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Abstract

Purpose of the article: Due to globalization processes and technological development,
companies are having more influence on global society than ever. Therefore, business
misconduct causes enormous harm to stakeholders, whereas ethical behavior is becoming an
important issue. The goal of the following study is to verify and measure a positive effect from
investments in social activities on financial attractiveness of companies in the form of its stock
portfolio value growth.

Methodology/methods: In order to achieve the goal of the research, quantitative analysis is
used by comparing performance of stock portfolio of companies having long-term investments
in social activities with market index increment. The quantitative results are accompanied
with the review of corporate social responsibility definition and some practical issues on
governmental and corporation level.

Scientific aim: The conducted research contributes both to the scientific discussion about
development of appropriate investment strategy in companies applying CSR principles as well
as to the discussion of related terminology used in the field.

Findings: The research has shown that engagement in the CSR activities tends to have strong
positive effect on companies’ financial results and investors’ financial performance. The
research proves this fact by comparing value increment of CSR-portfolio (+35.99% gained
from January 2015 to March 2017) with market index (+22.37% in the same period).
Conclusions: Regardless the positive result achieved in the study the authors have determined
several gaps in the research, which will be discussed in the further studies on the field.

Keywords: corporate social responsibility, investment strategy

JEL Classification: M14
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Introduction

Currently, society’s expectations for busi-
ness have increased. In the context of glo-
bally high levels of uncertainty, negative
reactions towards globalization process, cau-
tion regarding the activities of multinational
corporations, there is increasing pressure on
the business world to deliver not only added
financial value to shareholders, but also con-
siderable social value to society. Moreover, it
should be considered that advances in infor-
mation technology (e.g. the Internet) lead to
quicker exposure of corporate misconduct in
any field. In response to these changes, the-
re has been a significant increase in interest
for Corporate Social Responsibility (CSR) in
the past few decades, and now it represents
one of the most important topics for research,
receiving not only academic attention, but
also becoming an important issue for many
organizations. Scientific research underlines
that CSR is a concept in business ethics that
is getting growing recognition in the globa-
lized world. Based on a literature analysis,
it can be stated that although the concept is

\/

stakeholders'
social and \i
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expectations

widely discussed in theory and practice, it
is often intertwined with terms such as cor-
porate sustainability, corporate sustainable
development, corporate responsibility etc.,
and does not have a general definition. The
European Commission is defining CSR as
a concept whereby companies voluntarily
decide to contribute to a better society and
a cleaner environment by integrating social
and environmental concerns in their business
operation and in their interactions with stake-
holders. According to the Organization for
Economical Cooperation and Development,
CSR is defined as business’s contribution to
sustainable development, which is compa-
rable to the concept of corporate sustainabi-
lity that calls for the integration of economic
and social issues in business management,
and in this way a sustainable strategy deve-
lopment and use is ensured in the long term.
In order to contribute to the ongoing discour-
se in the field, the authors suggest defining
CSR as a concept on the crossing point of
legal requirements and social expectations
regarding economic, social, ethical, and en-
vironmental matters, as well as corporate go-
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Figure 1. Concept of Corporate Social Responsibility. Source: Kuzmina, 2014b.
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vernance standards in a company’s strategy
contributing to sustainable long term growth
and added value (follow Figure 1).

The field of CSR has been growing expo-
nentially. However, there are a few voices
claiming that CSR has no place in modern
business world, as general adoption of these
norms by business would reduce welfare and
de-stabilize the market economy (Tyrrell,
20006). The following authors have sketched
out some points of view against CSR: Ostas
(2001); Carroll, Buchholtz (2000); Fulcher
(2004); Gallagher (2005); Barnett (2007);
Renneboog et al. (2008); Zaharia, Daino-
ra (2011); efc. Despite the widely held idea
that social responsibility should begin and
end with profit maximization, there is still
a place for ethical and social norms in the
business world. The following researches
have provided arguments in favor of CSR:
Villiers, van Staden (2006); Roberts, Dow-
ling (2002); Jenkins (2006); Brammer et al.
(2007); Schaper, Savery (2004); Okpara,
Idowu (2013); Windsor (2013); etc.

Each representative of the business world
can evaluate the above-mentioned arguments
and make his or her own decisions about
including CSR in the business strategy. Be-
ing aware of the strong negative view on the
CSR concept it is necessary to underline that
one of the most important argument suppor-
ting CSR is that such actions can possible im-
prove company’s financial performance, and
from this point of view it is attracting atten-
tion from asset managers. Moreover, current
global sustainable development challenges
require action, while the financial sector is
gradually more committed to increasing the
number of investment products and services
for economic agents working to meet these
challenges. Furthermore, in the recent years
the CRS concept and its importance were re-
cognized also on the government level. As a
result, thanks to the governments’ initiative
good-practice guidelines or even legislati-
on were developed making pressure on the
companies to follow CSR principles. The

following examples could be mentioned:
first, UK Corporate Governance Code was
published in 2010 and in 2016 renewed; its
main principles include the necessity to pay
attention not only to financial risks, but also
to recognize health, safety, environmental
and reputational issues. It is worth conside-
ring that UK Corporate Governance Code is
being evaluated as good practice approach,
being worth to follow. So that it encouraged
several re-searchers to provide comparison
to the approaches applied by other countries,
searching for the most comfortable and effi-
cient issues. Some examples could be found
by Elshandidy, Neri (2014); Mueller (2016).
Second, above mentioned European Commi-
ssion is promoting their eight CSR principles
on the European level encouraging compa-
nies to follow international guidelines. Fur-
ther details how this process is implemented
in different countries across the EU could
be found by Habek, Wolniak (2013). Third,
India was the first country in the world for-
cing companies to invest 2% of their net
profit on social development annually, while
the spectrum of activities/initiatives is pre-
-defined. Detailed description of main prin-
ciples and their evolution could be found by
Bhaduri, Selarka (2016).

Understanding the importance of the topic
introduced above the current paper intends
to close several gaps present in the research.
First, the authors intends to clarify the dif-
ferent terms used in the academic and pro-
fessional literature in connection with CSR
concept, as this could lead to potential con-
fusion and misinterpretation. The overview
could contribute to the better understanding
and awareness in the eyes of all the interes-
ted parties both in the academic research as
well as in the business. Second, existing li-
terature provides evidence about increase
of companies’ value if applying CSR stan-
dards (follow research by Ding et al. (2016);
Rhou et al. (2016)), as well as investments in
stocks (follow research by Renneboog et al.
(2008); Galema et al. (2008)) or corporate
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bonds (follow research by Kuzmina (2014a))
issued by companies committed to CSR
standards (in particular during the econo-
mic down-turn period), but development of
appropriate investment strategy is less dis-
cussed. Among the few research papers, one
could mention published by Bilbao-Terol
et al. (2016). The authors are developing a
model based on goal programming that in-
tegrates the two cornerstones of the investor
and their behavior on the market. The goal
of the current paper is to develop stock in-
vestment strategy, as well as to prove the
ability of the developed strategy to genera-
te good financial performance in the middle
period following “buy&hold” strategy, in
this way contributing to the discussion about
CSR issues.

1. Clarification of Terminology

General impression that management as
well as potential investors and shareholders
should look beyond traditional financial
metrics, but include CSR-related factors in
the management, evaluation and in particu-
lar, in the investment process is widely re-
cognized. Nevertheless, due to the fact that
several groups that are led by different moti-
vations and expectations are engaged in the
process, the number of different terms used
in the context is increasing, each highligh-
ting specific direction, but with substantial
correspondence to each other. Moreover, it
is worth considering that the different inter-
pretation of CSR is caused by the existen-
ce of eleven CSR-business behavioral mo-
dels. Detailed explanation of these models
could be found by Kanji, Agrawal (2016).
It worth bearing in mind that out of the mo-
dels mentioned in the article only a few were
implemented in practice, so that the others
are merely theoretical and have never been
used. Currently, one could notice that model
consolidation process is taking place. As a
result, the CSR concept is getting clear and

well-defined outlines, moving towards uni-
fication. The goal of the current part of the
article is to clarify the different terms used
in the academic and professional literature in
connection with CSR concept, as this could
lead to potential confusion and misinterpre-
tation. The overview would contribute to the
better understanding and awareness in the
eyes of all the interested parties both in the
academic research as well as in the business
(follow Table 1).

Broadly used is Socially Responsible
Investing (SRI) or Ethical Investing (EI;
mainly in UK) that is based among financi-
al criteria on social criteria, for example by
avoiding certain scandalous industries such
as tobacco-co, or alcohol. Another term is
ESG Investing — includes criteria to match
investments through the three main catego-
ries of Environmental Issues, Social Issues
and Corporate Governance Aspects. Re-
cently the ESG investing has become equal
to Sustainable Investing (SI), while sustai-
nability can been achieved simultaneous-
ly on two levels: in the acting environment
and in the world. Limited number of insti-
tutional investors describing their activities
within CSR norms are using the term Cor-
porate Social Investment (CSI) as well as
Responsible Investment (RI), which refers
mainly to the practice of investment funds
using an approach that combines investors’
financial objectives with their commitment
to social concepts like social justice, eco-
nomic development, peace and others, as
well as environmental matters. Sustainable
and Responsible Investing (SRI) is used as
an umbrella-term, having broader scope in
comparison to the above-mentioned terms.
Moreover, it is recognized by important or-
ganization as Eurosif (http://www.eurosif.
org) — leading European association for the
promotion and advancement of sustainable
and responsible investment across Europe —
contributing to the development of the app-
roach. It is worth considering that the term
is hardly used in the academic research and
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scientific literature. To summarize it is advi-
sable to use the following terminology: SRI
in order to describe investment under CSR
principles and willingness of manager and/
or investor to increase value in the long-term
period.

2. Investment Strategy

Uncertainty in the financial market requires
each investor to develop and follow indivi-
dually adjusted in-vestment strategy. Moreo-
ver, new issues like CSR and SRI should be
considered both as challenges/risk factors as
well as opportunities of additional return. So
that the goal of the current part of the paper
is to develop stock investment strategy for
the European market, as well as to prove the
ability of the developed strategy to generate
good financial performance in the middle pe-
riod following “buy&hold” strategy — abo-
ve selected bench-mark index. The strategy
should incorporate SRI ideas following the
modern trend, which could be formulated as
following “the growing number of ‘green’
and ethical investment funds needs to find
‘green’ and ethical businesses to invest in”
(follow: Corporate social responsibility — the
UK Corporate Governance Code; retrieved
from: http://www.out-law.com/page-8221)
and also attributed to the institutional and
private investors active on the European
stock market. Additionally, current research
suggests that the concept of CSR being used
as a tool to attract investments through pr-
oper and guided reporting (Rundle-Thiele,
2008) increasing the interest of potential
investors and make pressure on fund and
portfolio managers. To sum up, SRI has di-
fferent consequences for asset owners and
asset/portfolio managers — while individual
players are willing to make the world be-
tter place to live the companies are forced
to uphold stable financial performance. As
a result, asset/portfolio managers have to
develop the appropriate strategy that would

allow attracting individual assets, but also

providing necessary and stable financial per-

formance. The authors propose the following
investment selection approach recognizing
the value of stock fundamental analysis and
with regard to SRI. The selection approach
is to be considered as a bottom-up valuati-
on tool in search for European companies
promising to provide positive results to the
investors over middle-term period (from two
to five years) and therefore to outperform the
selected benchmark index — MSCI Europe.

The selection approach includes the fo-
llowing steps:

1. Stocks are underperforming the peer-
-group by at least 10% over the past four
years but showing solid financial structure
that could be determined through market
capitalization, credit rating issued by Mo-
ody’s and level of gearing. As this step is
no different from the fundamental stock
selection approach, it is less important to
explain it in details.

2. The second criteria is indirectly connected
to SRI — no change of company’s CEO
for at least four years (industry profes-
sionals’ considered period to implement
“new” strategy and achieve improved
results). Moreover, scientific research
(follow Kanji, Agrawal (2016)) propo-
ses to identify the sustain-ability of CSR
model through the mapping as vision and
mission of the organization, while the
CEO is responsible for the implementa-
tion of company’s vision and mission in
the development of the strategy, so that
the necessity for implementation of CSR
principles and acting in accordance with
mentioned standards could be insured.
Furthermore, it should be mentioned that
CEO power leads to more CSR engage-
ment (for details follow Jiraporn, Chintra-
karn (2013)). So that the prove to include
the second criteria in the selection process
is given.

3. The final criteria is that selected company
works in accordance with corporate go-
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vernance and CSR standards in order to

act following the current trend mentioned

above.

The following limitations to the investment
strategy should be mentioned:

1. No transaction costs and taxes are assu-
med.

2. The investment portfolio is equally-distri-
buted (100 stocks of each company were
bought in January 2015 regardless the le-
vel of capitalization of each company).

3. The authors evaluated the commitment
of the companies to the CSR and corpo-
rate governance standards, regardless the
fact, whether these were one-time activi-
ties or long-term sustainable development
(follow discussion by Kanji, Agrawal
(2016)); moreover, the amount of compa-
ny’s investment in CSR and sustainable
corporate governance is neither evalua-
ted, nor determined due to the absence of
mechanisms to evaluate the performance:

difficulties to determine the impact of CSR
investment amount and company’s finan-
cial results (follow Rundle-Thiele, 2008).

3. Investment Strategy Performance
and Discussion of Results

In order to verify if the investment portfo-
lio built according to the developed strategy
could over-perform selected benchmark in-
dex historical investment portfolio has been
constructed and tested on historical market
data starting with January 2015 until March
2017. Table 2 provides main information and
financial data used in the stock selection pro-
cess, while the performance of the selected
portfolio and benchmark index during the
selected period is shown in the Figure 2 and
in the Table 3.

Having checked portfolio’s performance
one could see that the research hypothesis

Table 3. Performance of Test Portfolio and Benchmark Index during January 2015 and March 2017.

Performance of the Portfolio vs Benchmark Index

3 month 6 month YTD 1Y From inception

Created Portfolio 12.10% 6.05% 7.34% 38.18% 35.99%

Benchmark Index — MSCI Europe 9.22% 7.86% 1.48% 25.69% 25.69%

Source: Author’s own study.
M
-20%
-40%
-60%
-80%
|
2015 2016

Figure 2. Performance of Test Portfolio and Benchmark Index during January 2015 and March 2017
(created portfolio — upper line; benchmark index — lower line). Source: created by authors in Google Finance.
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was proven — developed investment strate-
gy implementing the CSR concept allows to
over-perform the market (described as MSCI
Europe index) in the middle-term period —
the performance of the created portfolio in
the mentioned period was +35.99%, while
the performance of the benchmark index is
+22.37%. So that the second goal of the re-
search — to develop stock investment strate-
gy, as well as to prove the ability of the de-
veloped strategy to generate good financial
performance in the middle period following
“buy&hold” strategy — was achieved.

4. Conclusion

The goal of the current research paper was
to develop stock investment strategy for the
European market, as well as to prove the
ability of the developed strategy to generate
good financial performance in the middle pe-
riod following “buy&hold” strategy — above
selected benchmark index. Moreover, the in-
tention was meeting the following condition
while creating investment portfolio — mid-
dle-term investments in companies managed
under CSR requirements. Engagement in
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