don’t matter that much for the investors in the Nordic
markets where the overall level of CSR is rather high, because the companies are in gen-
eral perceived to be highly responsible compared to the rest of the world. An alternative
explanation could be that firm value is driven by a large number of different factors, and
while CSR-related factors might be among them, other factors such as firm size, profita-

bility and leverage simply are perceived as more important.

Research questions for this study were outlined in the first chapter as follows:

1. Does corporate social responsibility enhance the financial performance of Nordic

firms?
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2. Are all three dimensions of the ESG framework equally important determinants

of the financial performance of Nordic firms?

The empirical evidence confirms that CSR performance is positively related with ROA.
Therefore, the answer to the first research question is yes, as far as financial perfor-
mance is understood as firm profitability. When analyzing the profitability impact of the
three CSR dimensions separately, the results are two-fold. Hence, concerning the second
research question, the answer is no — environmental and social dimensions of CSR both
enhance firm profitability, the latter more than the former, whereas governance dimen-
sion of CSR turns out to have a negative impact on firm profitability. It is important to
notice that there are certain limitations in the empirical approach adopted in this study
which can potentially be used to challenge the achieved results. These limitations are

discussed later in this chapter.

6.2 Theoretical implications

This study contributes to the previous academic literature on the CSR-CFP relationship
in several important ways. First of all, in overall the results of this study provide addi-
tional evidence supporting the existence of a positive relationship between corporate
social responsibility and financial performance, which has been observed in the majority
of previous academic studies. CSR-CFP relationship has previously been examined in var-
ious geographical settings, but not specifically in the context of Nordic countries. This
study fills this gap in academic research by showing that the CSR-CFP linkage in the Nor-

dics is not notably different from the rest of the world.

Secondly, the choice of focusing in particular on the Nordic countries in this study is
knowingly made mainly because Sweden, Finland, Norway and Denmark are widely re-
garded as leading countries in CSR matters. Since a similar geographical focus has not
been previously adopted in the academic literature, this study is the first one exploring
the CSR-CFP relationship in the part of the world where the general level of CSR perfor-

mance is higher than anywhere else. The new evidence suggests that CSR does play a
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role in determining the financial performance of firms also in the most responsible coun-

tries in the world.

Thirdly, CSR-CFP relationship has been extensively investigated in the academic literature
since late 1990s with varying data sets in terms of time period considered. This study
uses the most recent data set available ranging from 2010 to 2020, and thereby it pro-
vides an up-to-date view on the CSR-CFP linkage. It is one of the first studies where the
data sample reaches up until 2020s. Finally, the empirical approach applied in this study
follows the methodology widely adopted in the previous literature, allowing for compa-

rability of results with previous studies as well as future research to come.

6.3 Practical implications

From the practical business management perspective, the results of this study shed new
light on what kind of role CSR plays in determining the financial performance of compa-
nies in the Nordic countries. Although Sweden, Finland, Norway and Denmark are among
the top countries in the world in terms of sustainability and many Nordic companies are
global industry-leaders in corporate responsibility, the results show that CSR has not be-
come a commodity product in the Nordics. Even if the general level of CSR in companies
is rather high, an incremental improvement does matter — a difference can be made by
standing out from a group of best-in-class companies. Further investments in Nordic
companies on improving the CSR performance to move on from being good to being

great pays off in the form of enhanced profitability.

On a more precise level, the results of this study provide new information for the exec-
utives of Nordic publicly listed companies with regards to what kind of investments on
CSR are most beneficial. According to the results, the positive impact of CSR on financial
performance is driven by environmental and social aspects of CSR, suggesting that in
order to enhance firm profitability, the executives should prioritize the investments on
these areas. Corporate governance, in the other hand, seems to be negatively associated

with financial performance. However, as good corporate governance may still create
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other kind of benefits, the results do not necessarily mean that companies should ne-

glect the efforts to improve their corporate governance.

The absence of evidence for the positive relationship between CSR and firm value im-
plies that CSR as such is not an important factor determining the market-based financial
performance. Hence, the executives of Nordic companies should not expect their CSR
efforts to directly translate into higher market valuation. However, since firm value turns
out to be positively associated with firm profitability, which in turn is partially explained
by the firm’s CSR performance, it can be argued that CSR performance has an indirect

positive effect on firm value, mediated by firm profitability.

6.4 Limitations and future research

As in any academic research in the field of business management, there are certain lim-
itations in the methodological approach of this study which can make the results to some
extent contestable. Firstly, for each firm-year observation in the data sample, the varia-
bles used in the regression models are constructed from observed data points from the
same year. In other words, in the regressions a firm’s financial performance in year t is
compared with the firm’s CSR scores in the same year t. The shortcoming of this ap-
proach is that it doesn’t account for the causality direction of the relationship between
the variables. While the empirical results indicate that CSR and CFP are positively related,
the possibility that the causality direction of the relationship is actually from CFP to CSR
rather than from CSR to CFP can’t be ruled out. The rationale behind the causality from
CFP to CSR is what Waddock and Graves (1997) call a slack resources theory, according
to which companies with strong financial performance in the past may have slack re-
sources available which they might well choose to spend by investing in improving their
CSR performance. In fact, Ortlizky et al. (2003) find that the causality of the CSR-CFP
relationship works in both directions, and neither of the two directions dominates the
other. Direction of the causality is not an either-or question — CSR performance can ex-
plain future financial performance even if CSR performance itself is explained by past

financial performance.
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The methodological choice to compare within-year performance indicators in the regres-
sion analysis also gives rise to the second limitation of this study. What follows from this
approach is that the study doesn’t consider the longitudinal aspect of CSR-CFP relation-
ship. In other words, possible effects of CSR on CFP materializing gradually over time are
not captured by the regression models used in this study. Time variability of the CSR-CFP
relationship is analyzed e.g. in the studies of Brammer and Millington (2008) as well as
Guenster et al. (2011), both of which find that there indeed is an important longitudinal
aspect in the CSR-CFP linkage.

Third limitation of the study is that of a possible omitted variable bias. The methodology
adopted in this study doesn’t fully address the possibility that the regression results are
affected by missing some other variable that both is a key determinant of financial per-
formance and correlates with corporate social responsibility performance. A plausible
example of such omitted variable is that of R&D and innovation activity of a firm.
McWilliams and Siegel (2000) claim that econometric models regressing financial per-
formance on corporate social performance are misspecified, leading to the estimates of
the financial impact of CSR being upwardly biased. They suggest that a more appropriate
approach is to use models that control for investments in R&D, which they find to be an
important determinant of financial performance as well as highly correlated with CSR
performance. The claimed misspecification issue is addressed in several studies with
somewhat inconsistent results (e.g. Lioui & Sharma 2012; Fischer & Sawczyn 2013; Lee

et al. 2016).

Finally, fourth limitation relates to the data sample selection of the study. As described
in chapter four, the initial data collection includes all the publicly listed companies traded
in the stock exchanges of Stockholm, Helsinki, Oslo and Copenhagen during the period
2010-2020. However, relatively poor availability of data, especially what it comes to ESG
scores, small companies and the early years of the sample period, results in a large num-

ber of firm-year observations being left out from the final data sample. It can be argued
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that the data sample is biased towards companies where the level of CSR performance
is relatively high, because the companies with low CSR performance may not be so in-
clined to disclosing CSR information necessary to calculate the ESG scores. Hence, since
smaller and less-responsible firms might be underrepresented in the data set, the sam-
ple may not constitute a fully accurate representation of the Nordic markets. It is also
worth noticing that using the ESG scoring based on Refinitiv database is just one way to
measure the CSR performance of firms. Using alternative measures or data sources

might well lead to different results compared to those of this study.

The limitations and shortcomings of this study described ahead create a need for further
research on the CSR-CFP linkage especially in the context of Nordic markets which have
been largely neglected in the academic literature prior to this study. Furthermore, while
this study can be considered as an opener for the discussion on how CSR impacts firms
in Nordic countries, different approaches, methodologies and settings adopted in the
previous studies covering other parts of the world open up interesting opportunities for
the future research focusing on the Nordic region. Firstly, whereas this study investigates
the within-year relationship between CSR and financial performance, a potential line of
research for the future would be to incorporate different time horizons in the form of a
longitudinal study to explore the impact of past CSR performance on the future financial

performance, as well as to identify the causality dynamics of the relationship.

As this study solely focuses on analyzing the direct financial performance impact of CSR
while only controlling for the most common control variables, another interesting exten-
sion to this study would be to account for some additional explanatory variables such as
innovation activity and R&D expenditure, which may play an important mediating role
in the CSR-CFP relationship. Concerning the CSR data used in the study, it would be of
interest to see if replacing the ESG scoring by Refinitiv with some alternative measures
of CSR performance would produce different results. Furthermore, while this study han-
dles the four countries in scope as one entity representing the whole Nordic region, an

intriguing extension could be looking at the four countries separately to identify possible
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differences in the CSR-CFP relationship between countries. Similarly, future studies could
potentially address the differences across industry sectors in more depth than just con-

trolling for them through industry fixed effects.

Considering the variety of different approaches to the CSR-CFP linkage in the previous
literature, a possible line for further research could be to explore whether CSR has an
impact on some specific factors contributing to the financial performance in the Nordics,
such as cost of capital. Whereas this study covers a relatively extensive period of time
ranging from 2010 to 2020 while controlling for year fixed effects, it doesn’t look into
whether the strength of the CSR-CFP varies between different sub-sets of years within
the sample period. Hence, an interesting subject for research could be examining the
possible time-variability of the relationship or testing whether the CSR-CFP relationship
in Nordic countries is contingent upon some macro-environmental factors such as the

overall economic situation.
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