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ABSTRACT

The rapid growth of both investor and academic interest towards socially
responsible investing has produced a large number of scientific papers studying the
relationship between corporate social responsibility and returns. In 2011 Edmans
published a paper that reported abnormal superior returns for a portfolio
constructed of the annual “100 Best Places to Work For in America” list. The study
concluded that the superior returns were caused by the market’s inability to
incorporate employee satisfaction into stock prices.

The modern financial theory and empirical evidence have shown nonetheless that
when the market learns to adjust their valuations of underpriced assets, and superior
returns do not persist in the long run. The thesis employs the Carhart four-factor
model on a Best Companies portfolio to investigate whether the returns shown by
Edmans still occur on a more recent period.

The results of the analysis show negative returns for the Best Companies portfolio,
and after adjusting for industries the results stay negative yet slightly less so. The
results confirm the initial expectations that market learning has taken place, most
likely due to the increasing level visibility of the 100 Best Companies list and public’s
interest towards socially responsible investing.

KEYWORDS: market efficiency, intangibles, corporate social responsibility, human
capital, socially responsible investing






1. INTRODUCTION

The public eye in the financial world has been turning at an increasingly rapid pace
over the past few decades towards the socially responsible aspect of investing.
Environmental concerns, data privacy problems, and gender equality issues among
other topics concerning the socially responsible behavior of corporations have
received plenty of attention in media, and the number of investors who are
concerned about the ethical aspects of their investments has grown significantly
over the years from a niche to a mainstream trend. According to the United States
Social Investment Forum (US SIF 2018) the amount of professionally invested assets
applying some social responsibility criteria has grown at a 13.6% compounded
annual rate from 1995 to 2018, even during the financial crisis in 2007-2009 when the
growth of investments in other assets in general were stagnant. Corporate social
responsibility agendas are not considered as mere philanthropic handshakes or
public relation stunts to polish a soiled public image anymore. An increasing
number of companies are incorporating corporate social responsibility practices as

an integral part of the corporate strategy.

The practice of applying socially responsible investment strategies or screens has
drawn interest largely from the academic audience as well, specifically how the
returns are affected consequently. The results reported in these papers however are
ambiguous at their best and often contested by their peers. A particularly interesting
study from Edmans (2011) examines the stock prices of “100 Great Places to Work
for in America” listed companies and their respective association with firm value.

Edmans discovers that the stocks of the companies included in the list earned



superior returns during 1984-2009. The research concludes that because of the
market’s tendency to undervalue intangible assets, high level of employee
satisfaction yields superior returns. The results of the study are surprising
considering that the data employed in the paper is collected from 25 years, and the
“100 Great Places to Work for in America” list has been publicly available since its
beginning. Moreover, the list is published by the Fortune magazine in their January
issue every year signifying a high level of visibility, and the data is measured from
a point where any information provided by a new list is reasonably expected to be

impounded into stock prices.

From a theoretical viewpoint employee satisfaction is not unambiguously expected
to affect firm value positively, especially under the inspection of traditional
management theories. For example taylorism (Taylor 1911) regards cost-efficiency
as the key driver of firm value which is why the goal of management should be in
maximizing the labor output while minimizing the input cost. Taylorism views
employee satisfaction as a byproduct of overpaying or insufficient workload, thus
signaling inefficient use of company resources. Employee satisfaction is not
supported by the principal-agent theory either as it focuses on the zero-sum aspect
of wages and workload. Agency problems arise easily with pay negotiations and
insufficient work effort when they jeopardize the manager’s personal benefits, such
as a pleasant working environment (Jensen & Meckling 1976). These traditional
theories however have been largely replaced with more humane approaches over
time (Sonnenfeld 1985; Maslow 1943; Hertzberg 1959; McGregor, 1960). For
example, Zingales (2000) argues that in modern management world that values

innovation and quality, human capital should be highly prioritized over physical.



Human relations theories emphasize the importance of employees as key drivers of
performance, and that increasing employee welfare ultimately benefits the
shareholders too. The role of employee satisfaction is therefore not insignificant to
managers nor investors. If employee satisfaction cannot be shown to boost firm
performance, managers should follow the advice of classic management theories
and only allocate minimal resources to employee benefits, and reasonable investors

should avoid involvement with companies that do otherwise.

Edmans’ (2011) paper is interesting from the financial theories” perspective as well.
Market efficiency and the disappearing nature of price irregularities are some of the
basic pillars that the modern financial theory stands on. From the viewpoint of the
efficient market theory the abnormally high positive returns found by Edmans
(2011) are not expected to persist over time. Other studies have shown with
comparable data that even if superiors returns occur in the market periodically, the
returns are not persistent (Bebchuk, Cohen & Wang 2013; Borgers, Derwall, Koedjik
& Ter Horst 2013; Chordia, Subrahmanyam & Tong 2014). Bebchuk et al. (2013)
reason that the positive results produced by their study were due to investors not
having sufficient experience at the time to be able to forecast the expected difference
in performance between well-governed and poorly governed firms. Nonetheless,
the accuracy of the financial theories is debatable. The findings reported by Edmans
(2011) easily qualify as long-run evidence of systematic superior returns. The data
employed by Edmans has also been publicly available and easily attainable
information throughout its existence which means that the superior returns were

not due to lack of salient information.
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This thesis performs a follow-up test to Edmans” (2011) study, and attempts to
answer whether those superior returns persist when the dataset is replaced with a
more recent set of data, and whether investors have learnt to value employee
satisfaction as an intangible correctly. In order to produce superior returns,
employee satisfaction needs to be beneficial for firm value and that benefit cannot
immediately nor correctly be capitalized by the market. The methodology applied
in this thesis follows Edmans (2011) methodology as closely as possible to allow a
comparison of results. It is assumable considering the remarkable growth of interest
in socially responsible investing and the attention that Edmans (2011) papers has
received that the market has become in so much aware of the incorrect valuation of
the companies” stocks included in the 100 Best Companies’ list that the superior

returns will not to be found in the empirical analysis section of this thesis.

1.1.  The purpose of the thesis

The purpose of this thesis is to examine the positive relationship between employee
satisfaction and stock prices discovered by Edmans in 2011 first from the point of
view of financial theories and relevant literature, and then from an empirical
perspective. Edmans uses the “100 Best Companies to Work for in America” list
from years 1984 to 2009 as his main data, and at the start of this thesis there was
additional data available for 10 more years. Following Edmans” methodology a
portfolio of Best Companies is created with a more recent dataset of 2009-2018 to

test in a similar manner whether abnormal positive returns still occur in the market
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in association to employee satisfaction, or whether the superior returns reported by

Edmans (2011) have vanished due to market learning.

1.2.  Development of the hypothesis

As mentioned earlier, the theory, the literature and the evidence concerning
employee satisfaction and its association with firm value is ambiguous. From the
point of view of human relations, employee satisfaction has value-adding
capabilities while the financial theory argues that the effect will not translate into
equity prices, and if momentarily undervaluations occur, any capitalization
opportunities will be drained due to market learning. However, Edmans” (2011)
argues and proves that employee satisfaction has a positive effect of on firm value
and the companies’ stocks ranked as Best Companies in regard to employee

satisfaction yield superior returns in the long run.

The results of our empirical tests in Section 5 of this thesis will be determined to a
large degree by the market’s ability to value intangibles correctly. In addition to
Edmans (2011), Lev & Sougiannis (1996), Chan, Lakonishok & Sougiannis (2001),
and others have detected a strong investor tendency to overlook intangible assets
and value them incorrectly. In Edman’s case, the poor incorporation of intangibles
which he detects as the underlying reason for the undervaluation of the Best
Companies’ stocks, continues for several decades. However, in the light of modern
financial theories and existing literature, which are discussed and reviewed further

in Section 2 and 3 of this thesis, the initial expectation of this thesis i.e. the null
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hypothesis of this thesis is that investing in a portfolio comprised of Best Companies
collected from the list “100 Best Companies to Work for in America” does not

produce superior returns.

1.3.  The structure of the thesis

This thesis is structures as follows. Section 1 serves as an introduction to the topic of
the thesis and provides a brief discussion about the motivation and development of
the topic. Section 2 builds the theoretical framework for the thesis and Section 3
reviews a number of relevant studies concerning the topic. Section 4 describes the
data applied in this thesis which is followed by a presentation of the applied
methodology and empirical results in Section 5. Finally, Section 6 concludes the
thesis reviewing the main results found in this study and provides further

discussion.
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2. THEORETICAL FRAMEWORK

The purpose of Section 2 of the thesis is to discuss the theoretical framework behind
the hypothesis presented in Section 1. This section introduces the theory of efficient
markets, modern portfolio theory, human relations theory, and the concept of
socially responsible investing. The literature concerning the relationship between
socially responsible investing and returns is reviewed in the following section of the

thesis.

2.1.  Efficient market theory

Capital markets play the main role in the allocation process of resources and
effective ownership of capital. The efficient market hypothesis (EMH) assumes that
stock prices reflect all the relevant information and therefore, the market cannot be
consistently beaten without considerable risk-taking. The full information content
of stock prices also implies that undervalued or overvalued stocks do not exist in

efficiently functioning markets. (Fama 1970.)

The EMH is inarguably one of the most influential theories in finance and still a
generally accepted explanation of how information affects stock prices. Other basic
assumption of the EMH are that the market values prices correctly, and that on
average investors make rational decisions. The random walk hypothesis (RWH) has
a key role in explaining why investors fail to beat the markets. According to the

RWH, price patterns are unpredictable, and that whenever new information is
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released, the markets immediately absorb the information and fully interpretes the

information into stock prices. (Malkiel 2003.)

In reality, the information content of prices is not as perfect as the efficient market
theory suggests. Fama (1970) recognizes these imperfections as well, and further
develops different subcategories for market efficiency that are more applicable to
the real-life capital markets. The weak form of market efficiency is absorbed by the
semi-strong form of market efficiency, and the strong form of market efficiency
contains both lower forms of market efficiency. This relationship is illustrated in

Figure 1.

Semi-strong

Weak form Strong form

form of

of market of market

market efficiency

efficiency

efficiency

Figure 1. The three forms of market efficiency.

The weak form of market efficiency argues that the market cannot be consistently beaten

by analyzing historical security prices. The weak form of market efficiency assumes that
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the current prices already reflect the past information that is available to investors, and
therefore predictable price patterns do not exist. The weak form however does not
assume prices to be always correct thus acknowledging the appearance of occasional,
temporary mispricing. The occurrence of anomalies is sometimes perceived as a
contradiction to the efficient market theory. Nevertheless, in normal competitive market
conditions investors learn quickly, and when an occurrence of an anomaly receives a
sufficient level of attention so that it becomes public knowledge, the anomaly or

mispricing tends to disappear soon after. (Fama 1970; Malkiel 2003; Bebchuk et al. 2013.)

The semi-strong form of market efficiency contains the same assumptions as the
weak form with one exception. The semi-strong form presumes that current prices
reflect not only information that can be derived from looking at historical prices, but
also reflect all the information that is publicly available to investors. The semi-strong
form acknowledges that security prices may not absorb all information immediately,

but those momentary mispricings cannot be exploited by investors. (Fama 1970.)

Finally, the strong form of market efficiency expects security prices to reflect a
combination of both public and private information. The strong form suggests that
security prices are not only affected by generally acknowledged information but
insider information as well. This implies that besides occasional strokes of luck, the
market prices are correct on average and cannot be beaten systematically. The strong
form of market efficiency is more theoretical than the other two forms and has been

criticized for lacking real world applications. (Fama 1970.)

As it is with all theoretical frameworks, the EMH is also susceptible to frictions and

criticism when re-examined through real life scenarios. A notable body of academic
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literature is dedicated to the discussion of issues that contest the theory. Grossman
& Stiglitz (1980) demonstrate that due to the costly, resource-requiring nature of
information, markets can never be perfectly efficient. Lehmann (1990) finds
significant return reversals in weekly security prices reflecting arbitrage
opportunities, which he interprets as a violation of the EMH. Jegadeesh (1990)
discovers strong predictable behavior in security prices, arguing against the EMH.
Daniel & Titman (1999) criticize the idea by which investors are assumed to act
rationally and to possess required abilities to observe, process and interpret
pertinent information in an equal manner, and find the assumption unrealistic.
Rather, they suggest that investors are more likely to be overconfident and affected
by their personal biases. They introduce another alternative form of market
efficiency, the “adaptive efficiency”, which acknowledges that behavioral biases and
anomalies exist, but investors learn from past prices which makes these

irregularities non-persistent.

Fama responds to the critique by reviewing in his 1998 paper a wide range of studies
that find evidence against the EMH. He discusses in depth the applied methodology
and the results of these papers, and strongly suggests that selecting an alternative
method or sample period is the main cause for the non-anomalistic results. Fama
argues that in market efficiency price overreactions and underreactions are on
average equally likely to occur, and examining individual studies accompanied with
results that in his opinion are debatable, are not to be interpreted as signals of market

inefficiency. Moreover, he states the following;:
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“A problem in developing an overall perspective on long-term return studies is that
they rarely test a specific alternative to market efficiency. Instead, the alternative
hypothesis is vague, market inefficiency. This is unacceptable. Like all models,
market efficiency (the hypothesis that prices fully reflect available information) is a
faulty description of price formation. Following the standard scientific rule,
however, market efficiency can only be replaced by a better specific model of price

formation, itself potentially rejectable by empirical tests.” (Fama 1998: 284.)

Even if the evidence against the EMH discussed above does raises questions and
doubts perhaps about the accuracy or real-world applicability of the theory, Fama
(1998) makes a compelling case in support of the EMH. The body of literature
concerning anomalies is vast, yet insufficient to abolish the merits that the EMH

offers as a theoretical standpoint and a cornerstone in security pricing.

2.2.  Modern portfolio theory

Modern portfolio theory (MPT) is a mathematical framework presented by Harry
Markowitz in 1952. In his essay Markowitz introduces a portfolio-building model
that allows investors to construct a portfolio that maximizes the expected return for
any given level of risk. MPT suggests that instead of focusing on the risk and return
relationship of individual assets, investors should consider the collection of
individual investments as a portfolio and the proportion of different assets therein.
One of the basic assumptions that the theory makes is that investors are risk averse

by default. Whenever investors are given the option to choose between two
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portfolios with different levels of risk, investors require a higher level of expected
return for the riskier portfolio as a compensation for bearing the higher level of risk.

(Markowitz 1952.)

According to MPT, investors can adjust the level of risk of the portfolio by selecting
a combination of mutually uncorrelated assets in the portfolio. This process that is
known as diversification is the core of the modern portfolio theory. It enables
investors to expect the same level of return as before but with a lower level of risk.
The minimum-variance frontier in Figure 1 represents all available investment
opportunities with the lowest possible variance, and the corresponding expected
return. Portfolios lying on the minimum-variance frontier, i.e. the efficient frontier,
and above offer optimal portfolio returns. The efficient frontier marks the area that
provides the highest possible return for any given level of risk, from which investors

can choose accordingly to their preferences. (Bodie, Kane & Marcus 2018: 208-209.)
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Figure 2. The efficient frontier. (Bodie et al. 2018: 209)
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The modern portfolio theory is centered around the idea of investors being able to
maximize their portfolio returns while minimizing the total risk. However, the
theoretical model is built on the assumption that investors are free to choose any
assets in their portfolio and are not subjects to any kind of limitations which is not
often the reality. For instance, many institutional investors are bound by regulations
that prohibit them from taking short positions which automatically narrows the
selection range of available assets. Many investors also have self-imposed
constraints which may exclude certain industries, countries and firms from their
investment pool. These type of investment preferences are referred to as socially
responsible investing. The implications of socially responsible investing are discussed
later in this section of the thesis. Limiting the investment pool in this manner
however diminishes the portfolio diversification opportunities which theoretically
always leads into a suboptimal portfolio composition, thus compromising the
portfolio’s earning potential in the form of increased level of risk or lower returns.

(Bodie et al. 2018: 211.)

2.3. Human relation theories

The human relations movement in organization theory is generally seen to have
developed as a response to the precedingly prevalent scientific management
philosophy i.e. taylorism. The conventional managerial approach to leadership at
the time was solely fixated on the measurable outcomes of productivity, and
enforcing productivity by dividing work into deskilled tasks, occasionally offering

low financial compensation as an incentive. A key-feature in the output-centric
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management approach was to not differentiate between human labor and machine
labor which historically often resulted in alienation and discontentment among

employees and frictions with labor organizations. (Bruce & Nyland 2011.)

The long-running series of Elton Mayo’s and Fritz Roethlisberger’s experiments
starting in 1924 at the Western Electric’s Hawthorne power plant are generally
regarded as the starting point of a new era in organization management theory and
the beginning mark of the human relations theory. The original goal of the
experiments was to examine the effect that different lighting conditions had on
industrial workers” productivity. However, Mayo and his team quickly discovered
that physical working conditions had very little to no effect on the worker
productivity, but employees were highly responsive to the social aspects of their
work. For example, having a role as a part of a team or a social group, receiving
attention from superiors, and recognition for their work appeared to have far greater
influence on the workers’” productivity. These landmark studies which later came to
know as the Hawthorne Studies or Experiments, conclude that employee
satisfaction is mainly driven by the socio-psychological factors of the work, and
applying a human-centered management style rewards in higher levels of employee

productivity. (Shafritz, Ott & Jang 2005: 158-166; Sonnenfeld 1985.)

The human relations movement developed further during the following decades.
Abraham Maslow (1943) studies extensively the drivers of human motivation
gaining sustainable inspiration from Mayo’s work. According to Maslow’s theory
humans are affected by a multitude of hierarchical wants, needs and drives, and that

companies and organization can profit from them by setting up “social institutions
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which will encourage individuals to be synergic with each other” (Maslow 1971: 213)
to enable “the goals of the individual merge with the goals of the organization”
(Maslow 1971: 237). Maslow envisions that individuals can seek development and
personal growth through the tasks they perform in communities, teams, groups and
organizations. Integrating the needs of individuals into the organization’s work
culture ideally reforms employees into more altruistic and less selfish individuals
who identify themselves strongly through performing the tasks given to them

(Maslow 1965: 122).

McGregor’s work shares many similarities with Maslow’s model of individuals’
hierarchical needs. McGregor recognizes physiological and safety needs at the
bottom of the hierarchy upon which other needs of social-, egoistic- and self-
fulfillment are built. Concurring Maslow’s idea, McGregor argues that when the
very basic low-level needs are satisfied, individuals need more engaging tasks that
continue to satisfy their needs on another level in order to stay motivated. In other
words decent wages, good working conditions and stable employment situation in
the work place produce employee satisfaction only when those conditions are not
met yet. Once the needs on that level are met the motivational emphasis shifts onto
higher levels of needs. According to McGregor the managers” main role is to create
conditions where employees can discover and cultivate their skills and potential
while aligning the goals of individuals’ personal growth with those of the
organization’s. McGregor calls this view as “Theory Y” to mark a shift from
conventional managerial responsibilities of arranging physical resources and

exercising authoritative control over the organization (“Theory X”) giving an
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opportunity for employees to exercise self-control and self-direction. (McGregor

1966: 240; Shafrtiz et al. 2005: 179-184.)

2.4.  Socially responsible investing

The origins of socially responsive investing can be traced to the early 1800s where
several religious groups have been documented to incorporate certain socially
conscious criteria in their wealth management practices to ensure that their behavior
remained in harmony with their religious beliefs. Even though the origins are
sometimes contested, the reverence for socially responsible wealth management
practices among many religious denominations are still in place. The modern
perception of what is generally considered as socially responsible investing today
stems from the rising political discontent in the US, global civil rights confrontations,
and gender equality issues in the 1960s and 1970s. The continuous rise of public
interest and demand towards improvements in labor conditions, environmental
issues and socially conscious corporate practices over the following decades
expanded onto the financial markets as investors grew increasingly critical of their
support of questionable industries, institutional investors leading the way. (Schueth

2003.)

Socially responsible investing (SRI) is closely connected and often assimilated with
the concept of corporate social responsibility (CSR). The European Commission
defines CSR as “a concept whereby companies integrate social and environmental

concerns in their business operations and in their interaction with their stakeholders
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on a voluntary basis” (Commission of the European Communities, 2001). CSR is
often used to describe firm-level engagement in these matters while SRI (sometimes
also referred to as ethical investing) is used when the topic is examined from a larger
perspective. Socially responsible investing often employs some environmental,
social and corporate governance (ESG) criteria and either positive or negative
screens. Negative screens are intended to filter out all companies that operate in
controversial industries, while positive screens rely on companies that have received
the highest ratings based on their socially responsible behavior disregarding the
industry. (Kempf & Osthoff 2007; Renneboog, Ter Horst & Zhang 2008a.)

Over the past few decades the interest in SRI as well as the amount of assets invested
in socially responsible funds have grown substantially. The United States Social
Investment Forum’s “Report on US Sustainable, Responsible and Impact Investing
Trends” (2018) has recorded a compounded annual level growth rate of 13.6% over
the 1995-2018 period on the US-domicile assets invested in the sustainable and
responsible investment universe. According to US SIF’s report the net total of SRI
assets invested under professional management in the US at the beginning of 2018
was $12.0 trillion meaning that one of every four dollars was invested in funds
applying a responsible investment strategy. Interestingly, during the financial crises
in 2007-2009 when the development of investments in practically all other assets
were stagnant, the amount of dollars invested in SRI kept growing at a steady pace

which signals a strong public support in the growing SRI trend. (US SIF 2018.)
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Figure 3. Growth of responsible investing in the United States 1995-2018.

The rapid growth of SRI trend is very important to the development of the initial
hypothesis described in Section 1. The topic has received an increasing amount of
attention in the academic financial journals which is a quintessential contributing
factor in market learning that will be discussed more in depth in the Section 3.2. of
this thesis. A study by Gompers, Ishii & Metrick (2003) was the first paper to publish
a strong evidence about the positive relationship between stock performance and
CSR, and the study has been particularly influential in inspiring other researches to
contribute to the CSR and SRI literature. However, further examinations have
shown that the superior returns on CSR fund or portfolios tend to disappear over

time (Bebchuk et al. 2013; Core, Guay & Rusticus 2006; Borgers et al. 2013).
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3. LITERATURE REVIEW

The Section three of this thesis expands the theoretical framework by reviewing a
range of research papers from three relevant branches of literature concerning the
topic of this thesis: corporate social responsibility (CSR), valuing of intangibles, and
market learning. All three branches are proven to have a close connection to

employee satisfaction, and the following chapters inspect that relationship further.

3.1. CSR and value

The relationship between CSR and returns has been studied extensively over the
past few decades but the evidence found in these studies is mixed at its best. The
literature review in this part of Section 3 can be roughly divided into three
categories: studies that report a negative relationship, studies that discover a
positive relationship, and studies where the results are inconclusive. The most

relevant papers concerning the topic of the thesis are reviewed here.

Renneboog, Ter Horst & Zhang (2008b) conduct a wide-scale global research on
ethical and socially responsible mutual funds and discover that in certain regions
investors appear to pay a price as ethical funds show strong underperformance. The
comparison of alphas however shows that the differences are not in fact significant
with the exception of few countries for which the alphas are considerably lower (4%-—
7% per annum) than for their respective peers. Geczy, Stambaugh & Levin (2005)

perform a series of tests on socially responsible mutual funds that show similar
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implications. Geczy et al. (2005) discover that allocating investments in socially
responsible mutual funds can have economically significant costs depending on the
investor’s pricing model beliefs, the fund-manager’s skills, and investment

proportions.

Brammer, Brooks & Pavelin (2006) investigate the relationship between CSR and
stock returns in the UK market, and discover a negative link between them. The
results of their study suggest that firms with higher level of corporate social
performance experience underperformance while the lowest level firms outperform
the market. Their conclusion is that some corporate social activities can be damaging
to shareholder value. Hong & Kacperczyk (2009) expand the research to examine the
stocks of companies involved in industries that are generally publicly viewed as
socially irresponsible (tobacco, alcohol and gambling) identifying these stocks as
“sin stocks”. Their study detects a higher level in expected returns for these less
sought-after stocks supposedly due to being largely disregarded by many major

groups of investors.

Bhandari & Javakhadze (2017) examine the behavior of CSR strategies and the
relationship with firm’s resource allocation efficiency. The results of their study
suggest that CSR investment strategies can be counterproductive to shareholder
wealth in three cases: first, when preferring to invest in CSR creates a trade-off of
resources that could be deployed in identifying other, potentially more profitable
investment opportunities, second, in case of self-serving, agency-conflicted
managers, and third, if firms are willing to forego profits in order to promote social

goodness.
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Auer (2016) on the other end shows evidence that investing in a socially responsible
manner does not necessarily imply sacrificing performance, and that including
negative screens in portfolios can even in fact yield outperformance. He however
acknowledges that adding some positive screens may cause the portfolio to

underperform due to inadequate diversification.

Buchanan, Cao & Chen (2018) document a relationship between CSR activities and
firm value but discover that the causal effect of that relationship is heavily impacted
by influential institutional ownership. Both presence of the influential institutional
ownership and lack of presence as well as economic conditions are revealed to be
influential. Buchanan et al. find that firms with high-level of CSR activities exhibit
higher firm value in a pre-crisis period, but the effect becomes negative during the
crisis. Interestingly, the effect of CSR activities is significantly less pronounced in a
pre-crisis period for firms with a high level of institutional ownership, yet during a
crisis the CSR-firm value relationship stays positive unlike in firms with low level

of institutional ownership. (Buchanan et al. 2018.)

Bauer, Koedjik & Otten (2005) compare ethical and conventional mutual funds, and
they find no significant difference in their financial performance. Interestingly, on a
shorter sub-period in the 1990’s the ethical funds perform significantly worse than
the conventional funds, but the differences disappear during the following sub-

period which Bauer et al. interpret as a sign of market learning.

Groening & Kanuri (2013) notice that corporate social events (CSE) which can be

positive such as corporate philanthropy, job creation, and promoting education, or
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negative such as pollution or staff layouts, cause significant short-term effects
among the shareholders, but the implications of their results are incongruent. In
about 50% of the cases positive CSE affects the return negatively and vice versa. The
investors react strongly to CSE news but they do not consistently reward or penalize
the firms. Aouadi & Marsat (2018) receive similar mixed signals as they discover that
ESG controversies in some cases seems to increase the firm’s market value which

appears to be caused by the ability to capture and redirect investor attention.

On the other hand, there are several papers that have shown that CSR can have a
positive effect on firm value. A famous study by Gompers et al. (2003) has been very
influential in motivating other CSR studies. Their governance provision research
detects a strong positive correlation between stock performance and corporate
governance practices. Gompers et al. (2003) however restrain from making any
definite conclusions about the causative nature of the relationship and whether poor
governance causes bad performance, even if the evidence appears to point in that

direction.

Derwall, Guenster, Bauer & Koedijk (2005) compare the performance of a highly
“eco-efficient” and less “eco-efficient” portfolios where eco-efficiency is defined as
the ratio of a company’s ability to create economic value to the amount of waste they
produce. They document a strong outperformance for the most eco-efficient
portfolio, and the results stay robust even when they are controlled market

sensitivity, investment style and industry bias.
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Kempf & Osthoff (2007) study the effect that using a range of social responsibility
criteria has on investment performance, namely whether SRI screen-based trading
style leads to abnormal returns. The comparison between portfolios of high SRI
rating and low SRI rating reveals that the high-rated portfolio distinctly outperforms
the low-rated portfolio on a period of 1992-2004. Later Derwall, Koedijk & Ter Horst
(2011) make similar observations that certain types of screen combined with certain
initial investment style does yield abnormal profits, but the effect does not persist in

the test of time.

Interestingly, Nguyen, Kecskés & Mansi (2020) side in favor of CSR increasing
shareholder value as they find significantly higher stock valuations for firms that
invest in CSR on a long-term. Nguyen et al. argue that the higher valuations are the
result of lower volatility of profitability. Jeong, Jeong, Lee & Bae (2018) also find
evidence supporting long-term strategic CSR activities. They show that companies
exercising permanent CSR activities are more likely to have a persistent increase in
their earnings whereas companies that only engage in CSR activities temporarily are
expected to be negatively impacted by them. The results imply that permanent CSR

activities are positively linked to future financial performance and firm value.

Flammer (2015) investigates from a managerial viewpoint whether CSR practices
lead to superior financial performance and finds support for a positive link. The
evidence also suggests that adopting certain CSR proposals also affects sales growth
and labor productivity positively. Flammer’s (2015) study suggests that improving
employee satisfaction by implementing CSR activities translates into share prices

and into shareholder value.
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Lins, Servaes & Tamayo (2017) study the relationship between CSR activities and
firm performance during the latest financial crisis. Lins et al. (2017) discover that
building social capital — namely trust — through a high level of activity in social
responsibility is remarkably profitable during the crisis period in comparison to
firms with low level of CSR activity. In a period when a lack of trust is the
predominant sentiment in the market, highly active firms outperform less-active
tirms by at least four percentage points, as well as earn higher levels of profitability,
margins, sales growth, and employee productivity. Even if the differences in stock
performance between high CSR activity and low CSR activity firms are leveled in
the post-crisis period, collecting social capital still pays off as some of the benefits

persist even after the crisis.

3.2.  Market learning

The influential paper by Gompers et al. (2003) has also motivated the paper of
Bebchuk et al. (2013) who investigate the relationship between governance and
abnormal returns essentially providing a follow-up study to Gompers et al. (2003).
Bebchuk et al. (2003) replicate the investment strategy employed by Gompers et al.
(2003) while replacing the data set with the subsequent sample period (2000-2008).
Their initial expectation which they define as “the learning hypothesis” anticipates
the superior returns to disappear once the markets learn to differentiate between
well governed and poorly governed firms, and to adequately valuate them. Bebchuk

et al.’s (2013) findings confirm those expectations and show that as the number of
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published articles concerning corporate governance in the media and the general
awareness of institutional investors rose, the abnormal returns disappeared
accordingly. Core et al. (2006) detect a similar disappearance of abnormal returns,
yet the conclusions that can be drawn from a four-year period (2000-2003) are more
limited. Bebchuk et al. (2013) however make a remark that while the focus of their
study was in governance-based indices, the market learning did not necessarily
concern the indices per se but happened rather as a byproduct of learning to estimate
the effects of governance practices correctly. Even though the general awareness of
CSR matters has grown steadily over the decade, it is still uncertain whether
employee satisfaction as a topic has received a sufficiently large amount of attention

from the market to reject the null hypothesis of this paper.

Borgers et al. (2013) expand the investigation of CSR and returns onto institutional
investors and the effect of including ESG criteria in the portfolio construction
process. Institutional investors generally believe that improving stakeholder
relations yields long-term economic benefits that are not captured in companies’
financial statements nor correctly valued by the market. Borgers et al. however argue
that “Even if better stakeholder relations are associated with higher future earnings
in a manner that the market has not properly understood, economic logic predicts
that such information provides investors with a competitive advantage in the short-
run, but not in the long-run.” (Borgers et al. 2013:160). By using an annual stake-holder
index, they study how predictive stakeholder information is of future earnings
announcement returns. While the study does find a link between stakeholder
information and risk-adjusted returns due to errors in investors forecasts and thus

unexpected earnings, the findings also confirm that in the long run the market learns
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to assess such information properly, and the superior returns disappear as a result
of that learning. Chordia et al. (2014) also draw a similar conclusion as they

documented a decrease in anomaly-based trading strategies profitability over time

3.3. Intangible assets and firm value

The idea of considering employees as an organizational key asset has received
support from many academics. Rajan & Zingales (1998), Carlin & Gervais (2009),
and Berk, Stanton & Zechner (2010) all acknowledge the importance of human
capital and its role as an essential part in the company’s core. More recently Huang,
Li, Meschke & Guthrie (2015) study the connection between family firms, employee
satisfaction and firm value, and find indications that family firms who tend to
promote human-capital-centered corporate culture are associated with higher firm
performance. Moreover, the importance of corporate culture is underlined in
another study by Guiso, Sapienza & Zingales (2015) that shows a strong positive link
between integrity as a firm culture, i.e. acting responsibly, and firm value. The
conclusion of Guiso et al. (2015) is that corporate culture is not merely a question of

conscience but it in fact makes also an economic difference in the firm.

The topic of intangible assets, such as human capital, and their valuation has been
covered in several studies and discussions. For example, Lev & Sougiannis (1996)
discover a 4.6% abnormal return on R&D capital which can be a potential indicator
of systematic mispricing. Chan et al. (2001) observe even higher excess returns

(6.1%) for firms belonging in the top quintile of R&D to equity market value ratio.
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Chan et al. (2001) also detect a similar relationship between advertising and stock
prices. Deng, Lev & Narin (1999) notice that companies operating in science and
technology industries generally have a low level of publicly disclosing information
about their innovation-oriented activities. The inadequate amount of available
information affects the investors’ capability to correctly assess the companies’ future
earning-capabilities. The results of Deng et al. (1999) imply that by scrutinizing
patent citations investors would have been able to earn abnormally high returns.
Aboody & Lev (1998) make similar conclusions on software developments, and Jiao
(2010) finds a positive correlation between the welfare score and firm value
identifying the intangibles, which in his case are firm’s success in employee relations

and environmental issues, as the main drivers of the positive valuation effect.

These aforementioned studies along with Edmans (2011) accentuate the same
weakness that investors seem to have with evaluations of intangible assets. The
theory reviewed in chapter 2 suggests that abnormal returns do not appear in the
modern, efficient markets and whenever anomalies occur, they do not endure in the
test of time, yet the reality is not quite as unambiguous. The results documented by
Edmans (2011) should not have occurred in the first place according to the efficient
market hypothesis as the annual listing of Best Companies has been publicly
available since 1984, and the information should have been fully absorbed by the
markets already at that point. It is assumable that some level of market learning has
taken place since Edmans (2011) publication but as has been discussed, the economic
significance of intangibles is hard to incorporate in economic evaluations,

particularly during tumultuous times as shown by Lins et al. (2017).
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4. DATA AND SUMMARY STATISTICS

The main source of data employed in this thesis is collected from the annually
published “100 Best Companies to Work for in America” list. The list has been
available to the public since 1984 and was originally released in book form by
Levering, Moskowitz and Katz. From 1998 onwards the Fortune magazine has been
publishing the full list annually in their first issue of the year. The “100 Best
Companies to Work for in America” survey is conducted by the Great Places to
Work Institute which is an independent and separate organization. For the
credibility of the results, it is important that the magazine is not involved in the
survey or evaluation process of the companies. Having another party to conduct the
reviewing process is likely to increase the credibility of the survey as the reviewing
process is unlikely to be biased or influenced by the candidate companies if for
example one of the candidates were a major advertiser in the Fortune magazine

(Reuter & Zitzewitz 2006).

The Great Place to Work Institute uses two types of data to rank the candidate
companies. Two-thirds of the data is gathered directly from the companies’
employees in a questionnaire. Employees from all levels of the firm are asked to
anonymously answer 57 questions concerning attitudes towards management, work
satisfaction, camaraderie, fairness and equality, among few other altering topics,
and the results are communicated directly to the Institute. The general response rate
in the survey is around 60%. The remaining one-third of the data is provided by the
Institute which evaluates each company based on factors such as demographic

makeup, pay and benefits programs, and firm culture. The companies receive scores



35

in five spectrums total: credibility, respect, fairness, pride, and camaraderie, which

are further divided into smaller subsections. (Edmans 2011: 625)

The list is published each year in January, and the stock prices of those companies
included in the list are collected from February to prevent the prices being affected
by short-term announcement-drift effects, and to only reflect the long-term effects.
To ensure that the results are not affected by any individual events, the data is
collected from a ten-year period starting in 2009 and ending in 2018. As the purpose
of this thesis is to investigate whether the abnormal returns documented by Edmans
(2011) still exist in the market, the data collection and portfolio construction imitates
his methodology as closely as possible. Roughly two-thirds of the listed 100 Best
Companies (from here on referred to as BCs) are privately owned and do not have
stock price data available. Also, some companies that were publicly listed at the time
of publishing the 100 Best Companies list have since then undergone a ticker symbol
change due to a merger or an acquisition, and the historical stock price data is no
longer available. The stock returns for the available BCs are collected from the

Datastream database.

To emulate Edmans’ (2011) paper, the starting date for the portfolio construction is
February 1, 2009. In order to compare the results with Edmans (2011), both equal-
weighted and value-weighted portfolios are constructed. As shown in Table 1, in
February 1, 2009 the stock returns were available for 36 BCs and the returns are
calculated through January 2010. The portfolios are revised in February 2010 to
reflect the updates in the 100 BC list shown in Table 1, and this process is repeated

until January 2019. If a BC at the time of the annual construction is private and goes
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public later during that year, the BC is added to the portfolio from the first full
month of stock price data. As illustrated in Table 1, the BCs tend to stay listed for
several years indicating that employee satisfaction is a rather persistent attribute, yet
not permanent. It is noticeable however that the number of available BCs is much
lower than for Edmans (2011) where there are 39 to 78 BCs available per year and 58

BCs available on average per year.

Table 1. Summary statistics.

The second column shows the number of BCs that have historical stock prices available in
Datastream for at the time of constructing the portfolio. The third column indicates the
number of new companies appearing on the list that were not featured on the previous
year’s list. The fourth column shows the number of companies dropped from the list.

Year of list Best Companies Added Dropped

2009 36

2010 35 6 7
2011 36 6 5
2012 37 3 2
2013 35 3 5
2014 37 7 5
2015 34 6 9
2016 32 3 5
2017 36 6 2
2018 40 6 2

Using long-run stock returns have three major benefits. First, they are less prone to
issues with reverse causality than profits or valuation ratios. A well-performing firm
could show a positive relationship between satisfaction and valuation or profits if

the performance was the reason for the satisfaction, but it should not produce
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superior returns since the profits would already be incorporated in the current stock
price. Second, the link between stock returns and shareholder value is more direct
than it is with profits as stock returns offer a more diverse set of ways to benefit the
shareholders. Third, using valuation ratios or event-study returns have a high risk
of underestimating the relationship with satisfaction as shown by the evidence in
chapter 2 of this thesis how the market has failed to correctly valuate and incorporate

intangibles on multiple occasions. (Edmans 2011.)

Table 2. Summary characteristics.

Summary characteristics for the BCs that have data available in Datastream at the time of
constructing the portfolios.

Year Mean Median Mean Median Min,  Max Min. Max.
Price Price Market Market  Std. o . Market Market
of Obs. $) ©) Ca Ca Dev Price Price Ca Ca
list P P %9 P P

(bn$) (bn$) (bn$) (bn$)

2009 36  26.09 16.36 19.44 8.23 29.83 434 17045 0.02 158.52
2010 35 43.07 30.11 33.72 16.53 4714 475 266.77 0.10 249.17
2011 36 5448 4211 35.79 1720 5381 7.73 30582 0.15 235.20
2012 37 4816  37.00 35.10 1543  46.19 844 290.70 0.15 250.80
2013 35 63.14 4194 40.92 18.63  69.28 5.05 388.18 0.09 233.95
2014 37 68.63 4747 4541 1729 8952 854 56726 0.15 317.23
2015 34  90.09 62.69 31.28 18.19 10492 1790 53220 0.35 152.71
2016 32 9523 5232 32.45 13.26 14456 433 770.77 0.21 225.51
2017 36 105.61 71.62 43.87 28.74 13951 4.77 81524 0.19 258.27
2018 40 107.51 81.50 53.42 3526 8448 476 34579 0.14 240.40

Table 2 has the summary characteristics of the BCs that are included in the dataset

of this thesis for each year. The BCs have a notably large mean (median) market
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value of $19bn ($8bn) already in 2009, and it keeps growing significantly over the

10-year period. The minimum market value column shows that some smaller firms

are also included in the BC portfolio, but the mean and median values show that

those smaller firms are more of an exception. The values in the standard deviation

column are also very high which speaks in favor of constructing a value-weighted

portfolio in addition to an equally weighted portrfolio.

Table 3. GICS sector distributions.

The distribution of BC portfolios” proportions across the MCSI's Global Industry
Classification Standard (GICS) sectors. The BCs are categorized according to current sector

classifications.

Year

of  Energy Industrials Con.sumer Consumer - Health Financials Inform COH.H‘I‘L
list Discr. Staples Care . Tech. Services
2009 13 % 3% 22 % 6 % 6 % 13 % 31 % 6 %
2010 11 % 3% 20 % 14 % 3% 14 % 31 % 3%
2011 11 % 3% 22 % 8 % 6 % 14 % 33 % 3%
2012 11 % 24 % 5% 5% 16 % 35 % 3%
2013 11 % 6 % 26 % 3% 6 % 17 % 29 % 3%
2014 11 % 27 % 3% 5% 19 % 33 % 3%
2015 6 % 26 % 3% 9 % 18 % 32 % 6 %
2016 3% 28 % 13 % 19 % 31 % 6 %
2017 3% 3% 31 % 11 % 19 % 28 % 6 %
2018 5% 2% 25 % 13 % 23 % 28 % 5%

Table 3 presents the proportions of the portfolios allocated across GICS sectors. The

highest proportions are distributed to information technology,

consumer

discretionary, and financials. Three of the GICS sectors (materials, utilities, and real
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estate) are omitted from the table as they receive zero funds from the BC portfolio.
The GICS sectors are further divided into industry groups and industries but the
sector classifications are used here to avoid the spread becoming too wide for
illustrative purposes. The sector names have had some changes over the years and
companies have adjusted their classifications accordingly. The sector names and
company classifications are shown here as they are at the time of writing this thesis.
Table 3 shows that the sector proportions stay relatively the same through the whole

sample period, and that the portfolios are not necessarily well-diversified.

The Best Companies list makes a good measure for several reasons. Measuring the
effects of employee satisfaction on firm value is challenging. Other previously used
satisfaction measures from CEP (Center for Effective Philanthropy) and KLD are
based on observational data such as representation which are easier to manipulate
and are therefore less informative. The BC list addresses these concerns as it is a
thoroughly constructed survey among the employees by an independent institution,
and the results receive widespread exposure from management, shareholders,
employees, and the media. The high level of visibility and accessibility to all
investors as well as the high level of assumable accuracy makes the list a great
subject for studying the market’s ability to assess intangibles, and a salient source of

information.
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5. METHODOLOGY AND EMPIRICAL RESULTS

To calculate the risk-adjusted returns, the thesis employs the same methodology as
applied in Edmans’ (2011) study, i.e. the Carhart four-factor model. The four-factor
model is an extension of the popular Fama-French three-factor model (Fama &
French 1996) used widely in asset pricing. To better explain the cross-sectional
variations of portfolio returns, Carhart adds a momentum factor discovered by
Jegadeesh & Titman (1993) to his model. According to Carhart (1997), including the
momentum factor, which is essentially a portfolio of one-year winner stocks minus
one-year loser stocks, reduces the average pricing errors. The four-factor model is
often used in CSR or SRI related research, most relevant to this thesis by Bebchuk et
al. (2013), Bauer et al. (2005), and Borgers et al. 2013 in addition to Edmans (2011).

The four-factor model is fitted in the following OLS regression:

(1) Rt = a+ BuxrMKT; + BymHML; + BsypSMB: + ByomMOM; + &;;

where R;; is the return on the constructed portfolio of BCs in month f in excess of
the risk-free rate, @ denotes the intercept, MKT,, HML,, SMB,, and MOM, are
respectively the returns on the market factor (market portfolio minus the risk-free
rate), value factor (a portfolio of high book-to-market stocks minus low book-to-
market stocks), size factor (portfolio of small stocks minus big stocks), and
momentum factor, and finally &;; captures the standard error. The data for the factors
is taken from Kenneth French’s (2020) data library, similarly to Edmans (2011).
Standard errors are calculated with Newey West (1987) allowing ¢; to be

heteroskedastic and serially correlated.
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Table 4. Risk-adjusted returns.

Monthly returns to a portfolio comprised of the “100 Best Companies to Work For in
America” list on the four Carhart (1997) factors. Panel A presents the regression results for
the equal-weighted portfolio and Panel B presents the results for the value-weighted
portfolio. The alpha captures the risk-adjusted returns. t-Statistics are reported in
parentheses. The sample period is February 2009-January 2010.

Panel A: Equal-weighted portfolio

a -0.10

(-0.60)
VKT 1.04

(22.69)  ***
LML -0.10

(-1.19)
[smB 0.16

228)  *
Pvom -0.20

(-2.84)
N 120

Panel B: Value-weighted portfolio

a -0.35
(-1.46)
Pkt 1.12
(24.23)  ***
LML -0.17
(211)  *
Psmp -0.21
(-3.85)  *
Prviom -0.03
(-0.60)

***: Significant at the 1% level; **: Significant at the 5% level; *: Significant at the 10% level.
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The results for the monthly regression shown in Table 4 conform with the initial
expectations of this thesis as the BC portfolio does not generate positive excess
return but instead, both weighing methods produce negative returns. The equal-
weighted portfolio reported in Panel A has an alpha of -0.1% monthly below the
risk-free rate (-1.2% annually), and the for value-weighted portfolio reported in
Panel B the alpha is -0.4% monthly (-4.1% annually) yet the intercept is found
insignificant in both cases. The returns in Table 4 differ from the findings reported
by Edmans (2011) in an expected way: the magnitude of the coefficients remains
approximately the same, particularly for the equal-weighted portfolio, but the
superior returns disappear over time, and the equal-weighted portfolio beats the

value-weighted portfolio.

In Panel A the negative alpha is explained by three of the four factors. The market
factor and the momentum factor are both highly significant at the 1% confidence
level. The market factor Buxrhas a coefficient of 1.04 which implies that the market’s
movements are very closely followed by the BC portfolio’s returns. The coefficient
for the size factor fsmzis 0.16 and significant at the 5% level indicating that the
portfolio returns are partially driven by the outperformance of small cap firms in
comparison to large cap firms. The momentum factor’s fvom coefficient is -0.20 and
as a highly significant factor it strongly affects the portfolio returns to underperform.
The coefficient for the value factor fumeis insignificant therefore failing to explain

the portfolio returns.

For the value-weighted portfolio shown in Panel B, the significance for the latter two

is reversed and fvom becomes insignificant while Sumris significant at the 5% level
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of confidence, and the coefficient is -0.17. This indicates a bias in the portfolio
towards growth stocks, and the underperformance of the BC portfolio is explained
to a degree by the underperformance of growth stocks. In Panel B the coefficient for
Pukr remains highly positive and significant (1.12 at the 1% level), whereas for fsus
the coefficient is negative and highly significant (-0.21 at the 1%) implying that the
returns in the value-weighted portfolio are negatively affected by a larger
proportion of small cap stocks” underperformance. Both equal- and weighted
portfolios have a reasonably high adjusted R-squared value (0.83 and 0.80
respectively) which indicates that the model explains the portfolio returns rather

well.

To examine the portfolio returns for their robustness, an industry-matched portfolio
is created using the Fama-French (1997) 49-industry classification benchmark which
contains monthly returns for 49 industry portfolios. The data for this is available on
Kenneth French’s (2020) Web site, and the data is similarly used by Edmans (2011).
The industry-adjusted portfolio is created by determining the industry weights first
for each BC portfolio year, and then matched with the 49-industry returns. The
regression model introduced in the section 5.1. is run again where R;; is the monthly
BC portfolio returns minus the monthly industry-matched portfolio returns instead
of the risk-free rate. Running the model against an industry-matched benchmark
allows to inspect whether the BC portfolio’s returns are driven by the over-all

performance of any specific industries.

The results of the regression against industry-matched benchmark in Table 5 show

that the alphas for both equal- and value-weight portfolios are slightly less negative
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but remain insignificant (-0.06 and -0.31 respectively). For the equal-weight
portfolio, Aukr and fvom stay strongly significant but the coefficient for the market
factor is noticeably smaller which indicates that the industry-adjusted returns are
much less affected by the market than the returns of the equal-weight BC portfolio.
Psvehowever becomes insignificant while S becomes moderately significant. For
the value-weight portfolio the factors do not alter much apart from the market factor
that follows the same pattern as reviewed earlier i.e. the coefficient becoming less
pronounced and the returns less influenced by the market. Based on the findings
presented in Table 5 it appears that the BC portfolio returns are to some extent
driven by the underperformance of the industries where the BCs operate, and more
importantly that the BC portfolio not only follows closely but amplifies the market’s
movements, as indicated by the highly positive and significant reported coefficients

for puxr.

The negative returns produced by the BC portfolio validate the initial hypothesis
and show that superior returns for BCs reported by Edmans (2011) are not persistent
over time even if employee satisfaction as a characteristic may be. The results of the
model support the claims of Bebchuk et al. (2013) and Borgers et al. (2013) as well as
conform with the efficient market theory that market learning does in fact take place,
and the undervaluation disappears in the long run. In this case the investors seem
to have learnt to incorporate employee satisfaction into equity prices which is not
surprising as the amount of media attention and investor interest towards CSR as
well as the number of academic papers on the topic has substantially grown over

the years.
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Table 5. Risk-adjusted excess returns over the industry-benchmark.

Monthly returns of the BC portfolio on the four Carhart (1997) factors. Panel A presents the
regression results for the equal-weighted portfolio and Panel B presents the results for the
value-weighted portfolio. The dependent variable is the BC portfolio return minus the
industry-match portfolio return. t-Statistics are reported in parentheses. The sample period
is February 2009-January 2010.

Panel A: Equal-weighted portfolio

a -0.06

(-0.38)
VKT 0.21

(3.48)
LML -0.15

(-1.70) *
LsmB 0.11

(1.39)
Pvom -0.21

(-4.08) o
N 105

Panel B: Value-weighted portfolio

a -0.31

(-1.42)
o vis 0.28

(5.97) ok
LML -0.22

(-2.68)
Psmp -0.26

(-3.90)
Prviom -0.04

(-1.26)

***: Significant at the 1% level; **: Significant at the 5% level; *: Significant at the 10% level.
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The results of this empirical test may differ from Edmans’ (2011) results for few other
reasons too. The datasets between this thesis and Edmans” are not entirely coequal
since his dataset covers 25 years and has a considerably higher ratio of publicly listed
BCs to total count of BCs. The BC portfolio constructed in this thesis also holds a
considerable proportion of large cap companies that generally attract plenty of
interest from the markets wherefore undervaluation is unlikely to occur. These two
features signal a lack of diversification in the BC portfolio which is known to cause
inferior performance (Auer 2016; Renneboog et al. 2008b). More importantly,
Edmans (2011) dataset ends in 2009 which means that his results are reported for a
large part from a time of relatively sound economic conditions and do not fully
capture the fall-out effects of the financial crisis. In fact, 2009 appears to be a rather
common cut-off date for positive excess returns in the CSR literature. Many of the
studies reporting abnormally high positive returns reviewed in Section 3 employ a
dataset cover a period from the early 1990s to the mid or end 2000s (Nguyen et al.
2020; Lins et al. 2017; Jeong et al. 2018; Kempf & Osthoff 2007).



47

6. CONCLUSIONS

The purpose of this thesis is to contribute to our understanding of valuation of
intangibles and market learning, more specifically the market’s ability to correctly
assess employee satisfaction and to incorporate the intangible into stock valuations,
as well as to further expand the existing literature on the relationship between
socially responsible investing and stock returns. The main motivation for this thesis
stems from the study by Edmans (2011) detecting abnormally high positive excess
returns for companies included in the “100 Best Companies to Work for in America”
list for an exceptionally long time period, and from the continuous rise of both
investor and academic interest towards socially responsible investing. The findings
of Edmans (2011) are contradictory to some of the main financial theories which is
why the topic deserves additional investigation. Prior empirical evidence suggests
that such returns do not persist however as the public attention reaches a sufficient
level of awareness, and the undervaluation disappears eventually (Bebchuk et al.

2013; Borgers et al. 2013; Chordia et al. 2014).

The empirical section of the thesis performs a follow-up examination in order to test
the longevity of the superior returns found by Edmans (2011) employing the same
methodology and data while updating the dataset with a more recent 10-year
period. The results of the analysis confirm the hypothesis outlined in Section 1 as
the Best Companies portfolio yields negative returns with an insignificant alpha for
both equal-weighted and value-weighted portfolios. After controlling for industry
performance, the alpha remains negative and insignificant, even if slightly less so.

The tests reveal that the BC portfolio returns are largely dominated by the BC
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portfolios bias towards large cap companies which are known to follow the market.
Moreover, the market factor is found highly positive and significant which implies
that the BC portfolio’s returns not only follow closely but amplifiy the market’s
movements. The conclusion of the empirical tests is that the market has learnt to
incorporate employee satisfaction into stock prices, and the valuation of the Best

Companies has been adjusted to their correct level.

The results of this thesis may differ from Edmans’ (2011) for other reasons as well.
A potentially important factor is Edmans’ (2011) sample period that ends in 2009
which means his study does not capture the long-term effects of the financial crisis
but rather the results are reported for a period of relatively stable economic
conditions. In fact, the mid 2000s appears to be a rather common cut-off date in CSR
related studies (Nguyen et al. 2020; Jeong et al. 2018; Kempf & Osthoff 2007; Derwall
et al. 2005), and the empirical evidence reaching beyond the financial crisis is scarce
which makes it an interesting area for future research. Another reason for the
negative returns found in Section 5 is the lack of diversification in the BC portfolio,
which has been shown to cause underperformance in CSR portfolios (Renneboog et
al. 2008b; Auer’s 2016). In contrast, Edmans’” (2011) dataset has significantly more

historical BC stock prices available implying a better level of diversification.

Overall, it appears that with the continuous rise of public and academic attention
towards socially responsibility investing and the growing level of visibility of the
“100 Best Companies to Work for in America” list has resulted in investor
adjustments in the assessment of employee satisfaction as an asset as they perform

firm valuations. However, the importance and role of human capital in companies



49

should can be only expected to rise in the future. The study by Lins et al. (2017)
conducted in the tumultuous economic climate in 2007-2009 shows that during the
financial crisis trust was a significant indicator of firm profitability. Currently, the
market is experiencing substantial turbulence again due to the COVID-19 pandemic,
and the world has seen a wave of mass lay-offs and downsizing. The data generated
in this time period is likely to offer very interesting insights of the relationship of
employee satisfaction and stock prices and the significance of human capital for

another future study.
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