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Vorwort des Herausgebers

Die externe Unternechmensberichterstattung ist wichtig fiir das Funktionieren von
Kapitalmérkten. Sie dient in erster Linie der Verringerung von Informationsasymmetrien, die
sowohl zwischen unternehmensinternen und —externen Parteien, als auch zwischen
verschiedenen externen Gruppen existieren. In den vergangenen Jahren kann eine stetige
Zunahme insbesondere der freiwilligen Unternehmensberichterstattung registriert werden.
Dies schlieft sowohl die Veroffentlichung von Informationen {iiber Aspekte der
unternehmerischen Nachhaltigkeit (,,Corporate Social Responsibility*, CSR) als auch die
Berichterstattung tiber die Humanressourcen des Unternehmens (,,Human Capital®) ein.

Die vorliegende Arbeit beschiftigt sich mit eben jenen beiden Aspekten der freiwilligen
Unternehmensberichterstattung. Dafiir untersucht RAMIN GAMERSCHLAG im Rahmen von
vier unabhéngigen Kapiteln sowohl die Bestimmungsgréen der Berichterstattung als auch
deren Implikationen fiir den Kapitalmarkt, insbesondere fiir den Aktienkurs der
informationsbereitstellenden Unternehmen. Das Erkenntnisinteresse der Arbeit ldsst sich in
vier forschungsleitenden Fragestellungen zusammenfassen, die im Rahmen der jeweiligen
Kapitel als Hypothesen vorliegen:

1. Was sind die BestimmungsgréBen der freiwilligen Berichterstattung von Unternehmen
fiir Nachhaltigkeitsaspekte?

2. Was sind die Implikationen der Verdffentlichung von Informationen iiber Nachhaltig-
keit fiir den Kapitalmarkt, insbesondere fiir den Aktienkurs des betreffenden
Unternehmens?

3. Wie ist die interne und externe Wirkungsweise einer Berichterstattung iiber Human
Capital auf den finanziellen Unternehmenserfolg und wie sind die zugrunde liegenden
Ursache-Wirkungs-Beziehungen?

4. Was sind die Implikationen einer Berichterstattung tiber Human Capital fiir den
Kapitalmarkt, insbesondere fiir den Aktienkurs des betreffenden Unternehmens?

Aufgrund der unterschiedlichen Fragestellungen der einzelnen Kapitel ist eine
vergleichsweise breite Betrachtung der Berichterstattung tiber CSR und Human Capital
moglich. Die Bearbeitung der Thematik erfolgt in Abhédngigkeit des betrachteten Kapitels
entweder empirisch oder theoretisch-konzeptionell. Im Rahmen der empirischen Analysen
findet mit der stichwortbasierten Inhaltsanalyse ein anerkanntes Verfahren zur Forschung im
Bereich der Unternehmensberichterstattung Anwendung. Zudem sind die grof3zahligen
Datensiitze hervorzuheben, die mehr als 80.000 Seiten an Unternechmensberichten
berticksichtigen.

Die Arbeit liefert fundierte Erkenntnisse und ist insbesondere fiir den wissenschaftlichen
Leser von Interesse. Auch dem praxisorientierten Leser erschlieBen sich wichtige Einblicke
in die freiwillige Unternehmensberichterstattung sowie deren Implikationen fiir den
Kapitalmarkt. Ich wiinsche ihr eine gute Verbreitung in beiden Feldern!

St. Gallen, im Mai 2011
Univ.-Prof. Dr. Klaus Moller
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Management Summary

Corporate disclosures are crucial for the functioning of efficient capital markets. They reduce information
asymmetries between internal and external parties as well as between informed and uninformed investors.
The thesis at hand focuses on voluntary disclosures with regard to CSR and human capital issues, their
determinants and their implications for the capital market. The thesis consists of four independent papers:

Determinants of voluntary CSR disclosure (Chapter II)

ABSTRACT Currently, companies spend a great deal of effort on corporate social responsibility (CSR)
disclosures. CSR disclosure relates to the provision of information on companies’ environmental and social
performance. From an economic perspective, companies might disclose this information to avoid or
decrease potential political costs. We construct a CSR disclosure index based on the Global Reporting
Initiative (GRI) guidelines. Using content analysis, we analyze 130 listed German companies’ CSR
disclosures to investigate the determinants of these voluntary disclosure activities. Our results show that,
consistent with the political cost theory, German companies’ disclosures of all CSR issues are affected by
their visibility, shareholder structure, and relationship with their US stakeholders. In addition, higher
profitability is associated with more environmental disclosures. Finally, size and industry membership
affect the amount of CSR disclosure.

The value-relevance of CSR information (Chapter I11)

ABSTRACT CSR disclosure relates to the provision of information on companies’ environmental and social
performance. Even if those disclosures might be directed to stakeholders others than (potential) owners of
the firm, however, they may also be relevant for equity investors. Based on Global Reporting Initiative
(GRI) guidelines, we analyze the amount of CSR disclosures of 130 listed German companies by means of
content analysis. Thus, we try to identify the value-relevance of CSR information. Our results show that
CSR information is value-relevant. In particular, the provision of special reports with CSR information as
well as disclosure of information on social issues is value-relevant as they are positively connected to firm
value. On the other hand, environmental disclosures negatively affect the companies’ valuation, but,
however, have a positive effect on changes in firm value.

The positive effects of human capital reporting (Chapter IV)

ABSTRACT In our knowledge-based economy, successful companies’ most important assets are intangible —
such as their human capital. However, few companies provide their stakeholders with detailed information
about this resource, as they do not adequately assess the value of such reporting. Nevertheless, against the
background of the corporate social responsibility discussion, providing human capital information is
becoming increasingly important as a key driver of corporate reputation. Human capital reporting (HCR)
can also be regarded as an instrument that may affect company financial performance and ultimately
increase sharcholder value. Against this background, we develop a theoretical model that illustrates the
transformation of the intangible factors of HCR into tangible outcomes. Consequently, the model considers
the various cause-and-effect relationships between HCR and company financial performance. As with a
strategy map, three dimensions with a specific number of different intangible factors should be taken into
consideration. Ultimately, the model reveals the benefits of HCR.

The value-relevance of human capital information (Chapter V)

ABSTRACT Human capital can be regarded as one of the most important organizational resources, and thus,
as a key factor behind the competitiveness of organizations. But companies disclose only limited
information about this resource. However, investors might be interested in human capital information for
evaluating the economic constitution of the disclosing company. That is, human capital information can be
assumed as being value-relevant. Based on previous studies, I construct a human capital disclosure index
for extracting human capital information from corporate reports by means of content analysis.
Subsequently, I analyze the amount and content of human capital disclosures of 130 listed German
companies over four years. By applying established valuation models, I try to identify the value-relevance
of human capital information. My results show that human capital information is value-relevant, especially
information with regard to qualification and competence issues. However, the disclosed information does
not affect changes in market value. Consequently, human capital information is value-relevant but not
timely.






VII

Content
Chapter I: Introduction 1
1. Research focus: The role of disclosures in capital markets.............ccoecverieriieciinienienieeie e 2
2. Methodology: Content analysis in corporate disclosure research ............cocceceeevevevienencncnenne. 5
3. Summary: content of this theSiS ......cciivieiiiiiiiieii e 6
4. Conclusion and IMPLCATIONS ........ecuieruieriirieiieeieie et ete ettt et e e esaeseaesseesseesesneesseesseenseennenns 11
Chapter II: Determinants of voluntary CSR disclosure 15
R 113 ¥4 L1 o1 4 o) o WSS 16
2. Theory and hypotheses devVelopment .............oouiiiiiiiiiii e 17
2.1. Theoretical perspectives on CSR diSClOSUIE ........ooouveiiiiiiiiieeceeee e 17
2.2. Hypotheses development. ............oiiiiiiiiiieiiee et 19
2.3. CONIOL VATTADIES ...ttt ettt b et se e e e e 22
3. Design of the study and methodology ..........ccuoriiiiiiiiiiiiiieee e 23
3.1. SAMPLE CONSLIUCTION ...ttt ettt ettt eee bt eee st ese et e e sbeebeeee e 23
3.2. Identification Of KEYWOTS.......cccueviiiiiiiiiieciieie ettt es 23
3.3. Medium of analysis (communication channel)..............ccoevverieeiieciiniienieie e 24
34. Dependent variables: CSR diSCIOSUIE .......coveviieiiiiiiieciiciecieeeeeeee e 25
3.5. Independent variables: Determinants and control variables...........cccccceeveviereenieneennnnnn. 25
3.6. REGIESSION ANALYSIS ..o.vveiieiieiieie ettt ettt ettt et e eesaessaenneeseennen 26
4. Results and diSCUSSION .....cc.eiuiririiiiiiieiiieterte ettt sttt ettt sttt et b e 27
4.1. Descriptive statistics and COITelations .............eceerueerierierieniere e 27
4.2. REGIeSSION ANALYSIS ..o.vveiieiieiiiie ettt sttt e bt eneen 29
5. Summary and CONCIUSION ......eeitiiiiiiiieie ettt ettt ettt e e et seeesneesaeeeeenee 32
Chapter III: The value-relevance of CSR information 35
R 113 ¥ a1 o1 o) o WSS 36
2. Literature review and hypotheses.........ooiiiiiiiiiiiiec e 37
2.1. CSR and CSR diSCLOSUTE.......c.ueutieiitiiitetieiieiieieie ettt st see e eneeneeneens 37
2.2. Value-relevance of CSR information ...........ccocueoieieiieninene i 38
3. Design of the study and methodology ..........cceoeieiiiiiiii e 40
3.1. SAMPIE CONSIIUCTION ...ttt ettt be e e st esae e seensesssesneesseeseenns 40
3.2. Identification Of KEYWOTS........ccuevieriiiiiiieciieie ettt enne e 41
3.3. Medium of analysis (communication channel)...........c.ccoovverieeieiinieniee e 42

34. Applied valuation MOAEIS..........ceeviiiiiiiieiieiieiee ettt aaens 42



VIII

4. Results and diSCUSSION ...eeueiiiiiiiiiiieiieieee ettt ettt et eete e eneesaeeeaeenee 45
4.1. Descriptive statistics and COITelations .............cceeeveeviiiierieriieie et 45

4.2.  Regression analyses: value-relevance of CSR information...........ccccocevceriiininceineenen. 47

5. Conclusion and OULIOOK. ..........eeuriiiieiiiiit ettt sttt see b eae e eneene 50
Chapter IV: The positive effects of human capital reporting 53
Lo IEEOAUCTION ..ottt ettt ettt ettt et et et et e b e b e 54

2. Internal effects and the benefits Of HCR .........cccoiiiiiiiiiiiiceeeee 55
2.1. Workforce-related faCtOTS. ... ...cuiiiriririiiieeeee e 57

2.2. Company-internal fACtOrS ........ccueiieiieiieii et 58

2.3. Company-eXternal fACLOTS ........c.eeueiieiieii ettt 59

2.4. Summary — the positive effects Of HCR .........c.oooiiiiiiiiieeeeeeee e 61

3. Conclusions and hYPOthESES ........ccuevieriieiiiiiieieiiee ettt 61
Chapter V: The value-relevance of human capital information 65
R 13 (4 L1 o1 5 o) o WSS 66

2. Theory and hypothesis development............c.ooviiiriiiiiie e 67
2.1. Human capital and the resource based view of the firm............occoooeriiiiiiiniiiices 67

2.2. Value-relevance of information............c.cooiiiiiiirieieeee e 69

2.3, Human capital disclosure and value-relevance of the provided information.................. 69

3. Design of the study and methodology ..........ccueriiiiiiiiiiiiiieeee e 71
3.1. SAMPIE CONSIIUCTION ...ttt ettt ettt ettt re e e s teesae e beensessseeneesseenseenns 71

3.2. Identification Of KEYWOTS.......cccueiieiiiiiiiieiieie ettt es 72

3.3. Value-relevance: applied valuation models............ccoevveeiirienieiiieiiciecieeee e 73

34. Dependent Variables .........c.occuieiiiierieieeie ettt eae s 74

3.5. Independent and control Variables..........ocviviiieiieriieieeieeieeeeeee e 74

4. Results and diSCUSSION .....cc.eiuiriiriiriiiieitiieterte ettt sttt ettt sttt be e 76
4.1. Descriptive statistics and COITelations .............eceerveerierierienieie e 76

4.2.  Regression analysis: value-relevance of human capital information............ccccccoeceeenee. 78

5. Conclusion and OULIOOK. ........uoiuiiiiiiiee ettt 81
Appendix 83
References 92



IX

List of Figures

Figure 1:
Figure 2:
Figure 3:
Figure 4:
Figure 5:
Figure 6:
Figure 7:
Figure 8:
Figure 9:

Figure 10:
Figure 11:
Figure 12:
Figure 13:
Figure 14:
Figure 15:
Figure 16:
Figure 17:

Financial and information flows (HEALY and PALEPU 2001) ......ccceoeveninininieieieieeeene 4
Determinants 0f CSR diSCIOSUIE........cc.eiuiiuiiiiieiiriie s 7
Effects Of CSR dISCIOSUIE .....cuiiuiiiieiieiieiee ettt 8
Human capital reporting: causes and effects..........cooiriririieieiiniiceeee e 9
Effects of human capital diSCIOSUIE .........ccoeiiiiiiiiiiieie e 11
Descriptive results of the content analysis (CSR)......c.ocoieiiiiiiiiiiiie e 28
Cause-and-effect model of human capital ............ccoocoiiiiiiiiiiiee e 56
Effects and benefits of increased workforce capabilities...........ccceeveeierienieiiiiecieeeeeee, 57
Effects and benefits of an increased innovation ability ............ccceevierievieiiieiienieeeeeeeee, 59

Effects and benefits of an increased attractiveness and reputation .............cceeeeeeeeeervrennne 60
Cause-and-effect model of reporting on human capital (full model)...........cccoeevvvveneennnnnn. 61
Descriptive results of the content analysis (human capital)...........cccooeveviveeiiriieneenieeienen, 76
Number of published CSR reports (Separate repPOrts) ........ccceeereeeereeieieieieieeseeseseeeens 86
Average number of pages in analyzed reports (over all TepOIts) .......cceeveereerieneieniceieaeae 86
Average number of hits for each CSR-category (all companies)............ccoeceveerierieneenncnne 87
Development of social and environmental disclosures (all companies) ............ccceeeeennenne. 87
Provided CSR information per report page (all indeXes).........ccevovereerierireiienieieeeeiee 88

Figure 18: Provided CSR information per report page and indeX ...........cceevereeerierienieneeneeeie e 88
Figure 19: Provided CSR information by induStry........c.cocuerieriieiiieiinieieeie e 89
Figure 20: Average number of pages in annual TePOTLS.........c.ecveerveeierierierieeieeie e se e eeee s ens 89
Figure 21: Average number of hits for each human capital-category (all companies)......................... 90
Figure 22: Provided human capital information per report page (all indexes) ........c.ccevvevrievenvennnnne. 90
Figure 23: Provided human capital information per report page and indeX ...........ccoceeerieinenneeniennnne 91

Figure 24:

Provided human capital information by industry..........ccocoeeiirieiiieiieeeeeee e 91



List of Tables

Table 1: Keywords for the content analysis derived from the GR/ framework............ccccccevvevenennnnne. 24
Table 2: SOUICE OF AALA ...c..eiuiitiiiiii ettt sttt et et sae s 26
Table 3: Descriptive statistics after truncation at the 2.5 level........cceeviiiiiiiiiiiiiicee e, 27
Table 4: Correlations — CSR disclosure, independent and control variables...........c.cccoeeveeeeriieneennnnne. 29
Table 5: Regression analysis — determinants of CSR diSclosSure............cccovveviiieiienieniecceeee 30
Table 6: Keywords for the content analysis derived from the GRI framework............ccccccceeverienenne. 42
Table 7: SOUICe OF dAtA ....ooouieiieiie ettt ettt et ne e ee e e 45
Table 8: Descriptive statistics after truncation at the 2.5 level.......ccccocviviiininiiiiiiiicecee, 45
Table 9: Correlations — dependent and independent variables ............cccooovevieriiiieiieniencee e 46
Table 10: Regression analysis — value-relevance of CSR information ............ccccceeevevveneeieivenneennnne. 48
Table 11: Keywords for the content analysis derived from previous studies..........ccooeveeeeveervenieennnnne. 72
Table 12: S0UTCE OF AL ....ouiitiitiiiiieieeee ettt et 75
Table 13: Descriptive statistics after truncation at the 2.5 level........occooiiiiiiiiiiiiiiieeeeeee, 76
Table 14: Correlations — dependent and independent variables .............cooeveieniiiiienininiceeeeeee 77
Table 15: Regression analysis — value-relevance of human capital information..............ccccceeeeernnne. 79

Table 16: Industry classifications according to Deutsche Boerse (2010)........ccccovevvereeieiienienieeene 84



XI

List of abbreviations

AUTOM
BASIC
BVE/S
CHEMI
CSR
CSRDISC
CONST
CONSU
CSRR
CSRTOT
CSRENV
CSRSOC
DAX
DCSRDISC
DCSRTOT

DCSRENV
DCSRSOC
DHCRDISC
DHCRMC

DHCRPS
DHCRQC

DHCRTOT
DIV/S
DNI/S
DRS
FINAN
FOODB
GRI

H

HCR
HCRDISC
HCRMC
HCRPS
HCRQC
HCRTOT
IND
INDUS
INSUR
KPI
logEMPL
logTA
MDAX
NI/S
PHARM

Automobile manufacturers

Basic resources

Book value of equity per share

Chemicals

Corporate social responsibility

Corporate social responsibility disclosure

Construction

Consumer

Provision of separate corporate social responsibility report
Total corporate social responsibility disclosure index
Environmental disclosure index

Social disclosure index

Deutscher Aktien Index

Change in corporate social responsibility disclosure
Change in total corporate social responsibility disclosure
index

Change in environmental disclosure index

Change in social disclosure index

Change in human capital disclosure index

Change in disclosure index on motivation and commitment
issues

Change in disclosure index on personnel issues

Change in disclosure index on qualification and competence
issues

Change in total human capital disclosure index
Dividend per share

Change in net income per share

Deutscher Rechnungslegungsstandard

Financial services

Food and beverage

Global Reporting Initiative

Hypothesis

Human capital reporting

Human capital disclosure index

Disclosure index on motivation and commitment issues
Disclosure index on personnel issues

Disclosure index on qualification and competence issues
Total human capital disclosure index

Industry

Industrial

Insurance

Key Performance Indicator

Logarithm of the number of employees

Logarithm of the amount of total assets

Mid Cap DAX

Net income per share

Pharma



XII

PRIME
Prob.
RET
RETAI
ROIC
SDAX
Sig.
SOFTW
SP
TECHN
TELEC
TOTASSETS
TRANS
UTILI
VIF

YR

Prime standard
Probability

Return

Retail

Return on invested capital
Small Cap DAX
Significance

Software

Share price

Technology
Telecommunication

Total assets
Transportation and logistics
Utilities

Variance inflation factor
Year



Chapter I:
Introduction



Chapter |
Introduction 2

1. Research focus: The role of disclosures in capital markets

The thesis at hand focuses on voluntary disclosures with regard to Corporate Social
Responsibility (CSR) and human capital issues as well as on these disclosures’
implications for the capital markets.' Specifically, the disclosures’ determinants as
well as their impact on firm value will be the focus of four independent papers,
presented in Chapters II - V. Hence, this thesis contributes to the discussion about
voluntary corporate disclosures with focus on CSR and human capital by helping to
identify the reasons and motivations behind those reporting activities, their
implications for the capital market as well as their underlying cause-and-effect
relations.

Following the traditional view of neo-classical theory, overall economic benefit is
maximized when all economic entities are questing for their own maximum profits
(ARROW and DEBREU 1954). Since companies are viewed as instruments of the
shareholders who own them, their main (and only) objective can be found in creating
shareholder value by maximizing the market value of the owners’ equity (COPELAND
et al. 1994, FRIEDMAN 1962 and 1970, JENSEN 2001, RAPPAPORT 1998). The
shareholder value approach is justified by the fact that shareholders are regarded as
residual owners. They bear the full economic risk of all corporate activities while
other stakeholders are protected by contractual relationships (RAPPAPORT 1998).2

Shareholder value theory implies that management and owner structures are
separated from each other: Shareholders (principles) authorize managers (agents) for
managing the firms they provide with equity. Hence, both parties operate in an
agency relationship (JENSEN and MECKLING 1976). Usually, shareholders are not part
of their companies’ management board and do not have access to relevant
information in the same way as management. As a result, information as well as
agency problems might occur (HEALY and PALEPU 2001):

First, the information (or “lemons”) problem arises since management has better
information about the company’s economic constitution than investors. If investors —
due to missing information — cannot distinguish between “good” and ‘“bad”
investment objects, they value both at an average level. Therefore, they rationally
undervalue good firms and overvalue bad firms relative to the available information.
This can potentially lead to a misallocation of financial resources, and ultimately, to

' CSR refers to a company’s social responsibility which goes beyond the requirements of law. It can

be divided into an environmental, a social as well as an (long-term) economic perspective (see
Chapters Il and 11]).

Human capital refers to the achievement potential of the companies’ workforce. Specifically, it
considers the workforces’ qualification, motivation, and commitment (see Chapters IV and V).

Shareholders are entitled only to what is left after employees, suppliers, creditors, and everyone
else with legitimate claims are paid their due. If any of these groups go unpaid, shareholders get
nothing. In conclusion, if shareholders are winning in the sense that the leftover, residual portion is
growing, it can be assumed that everyone else is winning too (ROSs et al. 2008). Against this
background, a lot of different conceptions with regard to value-based management are available
(e.g. COPELAND et al. 1994, RAPPAPORT 1998, STEWART 1999a).
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a breakdown in the functioning of the capital market (AKERLOF 1970, HEALY and
PALEPU 2001).

Second, agency problems occur when managers act in a way which is not in the
investors’ / shareholders’ interests. Since shareholders (principles) cannot completely
monitor managers’ (agents’) actions, managers can use the provided equity for
making decisions that are harmful to shareholders’ interests. The results are agency
costs,” transaction costs as well as possible market inefficiencies (COASE 1937,
EISENHARDT 1989, HEALY and PALEPU 2001).

Despite other activities, corporate disclosures are a way to solve the information as
well as the agency problem by providing investors with the required information.
Specifically, disclosures increase its addressees’ level of information by reducing
information asymmetries between internal and external parties as well as between
informed and uninformed investors (DIAMOND and VERRECCHIA 1991, KiM and
VERRECCHIA 1994, HEALY et al. 1999). Accordingly, for firms with high levels of
disclosure, investors can be relatively confident that any stock transaction occurs at a
“fair price” since all available information should be reflected in firm value (HEALY
and PALEPU 2001).

Therefore, corporate disclosures are critical for the functioning of efficient capital
markets since share prices are assumed to reflect all publicly available information
(FAMA et al. 1969, FAMA 1970 and 1991). By providing investors with the demanded
information, information asymmetries, agency as well as transaction costs are
reduced while the allocation of (financial) resources is improved (BOTOSAN 1997,
BoTOSAN and PLUMLEE 2002, HEALY and PALEPU 2001, LAMBERT et al. 2007).4
Thus, according to HEALY and PALEPU (2001), capital markets are characterized by a
flow of capital from savers to firms attended by a reversed flow of information from
firms to savers. Both flows can be facilitated by financial or information
intermediaries (see the chart in Figure 1).

In recent years, a considerable increase in voluntary disclosures has been noted, for
example with regard to sustainability issues (e.g. GELB and STRAWSER 2001, GRAY
et al. 2001). Today, companies spend a great deal of effort and money on such
voluntary disclosures. Based on the theories developed by MODIGLIANI and MILLER
(1958), three main goals or motivations for (financial) accounting choices can be
identified (FIELDS et al. 2001, HOLTHAUSEN and LEFTWICH 1983, WATTS and
ZIMMERMAN 1986): contracting, asset pricing, and influencing external parties. Two

According to JENSEN and MECKLING (1976), agency costs consist of monitoring costs, bonding
costs as well as a residual loss.

Listed companies specifically face significant financial disclosure requirements. These
requirements vary, depending on the stock exchange / the country where companies are listed.

However, it has to be mentioned that, with complete and perfect markets, there would be no
substantive role for corporate disclosures (WATTS and ZIMMERMANN 1979 and 1986,
HOLTHAUSEN and LEFTWICH 1983).
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of them — influencing external parties and asset pricing — might be appropriate for
explaining voluntary disclosure choices:

First, influencing external parties other than actual or potential owners of the firm
can be considered as a central motivation for voluntary disclosures (FIELDS et al.
2001). That is, by disclosing information on various items, managers intend to
influence the decisions of stakeholders (or at least their attitudes) and to avoid
potential regulations — sometimes referred to as political or societal costs (FIELDS et
al. 2001, WATTS and ZIMMERMANN 1978). This theory suggests that managers
disclose information in order to influence an outcome beneficial for the firm, and
thus, to finally increase shareholders’ wealth (FIELDS et al. 2001).

Second, the asset pricing category of disclosure choice literature is driven by
information asymmetries which might arise when markets do not perfectly aggregate
individually held information (FIELDS et al. 2001). In short it says that managers
have an incentive for providing voluntary disclosures since firms with high levels of
disclosure — and hence low information risks — are likely to have lower costs of
capital than firms with low disclosure level and high information risks (BOTOSAN
1997, BOTOSAN and PLUMLEE 2002, HEALY and PALEPU 2001, LAMBERT et al. 2007,
SENGUPTA 1998).

Flow of Capital Household Flow of Information
Savings

Financial Information
Intermediaries Intermediaries
) \ /
Regulators of Capital Markets Auditors and Accounting

and Financial Institutions Regulators

Business
Firms

Figure 1: Financial and information flows (HEALY and PALEPU 2001)

The thesis at hand consists of four independent chapters: In Chapter II, the reasons
why companies “voluntarily” disclose information on their social and environmental
performance will be analyzed. In other words, voluntary disclosures’ determinants
will be identified by focusing on CSR (or sustainability) disclosures. In Chapter 111,
the implications of these CSR disclosures on the capital market will be considered.
Specifically the disclosures’ impact on market value will be verified by testing
whether the disclosed information is value-relevant, and thus, reflected in share
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price. In Chapter 1V, a theoretical model will be developed which shows the cause-
and-effect relationship between human capital reporting and the companies’ financial
outcome. Finally, in Chapter V, 1 analyze if voluntarily provided information on the
companies’ human capital is value-relevant, and thus, has an association with equity
market values.

The next sections of this chapter are structured as follows: In Section 2
(Methodology) 1 give a brief overview over the methodology (word-based content
analysis) being applied for extracting the disclosed information from corporate
reports. Section 3 (Summary) contains a short summary of all four chapters included
in this thesis. Section 4 (Conclusion and implications) presents a short conclusion of
the main findings and their implications in the field of voluntary disclosure and
accounting choices as well as in the area of management accounting research.

2. Methodology: Content analysis in corporate disclosure research

In the context of this thesis, I am interested in the information (message) transmitted
by corporate reports (communication channel) and provided by the sample
companies (source) to their stakeholders (receiver; see SHANNON and WEAVER
1998). Similar to previous studies, I use content analysis to quantify the amount of
CSR or human capital information in the reports. Content analysis is one of the
classical procedures for analyzing textual material. It is an objective, systematic and
quantitative  description of communication content (KRIPPENDORFF 2004,
NEUENDORF 2002). In this thesis, I apply a so-called “third party approach” in which
content analysis is carried out by someone who is neither a provider (source) nor a
receiver of the report (GRUNING 2007).

Content analysis is a method of codifying written text into various groups or
categories on the basis of selected criteria. It assumes that frequency is an indication
of the subject matter’s importance (ABDOLMOHAMMADI 2005, GUTHRIE et al. 2004,
KRIPPENDORFF 2004). Its objective lies in generating a numerically based summary
of a chosen message set (KRIPPENDORFF 2004, NEUENDORF 2002). Previous
literature suggests that content analysis provides valid results for corporate reporting
research, thus allowing the researcher to evaluate the extent of various items’
disclosure (e.g. DEEGAN and GORDON 1996, DEJEAN and MARTINEZ 2009, GRAY et
al. 1995a and 1995b, GUTHRIE et al. 2004, GUTHRIE and FARNETI 2008, GUTHRIE
and PARKER 1989, HACKSTON and MILNE 1996).

A key issue in content analysis is the unit of analysis. A unit is an identifiable
component of a communication through which variables are measured (HOLSTI 1969,
KRIPPENDORFF 2004, NEUENDORF 2002). Depending on the unit of analysis, there are
several ways of applying content analysis, for instance, by counting words, sentences
or sections, or by reading the whole text (NEUENDORF 2002). Another possibility is
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to use advanced software packages to extract information from reports (e.g. CHEN
and BOUVAIN 2009, TATE et al. 2010).

I decided to use words as the unit of analysis because the coder is not required to
provide subjective judgment. Furthermore, searching for specific terms in the text
can be regarded as the most reliable form of content analysis: it always yields the
same results in repeated trials, as it can be easily replicated (ABDOLMOHAMMADI
2005, KRIPPENDORFF 2004, NEUENDORF 2002). I used the PDF reader’s word count
function after manually checking its validity.

3. Summary: content of this thesis

Against the background of voluntary disclosures, four independent papers will be
presented in this thesis with regard to the provision of corporate social responsibility
and human capital information. In the next sections, a short summary of these four
papers will be given together with a brief description of the theoretical background
and their main findings.

Chapter I1: Determinants of voluntary CSR disclosure

In Chapter 11, together with KLAUS MOLLER and FRANK VERBEETEN [ focus on the
reasons for companies voluntarily disclosing information on their corporate social
responsibility (CSR). We rely on the political cost theory (WATTS and ZIMMERMAN
1978) to argue that companies report on CSR for economic reasons: they try to
reduce their political costs by providing information on their social and
environmental performance.

Due to firm-specific characteristics, companies have to deal with more or less
powerful stakeholders and thus face different levels of political and societal costs. By
voluntarily disclosing information on their social and environmental performance,
companies try to reduce these costs. Consequently, we argue that CSR disclosure is
determined by a number of such firm-specific determinants. We identify a number of
variables which might act as proxies for high political and societal costs: Company
visibility, profitability, shareholder structure and the company’s relationship to its
US stakeholders. Furthermore, we suppose firm size as well as industry membership
to affect voluntary CSR disclosures.

We use a self-constructed coding framework which is based on the guidelines
provided by the Global Reporting Initiative (GRI) for extracting the disclosed CSR
information from German companies’ corporate reports by means of word-based
content analysis. In doing so, we account for the most important communication
channels with regard to CSR information, as, for example, annual reports and CSR
reports. Subsequently, we compile four disclosure indexes which are used as
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dependent variables in regression analysis, while disclosure’s assumed determinants
are used as independent variables.

Our results show that CSR disclosure is positively associated with the companies’
visibility (see Figure 2). Profitability is associated with more environmental
disclosures but not with social disclosures, while shareholder structure determines all
aspects of voluntary CSR disclosures: the more dispersed the company’s shareholder
structure, the more the company discloses information on its social and
environmental performance. The companies’ relationship to US stakeholders also
affects CSR disclosures since companies tend to disclose more information if they
deal with stakeholders from the US. Furthermore, our results provide evidence for a
significant systematic variation across industries regarding their propensity to make
CSR disclosures. In particular, companies from so-called “polluting sectors” provide
more information on environmental and social issues. Finally, firm size affects CSR
disclosures: The bigger a company, the more information it discloses on its social

responsibility (see Figure 2).

Firm characteristics &
external pressures Company

Profitability
""""""""" “* CsRinformati
Shareholder > information
structure = Environmental
= Social
Industry
membership

US stakeholders

Figure 2: Determinants of CSR disclosure

Our results are consistent with political cost theory, from which we derive our
hypotheses. That is, firms appear to disclose CSR information to reduce the
likelihood as well as the impact of stakeholders’ reactions that may negatively affect
the firm’s value. Failure to remove information asymmetries regarding CSR issues
thus might result in stakeholder reactions that can reduce the firm’s value.
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Chapter 111: Value-relevance of CSR information

In co-authorship with KLAUS MOLLER and FRANK VERBEETEN, in this chapter I try to
identify whether CSR information voluntarily provided by German companies is
reflected in firm value, and if so, which specific information is value-relevant.

Even if CSR disclosures are primarily directed to stakeholders others than (potential)
owners of the firm, the disclosed information might also be important for equity
investors if it is relevant and reliable. Investors might be interested in this
information: First, it may provide information on long-term corporate financial
performance; second, it may function as a kind of risk management; third, investors
might act in an ethical way, and thus, are interested in the disclosed information.
Consequently, CSR information might be reflected in firm-value, or, in other words,
can be assumed as being value-relevant.

We use a self-constructed coding framework which is based on the guidelines
provided by the Global Reporting Initiative (GRI) for extracting the disclosed CSR
information from German companies’ corporate reports by means of word-based
content analysis. In doing so, we account for the most important communication
channels with regard to CSR information, as, for example, annual reports and CSR
reports. By applying two established valuation models, we try to identify the value-
relevance of the provided CSR information by using a hand-collected data set
consisting of the 130 largest listed German companies.

Our results are in line with our hypotheses: CSR information is value-relevant while
the value-relevance of CSR information differs (see Figure 3). Especially the
provision of separate CSR reports is positively valued by the capital market. Social
information is also positively associated with firm value as well as with changes in
firm value. However, we found a negative relationship between the provision of
environmental information and market value but a positive association between
environmental information and changes in share price.

Stakeholders

reactions

shareholders

CSR information

* Environmental  <---_____ other
= Social stakeholders

Figure 3: Effects of CSR disclosure

The results of our study support the assumption that CSR disclosures increase their
receivers’ level of information by reducing information asymmetries between equity
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investors (principles) and management (agents) regarding the disclosed CSR issues.
Therefore, investors are assumed to factor the disclosed information into decisions
whether or not to buy or to sell the corresponding firm’s stocks. Thus, from
investors’ perspective, disclosures might provide insights into the companies’ assets
or liabilities respectively, depending on the information’s nature.

Chapter 1V: The positive effects of human capital reporting

In Chapter 1V, together with KLAUS MOLLER I develop a theoretical model for
visualizing the cause-and-effect relationships of human capital reporting as well as
its impact on firm value. Since human capital can be regarded as one of the
companies’ most important resources, related disclosures might be crucial for
internal and external parties. Nevertheless, most companies do not provide
meaningful information on this resource.

For highlighting the benefits which might arise from such human capital disclosures,
we develop a theoretical model which links a company’s human capital with its
financial performance. The model assumes a positive relationship between
workforce-related factors such as workforce capability or workforce motivation, and
company financial performance (see Figure 4). Due to various cause-and-effect
relationships, these workforce-related factors positively influence company-internal
and company-external factors, which can finally lead to stronger financial
performance.

Human capital
reporting

Figure 4: Human capital reporting: causes and effects

The model seeks to show possible positive effects of human capital reporting on
financial performance since we assume that such reporting can be used to influence
the factors on all of these levels by improving transparency as well as the company’s
control of its objectives (see again Figure 4). Hence, the benefits of human capital
reporting can be directly derived from these workforce-related, internal and external
factors by improving them. Therefore, we identify the positive effects which might
arise from comprehensive human capital reporting, as, for example,
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= increased workforce qualification and motivation,

= enhanced innovation ability and operational performance,
* increased attractiveness and reputation of the company,

= improved financial outcome.

Finally, we derive five hypotheses from our cause-and-effect model which may form
the basis for subsequent studies. For example, we expect a positive relationship
between human capital disclosures and workforce’s capabilities, motivation and
commitment, and between human capital disclosures and financial performance
measures. In Chapter V, 1 refer to one of these hypotheses (H5) by examining the
value-relevance of human capital information.

Chapter V: Value-relevance of human capital information

In Chapter V, 1 focus on the value-relevance of human capital information. That is, I
empirically determine whether human capital information voluntarily provided
through corporate annual reports is valued by the capital market, and thus, is
reflected in the companies’ market value.

In recent literature, human capital is mentioned as an important driver behind long-
term corporate success. Often, it is referred to as an organization’s most important
resource. Although companies tend to provide detailed information about their
physical and financial assets, most of them do not disclose meaningful information
about the value of their human capital. Since information on the companies’
workforce is only available to a limited extent, for investors it is not possible to
clearly become aware of these companies’ value-adding potential. The results are
information asymmetries and potential agency as well as transaction costs.

Human capital disclosures can be used to reduce these information asymmetries by
providing investors with the demanded information. Since investors are assumed to
incorporate the available information in their investment decisions, proactively
disclosed human capital information should be reflected in share price, and thus, can
be regarded as being value-relevant (see Figure 5).

By means of word-based content analysis, I extract the disclosed human capital
information from German companies’ reports. I use a self-constructed coding
framework which is based on the one provided by ABDOLMOHAMMADI (2005). I
focus on corporate annual reports since annual reports can be regarded as the most
important instrument for communications between companies and the capital market.
By applying two established valuation models, I try to identify the value-relevance of
the provided human capital information by using a hand-collected data set consisting
of the 130 largest listed German companies.

My results show that human capital information positively affects share price since
equity investors incorporate the provided human capital information in their long
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term investment decisions. Especially information on qualification / competence
issues is positively reflected in firm value. However, my results do not provide any
evidence that human capital information causes changes in firm value. That is,
human capital information is value-relevant, but not timely.

Stakeholders

reactions

Human capital shareholders
information

= Qualification &
competence ~<

= Motivation & Tl - other
commitment stakeholders
= Personnel

Figure 5: Effects of human capital disclosure

My results support the assumption that investors use human capital information for
their investment decisions. Moreover, they regard human capital as an asset and not
as a liability — at least in the long-term. In the short-term horizon, other information,
for example financial information or macroeconomic developments, might be more
relevant for the capital market for evaluating traded stocks (since no influence of
human capital information on changes in share price can be detected). This is in line
with the assumption that human capital does not directly affect corporate financial
performance but takes effect through (long-term) cause-and-effect relations (see
Chapter IV).

4. Conclusion and implications

The role of disclosures in capital markets can be found in the reduction of
information asymmetries arising between shareholders and management as well as
between informed and uninformed investors. Accounting theory suggests that
voluntary disclosures might be driven by somewhat different (or more extensive)
intentions as, for example, ‘influencing external parties’ or ‘asset pricing’ (FIELDS et
al. 2001). The thesis at hand contributes to these economic theories dealing with
voluntary corporate disclosures, specifically with regard to CSR and human capital
issues. As a conclusion of the four papers presented in this thesis, the following three
key statements can be made:

First, my thesis provides evidence on voluntary disclosures’ determinants (Chapter
II). Although only CSR disclosures have been considered, it can be assumed that
other disclosures might also be affected by the identified determinants. Especially
industry memberships as well as firm size are likely to influence more aspects of
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voluntary disclosures than only environmental or social issues. But also the
companies’ ownership structures, the media attention they receive as well as their
relationship to stakeholders from foreign countries seem to influence their
willingness to provide additional information. Since I assume that companies
disclose information on CSR-related issues for reducing potential political costs, my
findings extend the theory surrounding the ‘influencing external parties’ category of
voluntary disclosure choices identified by FIELDS et al. (2001). Therefore, it can be
stated that

1. voluntary disclosures with regard to CSR issues are not more than merely a
company’s response to external constraints.

Second, this thesis provides new insights into voluntary disclosures’ implications for
the capital market. With respect to the disclosure of CSR (Chapter III) and human
capital information (Chapter V), substantial impacts of the provided information on
the companies’ market value can be identified. Especially information on social
issues and information on the workforces’ qualification and competence significantly
affect equity investors’ investment decisions. They regard these disclosures as
additional information on the companies’ assets, and thus, regard it as relevant and
reliable. These findings extend the discussion about the ‘asset pricing’ category of
voluntary disclosure choices mentioned by FIELDS et al. (2001). Hence, it can be
stated that

2. companies solely need to provide positive information on social and human
capital issues if they want to improve their valuation at the capital market.

Third, this thesis introduces a conceptual model that can be used to identify the
positive effects which might arise from voluntary information provision on human
capital (Chapter IV). It describes how a company can improve its financial
performance by help of such reporting activities. Since the model visualizes the
underlying cause-and-effect relations of human capital and its related disclosures, it
can form the basis for performance management systems and instruments which
focus on this resource. Therefore, it can be stated that, by identifying these human
capital-related levers of control,

3. companies might be able to improve their human capital as well as — ultimately
— their financial outcome by internally and externally reporting on this resource.

This thesis contributes to literature and theory in two main areas: In the field of
accounting research, my thesis extends the discussion about voluntary disclosure
choices (FIELDS et al. 2001). First, voluntary disclosures — at least disclosures on
CSR and human capital issues — help to reduce information asymmetries which arise
when individually held information is not perfectly aggregated by capital market
participants. My results support this assumption with regard to the ‘asset pricing’
category since firms with high disclosure levels seem to have lower costs of capital
as their shares are — on average — higher valued by the capital market. Second, by
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providing CSR information, companies try to influence the decisions of external
stakeholders and to avoid potential regulations by politicians or harmful actions by
other pressure groups (‘influencing external parties’ category mentioned by FIELDS et
al. 2001). Thus, my findings support both views on voluntary disclosure choices.

In the field of management accounting research, this thesis helps to identify the
relevant information voluntary disclosures have to provide to its addressees for
reducing information asymmetries between internal and external parties as well as
between informed and uniformed investors. Hence, information which has been
identified as being value-relevant, such as information on the workforces’
qualification and competence, is likely to reduce information asymmetries and to
lower costs of capital, thus enabling an improved allocation of financial resources.
The explanation for this information’s relevance is given by the cause-and-effect
model introduced in Chapter IV. Furthermore, this thesis helps to identify relevant
stakeholder groups, especially with regard to CSR issues. The identification of CSR
disclosures’ determinants allows inferences to the corresponding stakeholder groups
and their specific concerns such as the consideration of environmental or human
rights issues in the companies’ value-adding processes. Internal performance
measurement and management systems as well as external reporting instruments
have to be adjusted to these stakeholders’ concerns, which have to be represented by
corresponding key performance indicators (KPIs).

Finally, this thesis contributes to practice in at least four ways: First, my thesis
contributes to the discussion on corporate social responsibility by helping to discover
what it really is: a company’s response to specific external constraints. Although
assuming that companies are aware of their social responsibility and thus disclosing
CSR information is a (nice and) desirable estimation, however, it seems to be rather
unlikely. By looking at companies in practice it seems to be more likely that they
disclose CSR information solely due to economic considerations. Second, companies
should be aware that voluntary disclosures — especially with regard to social and
human capital issues — can be used to increase firm value since this information will
be positively valued by capital market participants. Therefore, companies should
make use of such voluntary disclosures, and thus creating ‘additional’ shareholder
value. However, they should also be aware that there is a ‘grain of truth’ in the
disclosed information. Otherwise it would appear as not authentic, and thus harmful
for the company. Third, my thesis helps to understand the underlying effects of
human capital reporting, and thus enables designing performance management
systems with focus on human capital. Finally, and consistent with previous literature,
my results show that the amount of voluntary disclosure is increasing (see also
Figure 13 - Figure 24 in the appendix). This should especially be recognized and
considered by investors as well as by companies with low disclosure levels, such as
companies from the financial services and media industries. Perhaps, companies
from these sectors have to rethink and adjust their disclosure behavior to this new
‘state-of-the-art’.
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1. Introduction

Corporate social responsibility (CSR) refers to a company’s voluntary contribution to
sustainable development which goes beyond legal requirements. During the last
years, we have seen an increase in CSR (media) campaigns and in corresponding
disclosure activities. Today, large companies specifically spend a great deal of effort
and money on disclosing information on their social and environmental performance.

From an economic perspective, companies should only undertake actions that reduce
costs or enhance benefits; that is, only disclosures that reduce costs or increase
revenues are desirable. We argue that due to firm-specific characteristics, companies
have to deal with either more or less powerful stakeholders and thus face different
levels of political and societal costs. By voluntarily disclosing information on their
social and environmental performance, companies try to reduce these costs.
Consequently, we argue that CSR disclosure is determined by a number of such firm-
specific determinants acting as proxies for political and societal costs. In this chapter,
we try to identify the determinants that induce companies to disclose CSR
information.’

To test our hypotheses, we construct a CSR disclosure index based on the Global
Reporting Initiative (GRI) guidelines. The GRI provides a framework of the societal
and environmental issues that should be disclosed in corporate reports. We use a
hand-collected set of specific CSR data (extracted from the reports by means of
content analysis), as well as 130 listed German companies’ underlying firm-specific
characteristics (470 firm-year observations). Our results are mostly consistent with
our hypotheses: a company’s visibility, its shareholder structure, and its relationship
with US stakeholders affect CSR disclosure. In addition, profitability affects
environmental disclosure, a specific category within the CSR disclosures.

Our study contributes to a greater understanding of the variation in companies’ CSR
disclosures. First, we provide evidence of CSR disclosures in Germany, which is an
interesting setting as companies are not required to disclose CSR information.
Therefore, the provision of CSR information is voluntary and not bound by
regulation. Other European countries (e.g., the UK, France, and the Netherlands)
have more specific guidelines or requirements for the provision of CSR information
(KoLK et al. 2001). These differences in regulatory environments may have affected
the results of previous studies focusing on a European level (e.g. KOLK 2005, KOLK
et al. 2001, MAIGNAN and RALSTON 2002, MEEK et al. 1995).

Furthermore, while former studies have often focused on either annual reports
(CorMIER and GORDON 2001) or on specific CSR reports (TATE et al. 2010), we
focus on the various reports that companies could use to disclose CSR information.
This includes the annual report (which is mandatory), but also voluntary CSR

6 Note that we only focus on disclosures, not on a company’s overall CSR performance. Companies’

social and/or environmental performances may be bad, but they make abundant CSR disclosures.
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reports, as well as other specific reports (e.g., environmental, social, and human
capital reports). Additionally, prior studies have often not considered all aspects of
CSR, but have focused on either environmental or social disclosures (BEWLEY and LI
2000, DEEGAN and GORDON 1996, DEJEAN and MARTINEZ 2009, HUANG and KUNG
2010, LYNCcH 2009). Those studies that take both perspectives into consideration
(e.g. GUTHRIE and FARNETI 2008) have mostly applied one-dimensional measures
(e.g. the number of pages with CSR information in relation to the total number of
report pages). Such measures don’t account for the different CSR facets. In this
study, we consider both CSR disclosure dimensions by dividing the provided
information into an environmental and a social perspective, as well as an overall
measure for CSR disclosure. Finally, we extend the set of CSR disclosure
determinants by including factors like the shareholder structure, the company’s
visibility, its industry membership, and its relationship with its US stakeholders.

The chapter is structured as follows: in the next section, we will review the relevant
theory and derive the hypotheses to be tested. Section 3 contains the study design and
the methodology. Section 4 presents our results together with a discussion and
interpretation of these. The study concludes with a summary, a description of its
limitations, and an outlook on further research.

2. Theory and hypotheses development
2.1. Theoretical perspectives on CSR disclosure

Corporate Social Responsibility (CSR) can be defined as a company’s voluntary
contribution to sustainable development which goes beyond legal requirements
(BOWEN 1953, CARROLL 1999 and 2006, CRANE and MATTEN 2007, DE BAKKER et
al. 2005). Under the current’ “profit-maximizing CSR perspective,” firms have to
consider the social and environmental costs and benefits to maximize their value
(BOWEN 1953, CALLENS and TYTECA 1999, DRUCKER 1984, GLADWIN et al. 1995,
MCWILLIAMS and SIEGEL 2001). That is, companies are assumed to be socially
responsible because they anticipate benefiting from these actions. Examples of such
benefits might include the ability to charge a premium price for its output or the use
of CSR to recruit and retain high quality workers. These benefits are presumed to

Historically, economists have developed two contrary approaches to CSR. On the one hand, there
is neo-classical economics’ traditional perspective: a company’s main objective is to maximize the
shareholder value. Hence, companies should only undertake actions which either increase profits
or decrease costs, while adhering to all legal principles and protecting its integrity (FRIEDMAN
1962 and 2007, HUSTED and SALZAR 2006, RAPPAPORT 1998). The neo-classical economics’
traditional perspective has mostly disparaged CSR (AUPPERLE et al. 1985, FRIEDMAN 2007). On
the other hand, the stakeholder approach constitutes the theoretical basis of most arguments
supporting CSR. It argues that companies should try to fulfill all stakeholders’ demands, which —
at least in the long term — results in higher economic profits (DONALDSON and PRESTON 1995,
FREEMAN 1984, FROOMAN 1999).
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offset the higher costs associated with CSR, since resources must be allocated to
allow the firm to achieve a higher CSR status (SIEGEL and VITALIANO 2007).

The growing CSR awareness is also reflected in the increasing number of CSR and
sustainability reports, as well as in the provision of CSR-related information (e.g.
through advertising; GRAY et al. 2001, KoLK 2005). CSR disclosure can be defined
as the information that a company discloses about its environmental impact and its
relationship with its stakeholders by means of relevant communication channels
(CAMPBELL 2004, GRAY et al. 2001).

Many different theoretical attempts have been made to explain why companies
voluntarily disclose CSR information (DOWLING and PFEFFER 1975, GRAY et al.
1995a, GUTHRIE and PARKER 1989, PATTEN 1991). We rely on political cost theory
to develop our hypotheses. The political cost theory suggests that managers are
concerned with political considerations, including preventing explicit or implicit
taxes, or other regulatory actions (HEALY and PALEPU 2001, JENSEN and MECKLING
1978, WATTS and ZIMMERMAN 1978). In addition to politicians, non-governmental
interest groups and other stakeholders increasingly try to influence companies’
actions to favor their specific interests. They thus have the power to affect wealth
transfers between the company and other stakeholders. Our assumption is that by
disclosing information on their social and environmental performance, firms want to
minimize the (potential) costs arising from the interaction between the firm and its

natural and societal environment — referred to as political or societal costs (FIELDS et
al. 2001).

Companies can employ a number of methods to reduce the likelihood of adverse
political or societal actions and the resulting costs (WATTS and ZIMMERMANN 1978).
One of them is to disclose CSR information, as this allows the firm to generate moral
capital that, for example, can temper punitive sanctions in the case of a negative
event (BLACCONIERE and PATTEN 1994, GODFREY 2005). Empirical evidence seems
to confirm this notion. For instance, LYON and MAXWELL (2006 and 2007) find that
firms with poor reputations disclose fully, while firms with excellent reputations
disclose nothing, as they gain little by disclosing successes since they are expected to
succeed.

We argue that — due to their specific characteristics — companies face different
intensities of external pressures as a function of their stakeholders’ particular levels
of power, legitimacy, and urgency (AGLE et al. 1999, MITCHELL et al. 1997).
Consequently, companies deal with different political costs and benefits. Therefore,
we argue that the answer to the question why firms disclose CSR information is quite
simple: because it is in their (economic) interest. A company is hypothesized to
engage in CSR if it anticipates that the benefits will be greater than the costs (SIEGEL
and VITALIANO 2007), and any decision to voluntary disclose information on CSR
issues results from these trade-offs between the expected costs and benefits (DYE
1985, VERRECCHIA 1983).
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Different firm-specific characteristics act as a proxy for the degree of stakeholder
pressure that companies face. We argue that these firm characteristics determine
whether CSR disclosure occurs or not.® Other attempts to explain voluntary CSR
disclosures have also suggested that firm characteristics are important determinants
of disclosure activities (CORMIER and GORDON 2001, MEEK et al. 1995). Empirical
studies have used a wide range of measures that, for example, include industry
membership, the number of shareholders, and press coverage (MILNE 2002). We
utilize a broader range of factors which, in previous (theoretical) literature, has been
identified as potential determinants of voluntary disclosure decisions: company
visibility, profitability, the shareholder structure, and the company’s relationship
with its US stakeholders. In addition, we control for the effects of industry
membership and firm size. On the basis of these determinants, we develop four
hypotheses, which will form the foundation of our further analysis in the following
sections.

2.2. Hypotheses development
Company visibility

Some companies are more visible to the public than others. Their degree of visibility
depends, amongst others, on the quantity of their (business) press coverage.
Companies constantly in the media spotlight are especially susceptible to political
actions, since they attract more attention from stakeholders than less visible
companies (DEEGAN and CARROL 1993, POWELL 1991). These stakeholders
(including pressure groups) are interested in these companies’ activities and try to
influence them. Consequently, visible companies are more affected by social
constraints and pressures than companies which are less visible to the public
(BELKAOUI and KARPIK 1989, BRAMMER and MILLINGTON 2006, HOLTHAUSEN and
LEFTWICH 1983). That is, they are potentially subject to higher political or societal
costs as a result of their exposed position in the public. Thus, highly visible
companies are assumed to disclose more CSR-related information to reduce potential
political costs than less visible companies (BELKAOUI and KARPIK 1989). Based on
previous reasoning, we assert that

H1: CSR disclosure is positively associated with company visibility.
Profitability

Profitable firms could face higher social constraints and public exposure than less
profitable firms (HOLTHAUSEN and LEFTWICH 1983, WATTS and ZIMMERMANN 1978
and 1990). They are more affected by potential political costs, especially if they

8 Firm size, for instance, has often been mentioned as a central indicator of the amount of political

or societal costs but was found to act as a proxy for more than just political costs (BALL and
FOSTER 1982, MILNE 2002).
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appear “overly” profitable (FIELDS et al. 2001, HAN and WANG 1998). As a result,
profitable companies may have to explain that they operate within the (explicit or
implicit) norms of society, as they will find it costly to be associated with actions that
breach society’s expectations (ISLAM and DEEGAN 2010). Therefore, profitable
companies could be more interested in explaining — via CSR disclosure — how they
“produce” their profitability than less profitable companies (BEWLEY and L1 2000).
In addition, profits provide managers with resources from which the costs of
disclosures are funded (BRAMMER and PAVELIN 2006).° On the basis of the previous
arguments, we propose that

H2: CSR disclosure is positively associated with profitability.
Shareholder structure

The potential for conflicts between owners (principals) and managers (agents) is
greater in companies where shares are widely distributed rather than in more closely
held companies. The reason is twofold: when ownership is dispersed, shareholders
have little direct authority over managers and must therefore monitor their activities
(BRAMMER and PAVELIN 2006); in addition, communication between relevant parties
is hindered (FAMA and JENSEN 1983). Consequently, voluntary disclosures are likely
to be greater in widely held firms, allowing the principals to effectively monitor that
their economic interests are optimized, while agents can signal that they act in the
owners’ best interests (CHAU and GRAY 2002, FAMA and JENSEN 1983). Moreover,
companies with few big shareholders (e.g., family-owned firms) have little
motivation to disclose information, especially in excess of mandatory requirements,
because the demand for public disclosure is relatively weak (CHAU and GRAY 2002).
Furthermore, large shareholders normally obtain information in other ways than
through company reports. They often have direct access to the management board,
which results in lower information asymmetry between them and the managers
(CHEN et al. 2008). On the other hand, disclosure activities are usually directed at a
large, dispersed group of relatively small shareholders. Finally, public accountability
may become more important, because there is a greater trend towards widely
dispersed companies held by the public at large (GHAZALI 2007). A higher level of
public accountability may necessitate additional involvement in social or community
activities and, hence, disclosure of these activities. This suggests that companies with
a big group of small shareholders are likely to provide more CSR-related information
in their reports to reduce the potential political costs. Based on the previous review,
we posit that

°  Alternatively, profitability could also indicate that the company might not care about social and

environmental aspects. In other words, the company’s profitability is achieved through the
exploitation of its workforce or the environment. This could lead to profitable companies
disclosing less information on their “CSR performance” than less profitable companies. However,
it is unlikely that this argument is viable in the long run.
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H3: CSR disclosure is positively associated with more dispersed share
ownership structures.

Relationship with US stakeholders

Societies have developed different political, financial, and cultural systems reflecting
their institutions, ethics, and social relations (WHITLEY 1999). That is, stakeholder
identities and interests vary cross-nationally. Accordingly, political costs are likely to
vary across nations, given that they reflect cultural and social norms (MEEK et al.
1995). MATTEN and MOON (2008) argue that in liberal market economies, for
example in the US, disclosure of CSR activities is more common than in
Scandinavian and Continental European countries. For instance, in the US there is
greater scope for corporate discretion, since government is less powerful than in most
European countries and European governments have generally been more engaged in
economic and social activities (LUPHART 1984, MATTEN and MoOON 2008).
Consequently, the US system leaves more incentives and opportunities for
companies to assume comparatively explicit responsibility.

Against this background, MATTEN and MOON (2008) mention explicit CSR in the US
and implicit CSR in Europe. Explicit CSR refers to corporate policies that convey
responsibility for certain societal interests; this responsibility normally consists of
companies’ voluntary programs and strategies that combine social and business
value, and address issues perceived as part of the company’s social responsibility.
Implicit CSR, on the other hand, refers to companies’ role within the wider formal
and informal institutions to address society’s interests and concerns. Implicit CSR
normally consists of values, norms, and rules that result in companies being
(mandatorily and customarily) required to address stakeholder issues and that define
corporate actors’ appropriate obligations in collective rather than individual terms.
MATTEN and MOON (2008) argue that US corporations tend to provide more CSR
information, as this provides them with the opportunity to distinguish themselves
from their competitors. Such an explicit CSR disclosure is the result of a
corporation’s deliberate, voluntary, and often strategic decision. On the other hand,
Continental European firms operate in an environment in which CSR is not seen as a
voluntary and deliberate corporate decision but as a reaction to, or a reflection of, a
corporation’s institutional environment (MATTEN and MOON 2008).

Differences in the CSR environment are likely to affect voluntary CSR disclosures,
since, at the very least, cultural aspects influence the issues which companies select
as worthy of disclosure (KOLK et al. 2001, LANGLOIS and SCHLEGELMILCH 1990,
MATTEN and MOON 2008). Specifically, we argue that organizational practices (in
our case, voluntary CSR disclosures) change when companies start operating and
financing (part of) their organization in a different institutional environment
(MATTEN and MOON 2008). Empirical evidence supports this notion; for example,
BANCEL and MitTOoO0 (2001) find that European companies disclose more
information when they are cross-listed on a US stock exchange, suggesting that
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disclosure levels change when companies move into different institutional
environments. Since CSR disclosures tend to be more pervasive in the US," we
hypothesize that companies provide more CSR information when they deal with US
stakeholders:

H4: CSR disclosure is positively associated with a company’s relationship with
its US stakeholders.

2.3. Control variables

Stakeholder pressures, as well as the resulting political costs are influenced by the
industry to which a company belongs (BRAMMER and MILLINGTON 2006,
VERRECCHIA 1983). For instance, companies with a high environmental impact
receive more attention from environmental lobby groups; these groups try to
influence politicians and the general public to impose costs on those firms with poor
environmental performance. Consequently, these firms have more incentives to
disclose CSR information in general and environmental information in particular to
reduce the impending costs (DEEGAN and GORDON 1996). For instance, chemical
companies are likely to be more sensitive about disclosures to the public than
companies in most other industries (MEEK et al. 1995). Previous literature confirms
that industry membership is associated with corporate disclosures (COWEN et al.
1987, DEEGAN and GORDON 1996, HOLDER-WEBB et al. 2008, MEEK et al. 1995,
OVERFELT et al. 2010, PATTEN 1991). Consequently, we use industry membership as
a control variable.

Firm size is our second control variable. Large firms tend to be more visible to the
public and tend to be subject to greater political and regulatory pressures from
external interest groups (GODFREY et al. 2009, MEEK et al. 1995, ROBERTS 1992,
WATTS and ZIMMERMANN 1978, 1986 and 1990). To reduce these (potential)
political costs, large firms disclose more information to demonstrate that their actions
are legitimate and consistent with good corporate citizenship (BRAMMER and
PAVELIN 2006). Furthermore, larger organizations are more likely to use formal
channels of communication (e.g., annual reports or other corporate documentation) to
disseminate CSR information (BRAMMER and PAVELIN 2006). Previous empirical
studies confirm the association between firm size and the level of CSR disclosures
(e.g. CHO et al. 2009, CORMIER and GORDON 2001, COWEN et al. 1987, DEEGAN and
GORDON 1996, DOWLING and PFEFFER 1975, GRAY et al. 1995a, HOLDER-WEBB et

' Note that there are also considerable differences with regard to the required disclosures across
European countries. For example, in the Netherlands, more than 200 firms with a significant
environmental impact are required to publish environmental reports. This legal obligation strongly
influences disclosure levels, since the relevant companies disclose much more CSR information
than their counterparts (KOLK et al. 2001). However, firms in our sample are not required to
disclose information; therefore, we expect that those with a US listing will tend to provide more
CSR information to comply with customary US disclosure patterns.
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al. 2008, MEEK et al. 1995, PATTEN 1991, ROBERTS 1992). Finally, we use year
dummies to control for time effects.

3. Design of the study and methodology
3.1. Sample construction

Our analysis focuses on Germany for two reasons: comparability (i.e. exclusion of
institutional  differences between countries) and the voluntary disclosure
environment. As pointed out earlier, CSR and, thus, CSR disclosure differ between
countries (MATTEN and MOON 2008, VAN DER LAAN-SMITH et al. 2005). To generate
a homogenous dataset, we decided to concentrate on corporations with an identical
political and societal background — thus on companies from the same country. We
chose Germany as it has no official regulation on how to report on social and
environmental aspects. Therefore, CSR disclosure is completely voluntary.

We focus on the German DAX, MDAX, and SDAX. These three indexes include the
130 largest listed German companies. Our sample focuses on the index composition
as at the end of 2008. We consider four reporting periods'' between 2005 and 2008;
this results in 520 firm-year observations. We only consider reports provided in
English (all companies in the sample provide their reports in English as well as in
German). Since some companies’ reports are not available for all the years (for
instance, if a company entered one of the indices after 2006), our sample was
reduced by 35 observations. Furthermore, we lost 15 observations due to other
missing information, for example, on the shareholder structure. Our final dataset
consists of a total of 470 firm-year observations.

3.2. Identification of keywords

As pointed out in Chapter I, we used word-based content analysis to quantify the
amount of CSR information in the reports. In line with previous research (GUTHRIE
et al. 2008, GUTHRIE AND FARNETI 2008, HOLDER-WEBB et al. 2008), we derived the
keywords for our content analysis from the framework of the GLOBAL REPORTING
INITIATIVE (GRI). Although it is not free from criticism, the GRI is regarded as the
most relevant institution in the context of CSR disclosure (MONEVA et al. 2006) and
is often referred to as the global standard. Owing to the voluntary nature of the
guidelines, organizations have the flexibility to decide what information to disclose.
The GRI guidelines cover all aspects of CSR, as they consider an economic,
environmental, and a social perspective. Since companies are obliged to disclose

""" The SDAX’s composition changes very frequently, as companies continuously enter or leave the
index. Considering more than four reporting periods in our analysis would therefore have
disproportionately shortened the number of observations in the sample.
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financial and, thus, economic information, we only incorporate the environmental
and social perspectives in our coding framework.

The GRI guidelines provide indicators of all three CSR perspectives. These
indicators can be split into core indicators and additional ones. Core indicators are of
interest to most stakeholders, and are therefore relevant for most companies, while
additional indicators are only of interest to some stakeholders and companies (GRI
2010). We derived the keywords for our analysis from the core indicators by defining
one or more keywords for every indicator, thus considering the singular and plural
forms (“equal opportunity” / “equal opportunities”), as well as British and American
English (“labour” / “labor”). By having derived the keywords from a well-grounded
framework like the GRI guidelines, we improve the results’ validity, as the
guidelines can be assumed to reflect CSR’s “real meaning.” As shown in Table 1, we
finally obtain a total number of 32 keywords.

Keywords

Environmental Social

Recycled Employment

Energy consumption Employee turnover
Biodiversity Collective bargaining
Emissions Collective agreements
Effluents Occupational health
Waste Occupational safety
Spills Training

Environmental impacts  Diversity
Equal opportunities
Human rights
Discrimination
Freedom of association
Child labor
Forced labor
Compulsory labor
Community
Corruption
Public policy
Compliance
Fines
Sanctions
Product responsibility
Customer health
Customer safety

Table 1: Keywords for the content analysis derived from the GRI framework

3.3. Medium of analysis (communication channel)

We focus on reports provided proactively on the companies’ website. In general,
there are different ways of disclosing information on CSR. First, companies may
integrate CSR-related aspects into their annual/financial reports by enhancing these
reports. Second, companies may provide special/separate CSR or sustainability
reports (in addition to their annual reports). Companies may also provide information
on CSR-related issues through various corporate reports, for example, through
separate financial, environmental, social, and human capital reports. Finally,
companies may use other media, for example, press releases, to disclose CSR-related
information. In this analysis, we concentrate on the first three possibilities, thus
taking the most important communication channels for CSR disclosure into account.
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3.4. Dependent variables: CSR disclosure

Our first variable of interest is whether companies provide a separate CSR report
(denoted CSRR), as it can be assumed that companies disclose more CSR
information if they provide special CSR reports. CSRR is a dummy variable that
indicates whether or not a separate CSR report is provided in the corresponding year
(‘1I” indicates a separate report, ‘0’ otherwise). We derived the other three variables
from the reports provided by the sample companies. We compiled three variables
extracted from the provided reports'? by using content analysis based on the defined
keywords:

CSRTOT = CSRENV + CSRSOC

where CSRTOT is the total quantity of CSR disclosure, CSRENV is the amount of
environmental disclosure, and CSRSOC the amount of social disclosure (i.e. the total
number of keywords found in the analyzed reports). The three variables are identified
for each of the companies by a summary of all the relevant reports’ results in a
specific year. For example: if a company provides an annual as well as a CSR report
in a year, we summarize the content analysis results for both reports to achieve the
total disclosure indexes for each company. Thus, the indexes reflect the number of
hits when searching for all keywords in each category.

3.5. Independent variables: Determinants and control variables

Company visibility (VISIBILITY) is closely related to the media attention a
company receives. We measure visibility by counting the number of hits when
searching for the companies’ names" on the Handelsblatt newspaper’s website
(HANDELSBLATT 2009). The Handelsblatt is the most important German newspaper
in terms of business press with the highest impact due to its national coverage and its
importance for investment communities.*

Profitability is measured by the ratio “return on invested capital” (ROIC) provided
by THOMSON ONE BANKER (2009)."> We use the freefloat in percentage of common
shares (FREEFLOAT) as a measure for the companies’ dispersion regarding its share
ownership structure. This information was taken from the website of DEUTSCHE

In total, we analyzed 592 documents with a total of 88,469 report pages.

We used the companies’ names as provided on the DEUTSCHE BOERSE AG website (DEUTSCHE
BOERSE 2010).

To validate the VISIBILITY measure, we repeated the previously described analysis in respect of
the Financial Times Deutschland and the Wall Street Journal. The correlation analysis indicates
that the three visibility measures are closely correlated, adding to our measure’s validity.

According to THOMSON ONE BANKER (2010), ROIC is calculated as follows: ROIC = (Net Income
before Preferred Dividends + Interest Expense on Debt - Interest Capitalized) / ((Last Year's Total
Capital + Last Year's Short Term Debt & Current Portion of Long Term Debt) + (Current Year's
Total Capital + Current Year's Short Term Debt & Current Portion of Long Term Debt)/2) * 100.
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BOERSE (2010). We use the listing at a US stock exchange as an indicator of the
companies’ relationship with their US stakeholders'®; a ‘1’ indicates that the
corresponding company is listed at a US stock exchange and ‘0’ that it is not
(USLISTED). We obtained this information from the companies’ websites or by
directly contacting the relevant company.

We used the classification provided by DEUTSCHE BOERSE (2010) to classify the
sample companies into 18 industries (see Table 16 in the Appendix); dummy
variables are used to distinguish between industries. We employ two measures for
the companies’ size, as we expect them to affect the disclosure activities in the
different CSR categories: the number of employees (EMPLOYEES) and the amount
of total assets (TOTASSETS). The number of employees in each year and company
is available on the DEUTSCHE BOERSE AG website (DEUTSCHE BOERSE 2010); We
assume that this measure is likely to be associated with social disclosures. The
amount of total assets is available from THOMSON ONE BANKER (2009); as total
assets may be a proxy for environmental impact, it is likely that this measure is
associated with environmental disclosures.'” Table 2 offers a summary of the data
sources, the dependent and independent variables, and abbreviations.

Measure

Variable Abbreviation Explanation Source

Provision of separate CSR reports CSRR Provided reports (1/0), dependent Downloaded from the companies website

Total disclosure index CSRTOT Content analysis, dependent Provided reports

Environmental disclosure index CSRENV Content analysis, dependent Provided reports

Social disclosure index CSRSOC Content analysis, dependent Provided reports

Industry classification 1/0, independent DEUTSCHE BOERSE (www.boerse-frankfurt.com)

Company's size EMPLOYEES Number of employees, independent DEUTSCHE BOERSE (www.boerse-frankfurt.com)
TOTASSETS Total assets, independent Thomson One Banker

Visibility VISIBILITY Hits when searching for the company's name, HANDELSBLATT (www.handelsblatt.com)

independent

Profitability ROIC Return on invested capital, independent Thomson One Banker (http://banker.thomsonib.com/)

Shareholder structure FREEFLOAT Freefloat in percentage of shares, independent DEUTSCHE BOERSE (www.boerse-frankfurt.com)

Relationship to US stakeholders USLISTED Listing at US stock exchange (1/0), independent From the companies' websites

Table 2: Source of data

3.6. Regression analysis

We use a Probit estimation for models that have CSRR as a dependent variable. This
provides a consistent estimation of the probability that the binary dependent variable
will have a value of one (i.e. that the firm provides a CSR report) contingent upon
the independent variables. We use ordinary least squares regressions for models that
have CSR disclosure levels as dependent variables (CSRTOT, CSRENV and
CSRSOC). We estimate our models as described below:

CSRR = f(VISIBILITY; ROIC; FREEFLOAT; USLISTING; IND; SIZE; YR)

Alternatively, we could have used sales in the US as a proxy. We decided to use US stock listing
as the literature (e.g., BANCEL and MITTOO 2001) suggests that foreign listings are key for
increasing visibility, prestige and image in other markets, for growth of the shareholder base /
appeal to foreign investors, and for implementing a global strategy. Thus, we consider the US
listing as a proxy for US stakeholders’ involvement.

Companies with high total assets are generally from the manufacturing and energy supplying
industry.
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respectively
CSRDISC = f(VISIBILITY; ROIC; FREEFLOAT; USLISTING; IND; SIZE; YR)

where CSRR is a CSR report variable (‘1 if the company produces a CSR report, ‘0’
otherwise); CSRDISC is a CSR disclosure index extracted by means of content
analysis (for respectively CSRTOT, total amount of disclosure; CSRENV, total
amount of environmental disclosures; and CSRSOC, total amount of social
disclosures); VISIBILITY is the Number of hits found for the companies’ names at
www. handelsblatt.com; ROIC represents profitability measured by return on invested
capital; FREEFLOAT measures the shareholder structure by percentage of common
shares in the freefloat; USLISTING is a measure for the companies’ relationship
with US stakeholders (measured by means of the US listing, yes or no); IND
represent industry dummies for 18 industries respectively (‘BANKS’ is the
benchmark); SIZE means firm size, measured by the number of employees or by the
amount of total assets respectively; YR represents year dummies for 2007-2009
respectively (2006 is the benchmark).

4. Results and discussion
4.1. Descriptive statistics and correlations

Table 3 indicates that the dispersion of most variables is on an acceptable level. To
reduce skewness and kurtosis, we take the log of the variables EMPLOYEES and
TOTASSETS (labeled ‘logEMPL’ and ‘logTA”).

N Min Max Mean Std. Deviation Skewness Kurtosis

Statistic Statistic Statistic Statistic Statistic Statistic Std. Error Statistic Std. Error
CSRTOT 484 9 637 129 148.57 1.95 0.11 3.13 0.22
CSRENV 484 0 271 59 68.93 1.59 0.1 1.82 0.22
CSRSOC 484 5 376 68 85.87 224 0.1 4.37 0.22
VISIBILITY 484 42 57916 7317 15708.19 2.60 0.1 524 0.22
ROIC 482 -13.21 40.62 10.49 9.98 0.58 0.1 1.62 0.22
FREEFLOAT 476 0.05 1 0.65 0.27 -0.24 0.11 -1.06 0.22
TOTASSETS (Scale = 1 Mio.) 483 178.21 262215 24706.36 57202.00 2.99 0.1 8.31 0.22
logTA 483 2.25 5.42 3.53 0.85 0.64 0.1 -0.45 0.22
EMPLOYEES 484 46 324875 36580 69008.17 2.93 0.11 8.40 0.22
logEMPL 484 1.66 5.51 3.89 0.88 -0.40 0.1 -0.02 0.22
Valid N 470

Table 3: Descriptive statistics after truncation at the 2.5 level

The results of our content analysis show that the amount of CSR disclosure is
increasing over time (see Figure 6). The number of CSR reports that the companies
in our sample provide (CSRR) increased from 14 in 2006 to 26 in 2009. The total
disclosure index (CSRTOT) increased from 10,050 hits in 2006 to more than 21,650
hits in 2009."® This development is displayed in Figure 6, which also divides the total
disclosure index into social and environmental disclosures.'” Our findings are

'8 Over the same period, the average number of pages in the analyzed reports increased from 160 in
2006 to 204 in 2009 (per company-year observation).

' For more descriptive results of the content analysis see Figure 13 - Figure 19 in the appendix.
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consistent with most other studies on CSR disclosure (e.g. GRAY et al. 2001, KOLK
2005, MATTEN and MOON 2008). They suggest that (German) companies are
increasingly becoming aware of CSR disclosures’ positive effects on their political
costs.
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101 ,,;’;' -=- === Social Disclsoure
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5 5000 =
0 - T T T 0 T T T 1
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Number of CSR reports provided by the companies Contentanalysis based on keywords: number of hits for all companies
in the sample and all reports

Figure 6: Descriptive results of the content analysis (CSR)

Table 4 shows the Pearson correlations for the disclosure indexes, the independent
variables, and the control variables. The correlations between the independent
variables provide no indication of multicollinearity, as no bivariate correlation
exceeds the value of 0.9 (CHENG et al. 2007, FARRAR and GLAUBER 1967, HAIR et al.
2010, PENG and BEAMISH 2008, ROBERTS 1992).

With the exception of the profitability measure, the correlation matrix reveals a
positive interrelation between all the disclosure indices and the independent
variables, which is consistent with our hypotheses. Firm size is also associated with
all the disclosure indices. Furthermore, the Pearson correlations reveal strong
industry effects, as companies from “polluting industries” (e.g. CHEMI, UTILI, and
AUTOM) disclose a great deal of CSR information.

* However, in order to ensure that there is no multicollinearity, we performed an additional test by
calculating the variance inflation factor (VIF) for all the variables where the bivariate correlations
exceed the value of 0.5. The results indicate that all VIF factors are well below the tolerance
values of 10, indicating that multicollinearity is not an issue in our analyses (HAIR et al. 2010,
ROBERTS 1992).
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CSRR CSRTOT CSRENV CSRSOC _ VISIBILITY ROIC FREEFLOAT USLISTED  logEMPL logTA
CSRR Pearson Correlation 4
Sig. (2-tailed)
CSRTOT Pearson Correlation 768" 1
Sig. (2-tailed) .000
CSRENV Pearson Correlation 644" 907" 1
Sig. (2-tailed) .000 .000
CSRSOC Pearson Correlation 770" 932" 707" 1
Sig. (2-tailed) .000 000 000
VISIBILITY Pearson Correlation 166" .054 -.057 147" 1
Sig. (2-tailed) .000 234 211 .001
ROIC Pearson Correlation -.030 -.004 .042 -.044 -196** 1
Sig. (2-tailed) 518 937 .360 .331 .000
FREEFLOAT  Pearson Correlation 217" 195" 144" 206" 116 -.089 1
Sig. (2-tailed) .000 .000 .002 .000 011 .052
USLISTED  Pearson Correlation 3207 281" 1547 359" 168" -097* 099" 1
Sig. (2-tailed) .000 .000 .001 .000 .000 .034 .030
logEMPL Pearson Correlation 454" 544" 463" 556" -.022 -.097* 142" 365" 1
Sig. (2-tailed) .000 .000 .000 .000 622 .033 .002 .000
logTA Pearson Correlation 499" 510" 365" 578" 348" -.225* 152" 475" 723" 1
Sig. (2-tailed) .000 .000 .000 .000 .000 .000 .001 .000 .000
AUTOM Pearson Correlation .075 184" 222" A277 -.046 -.056 -.082 A71” 2357 1397
Sig. (2-tailed) .099 .000 .000 .005 .316 220 .074 .000 .000 .002
BANKS Pearson Correlation .069 .018 -.080 100 383" -1497 -.000 105 .081 360"
Sig. (2-tailed) 129 .688 .079 .028 .000 .001 .993 021 .076 .000
BASIC Pearson Correlation -.033 .014 .045 -.039 -.066 148" -.037 -.048 -.017 -.047
Sig. (2-tailed) 474 762 323 391 145 .001 422 .296 704 299
CHEMI Pearson Correlation 100" 234" 334" 138" -123" 35" 148" -100° 047 -.007
Sig. (2-tailed) .028 .000 .000 .002 .007 .003 .001 .028 .301 872
CONSU Pearson Correlation 128" 070 -013 112 -.085 .087 -115° -076 -012 -129"
Sig. (2-tailed) .005 122 .780 .014 .061 .058 .012 .095 .785 .005
CONSTR Pearson Correlation .049 177 2027 .022 -.083 -.026 -.032 -.063 115 .043
Sig. (2-tailed) .280 .010 .000 .627 .069 561 482 166 .011 .347
FINAN Pearson Correlation -163" -262" -205" -209” 279" -.033 041 -123" -561" -150"
Sig. (2-tailed) .000 .000 .000 .000 .000 465 372 .007 .000 .001
FOODB Pearson Correlation -.004 -.017 .020 -.043 -.041 -.069 -103" -.028 .040 .039
Sig. (2-tailed) .362 714 .655 344 374 132 .025 532 .384 .395
INDUS Pearson Correlation -123" -.094" -.048 -112" -2217 .066 .001 -113 014 -199"
Sig. (2-tailed) .007 .040 .288 .014 .000 149 .829 .013 754 .000
INSUR Pearson Correlation 104 -.036 -.046 -.021 -.008 -.059 105 324" .087 294"
Sig. (2-tailed) .023 435 313 .645 .864 197 .022 .000 .056 .000
MEDIA Pearson Correlation -104" -147" -168" -113° .074 -.066 -104" -.071 -179" -140"
Sig. (2-tailed) .022 .001 .000 .013 105 149 .023 17 .000 .002
PHARM Pearson Correlation -.071 -.044 -.052 -.028 -.108" -.031 228" .040 .085 -.032
Sig. (2-tailed) 116 .333 249 .536 017 500 .000 378 .063 484
RETAI Pearson Correlation -.026 -.099 -140" -.053 -.072 017 -145" -.080 .083 -.052
Sig. (2-tailed) .568 .029 .002 .240 115 703 .001 .078 .069 .250
SOFTW Pearson Correlation .019 .004 -.059 .056 -.015 166" .016 292" .076 .053
Sig. (2-tailed) 676 935 199 222 749 .000 728 .000 .095 248
TECHN Pearson Correlation -.036 -.030 -.049 -.011 -.003 -133" 102" 253" .065 .039
Sig. (2-tailed) 430 .506 278 .810 941 .003 .025 .000 151 391
TELEC Pearson Correlation .080 102" 040 144" 204" -.048 012 292" 154" 166"
Sig. (2-tailed) .080 .025 .381 .002 .000 297 795 .000 .000 .000
TRANS Pearson Correlation .065 029 .005 .053 1417 -.079 -100 -.080 094 .082
Sig. (2-tailed) 154 .518 .908 .247 .002 .082 .029 .078 .038 .070
uTILI Pearson Correlation 188" 228" 245" 197" -.015 -.016 .021 147" 1217 198"
Sig. (2-tailed) .000 .000 .000 .000 734 723 .642 .001 .008 .000

*significant at the .05 level
**significant at the .01 level

Table 4: Correlations — CSR disclosure, independent and control variables

4.2. Regression analysis

While the descriptives and correlation analysis provide some insights into the
average level and the univariate relations between the variables, we are interested in
their joint effects. We applied regression analysis to estimate these effects, using the
disclosure indices as the dependent variables. Table 5 presents our main results.

The results in Table 5 are mostly in line with our hypotheses. Consistent with H1 is
that the companies’ visibility is positively associated with CSR disclosure (p<0.10
for all dependent variables). Our second hypothesis is only partially confirmed:
profitability is associated with more environmental disclosures (p<0.10), but this
doesn’t affect the total or social disclosures (p>0.10). H3 is confirmed by our results:
the shareholder structure determines CSR disclosures. Thus, the higher the
percentage of freefloat, the more a company discloses information on its social and
environmental performance. Finally, a company’s relationship with US stakeholders
(H4) affects all the disclosure indices (p<0.10): companies apparently adjust their
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disclosure practices when they operate in distinctively different business
environments.

(A) (B) (C) (D) ()
Hypotheses CSRR CSRTOT CSRENV (1) CSRENV (2) CSRSOC
(expected effect) Coefficient  Prob.  Coefficient ~ Prob.  Coefficient Prob.  Coefficient Prob.  Coefficient  Prob.

Constant T14.84 o . o Yy
VISIBILITY H1 (+) .00 ** .09 * .09 ** .03 .08 *
ROIC H2 (+) .035 .054 .06 * .08 ** .04
FREEFLOAT H3 (+) 2,22 *** A3 .08 ** .09 ** 14
USLISTED H4 (+) 1.46 ** 22 A2 .09 ** .28 ***
logEMPL (+) 2,19 *** 45 31 .52 ***
logTA (+) .36 ***
AUTOM .136 A3 31 44 B+ -.03
BASIC .835 .08 * AT 23 -.02
CHEMI 1.59 .29 *** 51 .63 10
CONSU 3.23 ** 18 19 31 A4+
CONSTR 1.30 16 *** .33 42 -.02
FINAN -.398 10 A4 A9 .06
FOODB -17.356 .02 10 ** A3 -.04
INDUS .345 .10 .30 *** .52 *** -.07
INSUR .542 -10 ** .01 .00 -7
MEDIA -16.60 .04 .07 16 *** .00
PHARM -1.10 -.02 .10 22 -1
RETAI .369 -.01 .05 A7 -.05
SOFTW -1.36 -07 * -.06 -.01 -.08 *
TECHN -21.15 =10 *** -.05 .00 -13 M
TELEC -3.34 ** -.03 .00 .05 -.05
TRANS .27 .09 AT .28 ¥ .02
UTILI 2.08 19 .30 ¥ .33 .08 *
YRO7 .85 A2 A2 A1 A1
YRO8 .57 A2 A3 A1 A1
YR09 1.26 ** 22 19 18 21
Nagelkerke R-squared .58
Chi-squared (Prob.) 204.16 (***)
Adjusted R-squared 48 48 .50 AT
F-value (Prob.) 18.05 (***) 18.36 (***) 19.58 (***) 17.97 (**)
N 473 472 472 472 472

* significant at the .1 level

** significant at the .05 level

*** significant at the .01 level

Column (A) contains the results of the logistic regression using CSRR (provision of separate CSR report, yes or no) as the dependent variable. Column (B)
shows the results of the regression analysis with the total disclosure (CSRTOT) as the dependent variable. Columns (C) and (D) contain the results of the
regression analysis for the environmental disclosure index with two different measures for firm size: (C) uses the number of employees (logEMPL) while
(D) uses the amount of total assets (logTA) as measures for size. Column (E) illustrates the results for the equation using the social disclosure index as
the dependent variable.

Legend: CSRR = CSR report available; CSRTOT = total amount of disclosure; CSRENV = total amount of environmental disclosures; CSRSOC = total
amount of social disclosures; VISIBILITY = number of hits found for the companies' name at www.handelsblatt.com; ROIC = profitability measured by
return on invested capital; FREEFLOAT = shareholder structure by percentage of common shares in the freefloat; USLISTED = relationship with US
stakeholders measured by means of the US listing; logEMPL = size, measured by the number of employees; logTA = size, measured by total assets;
AUTOM = industry dummy (automobile manufacturers); BASIC = industry dummy (basic resources); CHEMI = industry dummy (chemicals); CONSU =
industry dummy (consumer); CONSTR = industry dummy (construction); FINAN = industry dummy (financial services); FOODB = industry dummy (food &
beverage); INDUS = industry dummy (industrial); INSUR = industry dummy (insurance); MEDIA = industry dummy (media); PHARM = industry dummy

(pharma); RETAI = industry dummy (retail); SOFTW = industry dummy (software); TECHN = industry dummy (technology); TELEC = industry dummy
(telecommunication); TRANS = industry dummy (transportation & logistics); UTILI = industry dummy (utilities); YRO7-YR09 = year dummies for 2007-2009;

Table 5: Regression analysis — determinants of CSR disclosure

Consistent with some earlier work (e.g. BRAMMER and PAVELIN 2006, ROBERTS
1992), our models provide evidence of a significant systematic variation across
industries regarding their propensity to make CSR disclosures. In particular, we find
that companies from so-called “polluting sectors” provide more information on
environmental issues (such as the automobile, basic resources, chemical,
construction, transportation/logistics industries; all p<0.10). These companies have a
long tradition of (and experience with) CSR campaigns, as they have been
confronted with powerful stakeholders from the environmental movement since the
early 1980s. Accordingly, they proactively disclose much information on their
environmental performance to reduce the possible political costs arising from their
despised activities (DEEGAN and GORDON 1996, MEEK et al. 1995).
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Companies from the consumer industry and the energy supplying industries disclose
more information on all CSR aspects. As consumer industry companies normally
have an exposed public position (most of them sell their goods to end consumers),
they have strong incentives to reduce their political costs through CSR disclosures.
Companies from energy supplying industries may face all kinds of external pressure
groups as a result of the nuclear power debate in Germany; this may have pressured
them to disclose more CSR information.

Companies in the service sector (such as insurance, software, and the technology
industry) generally tend to disclose less CSR information (p<0.10). While this is
understandable given their lower environmental impact, it is rather surprising that
companies in these industries also provide less information on social issues, if one
considers that their employees are likely to be a key asset. One reason for this
apparent lack of disclosure may be that the keywords we used relate to issues that are
more salient in production industries (e.g., occupational health and safety, product
responsibility).

The results also show that a company’s size (specifically, the number of employees)
affects CSR disclosures (p<0.10). In addition, the amount of total assets (logTA)
affects environmental disclosure. This finding may be due to industry effects, since,
in general, companies with high total assets belong to polluting industries.

Our findings are mostly consistent with certain earlier works on environmental
disclosures in other countries (e.g. CHEN and BOUVAIN 2009, BRAMMER and
PAVELIN 2006) and on executive pay disclosures in Germany (e.g. CHIZEMA 2008).
In addition, our results are also largely consistent with our hypotheses derived from
political cost theory, which suggests that companies disclose information to reduce
potential regulation and taxation (WATTS and ZIMMERMANN 1978). However, our
findings also suggest that environmental and social disclosures are driven by
somewhat different stakeholder groups as reflected in different firm characteristics.
For example, firms in “polluting sectors” tend to have relatively high levels of
environmental disclosure, but similar levels of social disclosure. This may reflect
pressures from different stakeholder groups: firms in “polluting sectors” may be
monitored by environmental groups, while firms in consumer sectors may be more
closely monitored by consumer groups. Similarly, firm profitability is associated
with higher environmental disclosures but not with social disclosures. This may be
due to historical developments: companies in “polluting industries” have been
confronted with powerful stakeholders for a long time, while Western consumers
only seem to have been concerned with labor practices since the latter part of the
1990s (ISLAM and DEEGAN 2010). Longitudinal studies may provide more insight
into these issues.
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5. Summary and conclusion

Economists have for long tried to determine the reasons for companies voluntarily
disclosing information on environmental and social aspects. We rely on the political
cost theory (WATTS and ZIMMERMANN 1978) to argue that companies report on CSR
for economic reasons: they try to reduce their political costs by providing
information on their social responsibility (FIELDS et al. 2001). Even though some
researchers argue that the political cost hypothesis does not fully and satisfactorily
explain the reasons for voluntary (CSR) disclosure (MILNE 2002), we believe that its
assumption provides at least some explanation for companies voluntarily disclosing
CSR information.

We identify a number of firm-specific factors which are likely to act as proxies for
political costs and, as such, are likely to be related to a company’s willingness to
voluntarily disclose CSR information. On the basis of the GRI framework’s core
indicators, we apply content analysis to detect the amount and content of CSR
information provided by the 130 largest listed companies in Germany.

Our results show that CSR disclosure is positively associated with higher company
visibility, a more dispersed shareholder ownership structure, and US cross-listing (a
proxy for US stakeholders’ interest in the company). Profitability only affects CSR
disclosure’s environmental dimension. Furthermore, our results show that CSR
disclosure is affected by industry membership and firm size: companies from
“polluting industries” tend to have a higher level of environmental disclosures.
Finally, big companies disclose more than small companies.

These results are mostly consistent with the political cost theory, from which we
derive our hypotheses. That is, firms appear to disclose CSR information to reduce
the potential impact of additional regulation, taxes, and other activities that may
negatively affect the firm’s value. Failure to remove information asymmetries (i.e.
lower disclosure) may result in more occupational safety regulations, higher anti-
pollution taxes, and consumer boycotts that may reduce the firm’s value.

Our results also suggest that there are some differences in the disclosure dimensions:
environmental disclosures appear to be driven by somewhat different firm
characteristics than social disclosures. A potential reason is that these factors relate to
different stakeholder groups; for example, environmental stakeholder groups may
emphasize environmental disclosure while consumer groups may emphasize labor
practices. Over time, societal expectations regarding what is considered “appropriate
behavior” may evolve; consequently, CSR disclosures may also evolve over time as
different stakeholder groups gain or lose power. One avenue that further research
could explore is different stakeholder groups’ rise and fall, and the disclosure
practices of companies responding to these dynamics in their stakeholder
environment.
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As with all empirical studies, this study is subject to limitations. First of all, the
industry classification is open to criticism, as some industries are represented by only
three or fewer companies. Second, since only one country is researched, the cultural
aspects can’t be generalized. Third, content analysis also has its limitations: using
keywords as units of analysis may be an inappropriate methodology, as these words
are detached from their textual background. While we account for unusual scores in
some reports, our results may have been affected by our methodology. Finally,
deriving the keywords for the content analysis from the GR/ guidelines is not free of
risk, as the guidelines might not capture all of the relevant CSR aspects (MONEVA et
al. 2000).

Despite these limitations, we believe that our results provide interesting insights into
the determinants of CSR disclosure. In addition to the limitations mentioned
previously, there are other opportunities in the field of CSR disclosure. For example,
a broader set of variables that can act as proxies for other stakeholder groups could
be considered as possible determinants of CSR disclosure. On the other hand, the
receivers of information have to be integrated into the research in order to analyze
the linkage between neo-classical theory and CSR disclosure. That is, the effects of
the disclosed information on the companies’ stakeholders, in general, and their
shareholders, in particular, need to be examined.






Chapter I1I:
The value-relevance of CSR information>!

*l' This chapter has been written together with KLAUS MOLLER (Professor for Performance
Management/Controlling, Institute of Accounting, Control and Auditing, University of St. Gallen,
Switzerland) and FRANK VERBEETEN (Rotterdam School of Management, Department of
Accounting and Control, Erasmus University Rotterdam, The Netherlands).
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1. Introduction

Corporate social responsibility (CSR) refers to a company’s voluntary contribution to
sustainable development which goes beyond legal requirements. During the last
decade, several papers (e.g. GELB and STRAWSER 2001, GRAY et al. 2001) have
documented an increase in CSR (media) campaigns and in corresponding reporting
activities. Today, (large) companies spend a great deal of effort and money on
disclosing information on their social and environmental performance. Even if these
reporting activities are primarily directed to stakeholders others than (potential)
owners of the firm, for various reasons the disclosed information might also be of
interest for equity investors. Efficient capital market theory suggests that investors
will use all relevant information when making their decisions on whether to buy or
sell a company’s shares. Consequently, the disclosed CSR information should be
reflected in the companies’ share price® (FAMA 1970 and 1991, FAMA et al. 1969).

An empirical question is whether the provided CSR information is relevant for equity
investors, and if so, which information is ‘value-relevant’. That is, CSR information
may address the information needs of other stakeholders in the company (suppliers,
unions) rather than the needs of shareholders; in that case, CSR information may be
irrelevant to stock prices. CSR information might also provide information on
liabilities of the company (for example with regard to environmental damages). On
the contrary, CSR information may also inform investors about the unique
capabilities of the companies’ workforce or about their cost effective environmental
management practices; in that case, CSR information provides information on the
assets of the company. Finally, CSR disclosures may be considered as unreliable
since management has considerable freedom in what sort of CSR information they
disclose (and this information tends to be unaudited). As a result, investors may
consider this information unreliable and do not include it in the stock price.
Depending on the perceived reliability and relevance of the disclosed information,
stock prices may be affected by CSR disclosures.

The purpose of this paper is to analyze whether CSR information voluntarily
disclosed by German companies is valued by the capital markets, and if so, which
specific information is value-relevant. We construct a CSR disclosure index based on
the Global Reporting Initiative (GRI) guidelines and extracted from the reports by
means of content analysis. We interpret this disclosure index as ‘other information’
that can be included in standard valuation models, and then test whether this
information is value-relevant. Our results are consistent with our hypotheses:
Providing special reports with CSR information has a positive association with share
price. Additionally, social disclosures are also positively reflected in firm value. On
the other hand, environmental reporting negatively influences firm value — but it is

22 Pplease note that we use the terms ,share price®, ,.firm value®“ and ,company value*
interchangeably .
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positively related to changes in share price. Consequently, CSR information is value-
relevant while the value-relevance of CSR information categories differs.

Our study contributes to a greater understanding of CSR disclosures’ implications on
the capital markets, especially with regard to market value.” First, we provide
evidence on CSR-disclosures in Germany. Germany is an interesting setting as
companies are not required to disclose CSR information. Therefore, the provision of
CSR information is voluntary and free of regulation. In other European countries,
there are more demands regarding the provision of CSR information. Moreover, in
some countries there exist certain requirements regarding CSR disclosure, e.g. in the
UK, France, or in the Netherlands. These differences in regulatory environments may
have affected the results from previous studies that have focused on a European
level. Furthermore, former studies have often focused solely on annual reports (e.g.
ANDERSON and FRANKLE 1980, MURRAY et al. 2006). We focus on a broader set of
reports that could provide CSR information. This includes the annual report (which is
mandatory), but also voluntary CSR reports, as well as other specific reports in the
CSR area (e.g., environmental, social, and human capital reports). Additionally,
former studies have often not considered all aspects of CSR, but have focused on
either environmental or social disclosures (e.g. CORMIER and MAGNAN 2007,
DEJEAN and MARTINEZ 2009, GUPTA and GOLDAR 2004, SHANE and SPICER 1983).
As a result, such studies may suffer from omitted variable bias as our analysis
suggests that CSR-disclosures in different areas are interrelated. Those studies taking
both perspectives into consideration have mostly applied one-dimensional measures
(for example the number of pages with CSR information in relation to the total
number of pages; e.g. ANDERSON and FRANKLE 1980, MURRAY et al. 2006). Such
measures do not account for the different facets of CSR. In our study, we consider
both dimensions of CSR disclosure by dividing the provided CSR information in an
environmental as well as in a social component.

This chapter is structured as follows: in the next section, we will review the relevant
theory and derive the hypotheses to be tested in our study. Section 3 contains the
study design and the methodology. Section 4 presents our results together with a
discussion and interpretation of these. The study concludes with a summary, a
description of its limitations and an outlook on further research.

2. Literature review and hypotheses
2.1. CSR and CSR disclosure

Corporate Social Responsibility (CSR) describes a company’s voluntary contribution
to sustainable development which goes beyond the requirements of law (e.g.

' Note that we only focus on disclosures, not on a company’s overall CSR performance. Companies
may have bad social and/or environmental performance but abundant CSR disclosures.
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CARROLL 1999, CRANE and MATTEN 2007, DE BAKKER et al. 2005). Some
economists argue that this behavior might result in higher economic profits
(DyLLICK and HOCKERTS 2002, EPSTEIN and Roy 2001, MACKEY et al. 2007,
PORTER and KRAMER 2006, WADDOCK and GRAVES 1997). Other authors (e.g.
FRIEDMAN 1962, LEVITT 1970) argue that, from an economic perspective, CSR
should not be a company’s basic objective: Companies should only act in a socially
responsible way if the related activities lead to increased economic profits. Any
activities which are not oriented toward this objective are assumed to undermine the
company’s efficiency and to prevent it from fulfilling its chief responsibility
(FRIEDMAN 1962, LEVITT 1970).

Nonetheless, in recent years, a growing awareness of firms in terms of their social
responsibility is becoming apparent (GRAY et al. 2001). This is also reflected in the
increasing number of provided CSR and sustainability reports (GELB and STRAWSER
2001). CSR reporting can be defined as the information voluntarily disclosed by a
company about its environmental impact and about the relationship to its
stakeholders by using corresponding communication channels (ANDERSON and
FRANKLE 1980, GRAY et al. 2001). Stakeholders’ perception regarding a company’s
CSR performance depends, amongst others, on the degree to which the company is
providing information about CSR related issues. Thus, reporting can be significantly
important to inform stakeholders credibly about the company’s social and
environmental performance (MAIGNAN and FERRELL 2004). Moreover, CSR
disclosures can be used to influence external stakeholders and their attitudes in a
specific way which could be beneficial for the disclosing company (FIELDS et al.
2001).

2.2. Value-relevance of CSR information

In general, information is defined as being value-relevant if it has a predicted
association with equity market values (BARTH et al. 2001). Hence, value-relevance
research examines the association between the amount of provided information and
firm values. In line with efficient capital market theory, it is assumed that share
prices reflect investors’ consensus beliefs (BALL and BROWN 1968, BARTH et al.
2001). In recent literature, research on capital markets supports a “semi-strong” form
of market efficiency. That is, prices, on average, are assumed to reflect all publicly
available information (BEAVER 1981, FAMA 1970 and 1991, FAMA et al. 1969).
Therefore, investors will use the disclosed CSR information if it is relevant and
reliable.

Information is relevant if it provides additional insights into the companies’ assets or
liabilities. Following stakeholder theory, CSR disclosures are primarily directed to
stakeholders others than shareholders. Nevertheless, the disclosed information may
also be (value-) relevant for equity investors: It increases their level of information
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by reducing information asymmetries regarding CSR related issues (DIAMOND and
VERRECCHIA 1991, EISENHARDT 1989, HEALY and PALEPU 2001, KiM and
VERRECCHIA 1994). Thus, investors factor the disclosed information and their
presumed consequences into decisions whether or not to buy or to sell the
corresponding firm’s stocks (MACKEY et al. 2007). In at least three areas,
information asymmetries between management and investors are reduced by these
disclosures. In other words, investors may be interested in the disclosed information
for at least three reasons:

= (SR performance (and thus CSR disclosures) may provide an indication for the
company’s long-term financial performance (DYLLICK and HOCKERTS 2002,
EPSTEIN and Roy 2001, PORTER and KRAMER 2006, WADDOCK and GRAVES
1997). Thus, CSR performance can be regarded as an organizational asset and
should be positively associated with firm value.’* This can be assumed in
particular with regard to social issues as success is mainly caused by the
companies’ workforce (GODFREY 2005). A large body of empirical and
conceptual literature endorses this view (e.g. MARGOLIS and WALSH 2003,
MCGUIRE et al. 1988, ORLITZKY et al. 2003, Russo and FouTs 1997, SPICER
1978).

= (CSR can function as a kind of risk management (ARAS and CROWTHER 2009,
GODFREY 2005). By increasing the company’s image and reputation, it can
generate insurance-like moral capital among communities and stakeholders.
Based on the company’s perceived social and environmental performance, this
moral capital can temper penalizing reactions in the case of negative events
(BLACCONIERE and PATTEN 1994, GODFREY 2005, GODFREY et al. 2009).
Investors might be interested in this information: on the one hand it provides
insights into the companies’ risk environment (liability); on the other hand, it
provides insights into the way these risks are managed (asset). Consequently, the
disclosed information can be positively or negatively associated with firm value
- depending on the information’s nature.

= Some investors might consider ethical convictions when making their
investment decisions (CONSOLANDI et al. 2009, MACKEY et al. 2007, RIVOLI
1995). Accordingly, environmental as well as social disclosures might offer an
important source of direct input to these ‘ethical’ investors’ decisions (MURRAY
et al. 2006, OWEN 1990). Since these investors regard CSR performance as an
asset, the disclosed information should be positively reflected in share price.

However, as no official regulation is available on how to report on CSR issues,
management has considerable freedom to decide what information they disclose.

** This argumentation is usually based on stakeholder theory as every stakeholder is assumed to
contribute to the company’s success in a particular way. Therefore, companies should conform to
their stakeholders’ expectations for improving their long-term corporate financial performance
(DONALDSON and PRESTON 1995, FREEMAN 1984, FROOMAN 1999).
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Therefore, companies can use CSR information for window dressing purposes since
CSR information is disclosed unaudited. Thus, investors may consider the provided
information as unreliable which, in turn, may not be part of the companies’ stock
price.

2.3. Hypotheses

Investors use CSR information if this information is relevant and reliable. To be
value-relevant CSR disclosures have to provide additional and reliable information
on the companies’ assets or liabilities, for example on long-term financial
performance, on the companies’ risk environment / management or on ethical
aspects. Conversely, the provided CSR information is value-relevant if it is reflected
in firm value (BALL and BROWN 1968, BARTH et al. 2001). Based on this reasoning,
we assert that:

H1: CSR information is value-relevant to investors.

CSR information in general can positively as well as negatively influence firm value,
depending on the information’s nature. However, the content of information might be
different: while social information might be closely related to aspects of the
companies’ workforce, mainly it may provide information on the companies’ assets.
Environmental information, on the other hand, might be more closely related to the
companies’ liabilities, as, for example, environmental impacts or harmful influences
from environmental pressure groups. In consequence, we suppose that

H2: The value-relevance of CSR information categories differs.

3. Design of the study and methodology

3.1. Sample construction

Our analysis focuses on Germany for two reasons: comparability (i.e. exclusion of
institutional differences) and the voluntary disclosure environment. Since CSR can
be assumed to differ among countries (MATTEN and MOON 2008, VAN DER LAAN-
SMITH et al. 2005), we concentrate on companies with an identical political and
societal background for generating a homogenous dataset. Consequently, we focus
on companies from one and the same country. We chose Germany as it has no
official regulation on how to report on social and environmental aspects.” Therefore,
CSR reporting is completely voluntary.

» Since most of our sample companies operate in more countries than just in Germany, we applied
an additional analysis by controlling for the companies’ interaction with stakeholders /
shareholders from other countries. We used cross-listing on foreign stock exchanges as a proxy for
these interactions. The outcome reveals no significant impact of these interactions on our results.
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We focus on the German DAX, MDAX, and SDAX. These three indexes include the
130 largest listed German companies. Our sample focuses on the index composition
as at the end of 2008. We consider four reporting periods®® between 2005 and 2008.
Only reports provided in English have been considered (all companies in the sample
provide their reports in English as well as in German). Since some companies’
reports are not available for all the years (for instance, if a company entered one of
the indices after 2006), our sample has been reduced by 36 observations.
Furthermore, we lost 114 observations due to other missing information (for
example, for some industries’ companies net income is not available at THOMSON
ONE BANKER (2009)). Our final data set consists of a total of 370 firm-year
observations.

3.2. Identification of keywords

As pointed out in Chapter I, we used word-based content analysis to quantify the
amount of CSR information in the reports. In line with previous research (GUTHRIE
and FARNETI 2008, HOLDER-WEBB et al. 2008), we derived the keywords for our
content analysis from the framework of the Global Reporting Initiative (GRI).
Although it is not free from criticism, the GRI is regarded as the most relevant
institution in the context of CSR disclosure (MONEVA et al. 2006) and is often
referred to as the global standard. Owing to the voluntary nature of the guidelines,
organizations have the flexibility to decide what information to disclose. The GRI
guidelines cover all aspects of CSR, as they consider an economic, environmental,
and a social perspective. Since companies are obliged to disclose financial, and thus,
economic information, we only incorporate the environmental and social
perspectives in our coding framework.

The GRI guidelines provide indicators of all three CSR perspectives. These
indicators can be split into core indicators and additional ones. Core indicators are of
interest to most stakeholders, and consequently are relevant for most companies,
while additional indicators are only of interest to some stakeholders and companies
(GRI 2010). We derived the keywords for our analysis from the core indicators by
defining one or more keywords for every indicator, thus considering the singular and
plural forms (“equal opportunity” / “equal opportunities”), as well as British and
American English (“labour” / “labor”). By having derived the keywords from a well-
grounded framework like the GRI guidelines, we improve the results’ validity, as the
guidelines can be assumed to reflect CSR’s “real meaning”. As shown in Table 6, we
finally obtain a total number of 32 keywords.

** The composition of the SDAX changes particularly frequently, as companies continuously enter or
leave the index. Therefore, considering more than four reporting periods in our analysis would
have disproportionately shortened the number of observations in the sample.
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Keywords
Environmental Social
Recycled Employment
Energy consumption Employee turnover
Biodiversity Collective bargaining
Emissions Collective agreements
Effluents Occupational health
Waste Occupational safety
Spills Training

Environmental impacts  Diversity
Equal opportunities
Human rights
Discrimination
Freedom of association
Child labor
Forced labor
Compulsory labor
Community
Corruption
Public policy
Compliance
Fines
Sanctions
Product responsibility
Customer health
Customer safety

Table 6: Keywords for the content analysis derived from the GRI framework

3.3. Medium of analysis (communication channel)

We focus on reports provided proactively on the companies’ websites. In general,
there are different ways of disclosing information on CSR. First, companies may
integrate CSR-related aspects into their annual / financial reports by enhancing these
reports. Second, companies may provide special / separate CSR or sustainability
reports (in addition to their annual reports). Companies may also provide information
on CSR-related issues through various corporate reports, for example through
separate financial, environmental, social, and human capital reports. Finally,
companies may use other media, for example press releases, to disclose CSR-related
information. In our analysis, we concentrate on the first three possibilities, thus
taking the most important communication channels for CSR disclosure into account.

3.4. Applied valuation models

Value-relevance studies use various valuation models to structure their tests.
Typically, equity market values are used as the valuation benchmark to assess how
well particular accounting amounts reflect information used by investors (BARTH et
al. 2001). In line with previous studies (e.g. BARTH et al. 1998, LIANG and YAO
2005, KALLAPUR and KWAN 2004) we employ a model that is based on OHLSON
(1995) and its subsequent refinements (FELTHAM and OHLSON 1995 and 1996,
OHLSON 1995 and 1999). The model is based on the assumption that company’s
value equals book value of equity plus a linear function of current abnormal earnings
and the scalar variable representing other information (BARTH et al. 2001, OHLSON
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1995). This model examines price or firm value levels by identifying how well
particular accounting amounts are reflected in firm value (BARTH et al. 2001). We
employ the model in the following way:

SP = f(BVE/S; NI/S; CSRDISC; YR; IND),

where SP is the share price (of common shares), BVE/S is the book value of equity
per share, NI/S is the net income per share and CSRDISC is a CSR disclosure index
which can be interpreted as the ‘other information’ contained in the model. YR and
IND stand for year and industry dummies respectively.

An alternative approach to assessing value-relevance lies in examining changes in
share price. This return-based approach determines what causes changes in firm
value over a specific period of time (BARTH et al. 2001). In line with previous
literature (e.g. BARTH et al. 1998 and 2001) we apply the following model:

RET = f(NI/S; DNI/S; DCSRDISC; YR; IND),

where RET is the return per share, DNI/S is the change in net income per share and
DCSRDISC is the change in the CSR disclosure index. NI/S, YR and IND are as
previously defined.

3.5. Incorporated variables
Dependent variables

As for the price levels model we use share price (SP) as the dependent variable in the
regression. We take the closing price from the last day of the quarter in which all
analyzed reports of the corresponding company have been published. We obtained
the information from THOMSON ONE BANKER (2009).

As for the return-based analysis we use return per share (RET) as the dependent
variable. RET is calculated as:

RET = ([SP, - SP,] + DIV/S) / SP,,

where SP; is the closing price from the last day of the quarter in which all analyzed
reports of the corresponding company have been published. SPy; is the closing price
from the last day of the previous quarter. We obtained the information from
THOMSON ONE BANKER (2009). DIV/S 1is the corresponding company’s dividend
payment per share in the previous year. This information is available on the website
of DEUTSCHE BOERSE (2010).
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Independent variables

We use the book value of equity per share (BVE/S) as well as net income per share
(NI/S) for the independent variables needed for applying the price levels model. We
calculate these two variables since book value of equity, net income, as well as the
number of shares outstanding are available at THOMSON ONE BANKER (2009).
Change in net income per share (DNI/S) is defined as net income per share minus net
income per share of the previous year.

As for the CSR disclosure index (CSRDISC) we are interested in the CSR
information transmitted by corporate reports.”’ Our first variable of interest is
whether companies provide a separate CSR report (denoted CSRR), as it can be
assumed that companies disclose more CSR information if they provide special CSR
reports. CSRR is a dummy variable that indicates whether or not a separate CSR
report is provided in the corresponding year (‘1° indicates a separate report and ‘0’
otherwise).

We derive the other three variables from the reports provided by the sample
companies. We compile three variables extracted from the provided reports™ by
using content analysis based on the defined keywords:

CSRTOT = CSRENV + CSRSOC

CSRTOT is the total quantity of CSR disclosure, CSRENV is the amount of
environmental disclosure, while CSRSOC is the amount of social disclosure (total
number of keywords found in the analyzed reports). All three variables are identified
for each of the companies and each single year by summarizing the results extracted
from the reports provided in the corresponding year. For example: if a company
provides an annual as well as a CSR report in a year, we summarize the content
analyses results of both reports to achieve each company and year’s total disclosure
indexes. The indexes reflect the number of hits when searching for all keywords in
each category.

Shareholders do not only evaluate the total amount of CSR disclosures but also take
other disclosures of the corresponding company into account. To generate the
indexes, we control for these other disclosures by dividing the number of hits by the
analyzed reports’ number of pages. Thus, we obtained relative indexes indicating the
number of hits per page in the corresponding category.

Change in total disclosure (DCSRTOT) is defined as CSRTOT minus CSRTOT of
the previous year. Change in environmental (DCSRENYV) and social (DCSRSOC)
disclosures are correspondingly defined.

" In the regression, CSRDISC is replaced by the CSR disclosure variables introduced subsequently.
% In total, we analyzed 592 documents with a total of 88,469 report pages.
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Control variables

We used the classification provided by DEUTSCHE BOERSE (2010) to classify the
sample companies into 18 industries (see Table 16 in the appendix). We applied
dummy variables to distinguish between these industries. Finally, we used year
dummies to control for possible time effects. Table 7 offers a summary of the data
sources, the dependent and independent variables, and abbreviations.

Measure
Variable Abbreviation Explanation Source
Share price SP Share price at the end of the reporting period (quarter), ~ Thomson One Banker (http://banker.thomsonib.com/)
dependent
Return per share RET Return per share (incl. divident payments), dependent Thomson One Banker (http://banker.thomsonib.com/),
calculated
Book value of equity per share BVE/S Book value of equity per share, independent Thomson One Banker (http://banker.thomsonib.com/),
calculated
Net income per share NI/S Net income per share, independent Thomson One Banker (http://banker.thomsonib.com/),
calculated
Change in net income per share DNI/S Net income per share minus net income per share in the Thomson One Banker (http://banker.thomsonib.com/),
previous year, independent calculated
Provision of separate CSR reports CSRR Provided reports (1/ 0), independent Downloaded from the companies website
Total disclosure index CSRTOT  Extracted from the reports by means of content analysis, Provided reports
independent
Environmental disclosure index CSRENV  Extracted from the reports by means of content analysis, Provided reports
independent
Social disclosure index CSRSOC  Extracted from the reports by means of content analysis, Provided reports
independent
Change in total disclosures DCSRTOT CSRTOT minus CSRTOT of the previous year Provided reports, calculated
Change in environmental disclosures DCSRENV CSRENV minus CSRENYV of the previous year Provided reports, calculated
Change in social disclosures DCSRSOC CSRSOC minus CSRSOC of the previous year Provided reports, calculated

Industry classification
Year dummies

1/0, independent
1/0, independent

DEUTSCHE BOERSE (www.boerse-frankfurt.com)

Table 7: Source of data

4. Results and discussion

4.1. Descriptive statistics and correlations

Table 8 shows the descriptive statistics after truncation at the 2.5 level. The table
indicates that the dispersion of most variables is on an acceptable level.

Panel A
N Min Max Mean Std. Deviation Skewness Kurtosis
Statistic Statistic Statistic Statistic Statistic Statistic Std. Error Statistic Std. Error

SP 478 2.68 134.40 34.94 30.84 1.68 RN 2.53 .22
BVE/S 470 2.06 77.89 18.93 16.90 1.92 AN 3.68 .23
NI/S 371 -2.46 21.64 3.48 4.53 2.33 A3 6.22 .25
CSRR 484 0 1 A7 .38 1.75 M 1.06 22
CSRTOT 484 .07 227 .61 .51 1.59 AN 2.14 22
CSRENV 484 .00 1.09 .29 .28 1.19 1 .68 .22
CSRSOC 484 .04 1.20 .31 27 1.78 AN 2.76 .22
Valid N 370

Panel B

N Min Max Mean Std. Deviation Skewness Kurtosis
Statistic Statistic Statistic Statistic Statistic Statistic Std. Error Statistic Std. Error

RET 477 -.46 49 .03 22 -.08 1 -.24 .22
NI/'S 371 -2.46 21.64 3.48 4.53 2.33 13 6.22 .25
DNI/S 252 -12.01 6.68 -17 3.03 -1.77 15 6.38 .31
DCSRTOT 356 -91 1.55 .09 41 1.38 A3 4.60 .26
DCSRENV 356 -47 .75 .04 21 1.17 A3 3.58 .26
DCSRSOC 356 -.51 .70 .04 .20 0.92 A3 3.70 .26
Valid N 239

Table 8: Descriptive statistics after truncation at the 2.5 level
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Table 9 shows the Pearson correlations for the dependent as well as the independent
variables. The correlations between the independent variables provide no indication
of multicollinearity since no variable exceeds the value of 0.9 (HAIR et al. 2010,
PENG and BEAMISH 2008).%’

Panel A
SP BVE/S NI/S CSRR CSRTOT CSRENV CSRSOC
SP Pearson Correlation 1
Sig. (2-tailed)
BVE/S Pearson Correlation 682" 1
Sig. (2-tailed) .000
NI/S Pearson Correlation 575" 783" 1
Sig. (2-tailed) .000 .000
CSRR Pearson Correlation 2517 273" .096
. . 1
Sig. (2-tailed) .000 .000 .064
CSRTOT Pearson Correlation 158" 168" 106 667" 1
Sig. (2-tailed) .001 .000 .041 .000
CSRENV Pearson Correlation .090 113 .095 451" 870" ’
Sig. (2-tailed) .049 .014 .068 .000 .000
CSRSOC Pearson Correlation 190" 184" .088 731" 854" 520" 1
Sig. (2-tailed) .000 .000 .089 .000 .000 .000
*. Significant at the .05 level
**. Significant at the .01 level
Panel B
RET NI/S DNI/S DCSRTOT DCSRENV DCSRSOC
RET Pearson Correlation 1
Sig. (2-tailed)
NI/S Pearson Correlation .076 1
Sig. (2-tailed) 142
DNI/S Pearson Correlation .092 .293** 1
Sig. (2-tailed) 146 .000
DCSRTOT Pearson Correlation A53* .068 -.052 1
Sig. (2-tailed) .004 241 420
DCSRENV Pearson Correlation A39% .089 -.035 .938* 1
Sig. (2-tailed) .009 127 594 .000
DCSRSOC Pearson Correlation A21* .019 -.054 .893** 712% 1
Sig. (2-tailed) .022 742 407 .000 .000

*. Significant at the .05 level
**_ Significant at the .01 level

Table 9: Correlations — dependent and independent variables

Panel A reveals a strong positive relationship between share price (SP), book value
of equity per share (BVE/S) and net income per share (NI/S). Furthermore, a positive
relationship between share price and the disclosure indexes — except of the
environmental disclosures (CSRENV) — can be detected. This endorses our
assumption that CSR information, or at least ‘some’ CSR information, might be
value-relevant. Furthermore, the disclosure indexes are correlated to each other.*

¥ The variables DCSRTOT and DCSRENV are not used as independent variables in the same
regression.

However, in order to ensure that there is no multicollinearity, we performed an additional test by
calculating the variance inflation factor (VIF) for all the independent variables where the bivariate
correlations exceed the value of 0.5. The results indicate that all VIF factors are well below the
tolerance values of 10, indicating that multicollinearity is not an issue in our analyses (HAIR et al.
2010, ROBERTS 1992).

An additional (manual) analysis reveals that nearly all disclosed information is related to positive
aspects of CSR. Thus, companies tend to provide only beneficial information on their social and
environmental performance. Nothing, or at least little is said, for example, on negative
environmental impacts or on poor “human rights performance”.

30
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This means that companies usually disclose information on all aspects of CSR — if
they decide to provide information on either social or environmental aspects. Finally,
and in line with our assumption is the finding that the provision of separate CSR
reports (CSRR) affects the amount of CSR information a company provides since
CSRR is positively connected to all other disclosure indexes.

Panel B shows a positive relationship between return per share (RET) and changes in
CSR disclosures (DCSRTOT, DCSRENV and DCSRSOC). This may be an indicator
that changes in disclosures might have an influence on changes in the companies’
value. Furthermore, net income per share (NI/S) as well as changes in net income per
share (DNI/S) are positively correlated to each other. Finally, changes in disclosure
indexes are highly correlated. This also supports our findings from Panel A.

4.2. Regression analyses: value-relevance of CSR information

Table 10 presents the results of the regression analyses. As for the price-levels
analyses (columns A, B and C), share price (SP) is regarded as a linear function of
book value of equity per share (BVE/S), net income per share (NI/S) and the defined
CSR disclosure proxies. Furthermore, year dummies (2006 is benchmark) as well as
industry dummies (INDUS is benchmark) are considered in the regression. In line
with the applied price-levels model, a strong connection between SP and BVE/S as
well as with NI/S can be detected. Furthermore, the analysis reveals strong year
effects (YRO8 and YRO09). Significant industry effects can only be detected for
TRANS.

Column A reveals that the provision of separate CSR reports is positively associated
with share price (CSRR in column A). This means that investors incorporate the
provision of CSR reports in their investment decisions as they seem to prefer
companies which provide separate CSR reports. Since the results of the correlation
matrix suggest that CSRR is positively associated with the other disclosure indexes, a
positive relation between share price and the total disclosure index (CSRTOT) can
also be assumed. However, this assumption is not confirmed by our results since
CSRTOT is not significantly reflected in share price (column B).

The explanation for this inconsistency is given in column C: Social disclosure
(CSRSOC) is positively reflected in SP while environmental disclosure (CSRENV)
is negatively assessed by the capital markets.’’ In summary, these information
categories seem to neutralize each other since no significant relationship between SP
and CSRTOT can be identified. These results support our assumption that the value-
relevance of CSR information categories may differ.

3! Certainly, environmental information is value-relevant, but it negatively influences firm value.
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, we interpret

As for the return-based analyses (columns D, E, F and G) we analyze whether returns

per share (RET) are affected by the provision of CSR information. Thus

The value-relevance of CSR information
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firm’s market value: Providing CSR information can also lead to changes in firm
value. However, contrary to the price-levels analyses are the findings that both
environmental (DCSRENV, column F) as well as social disclosures (DCSRSOC,
column G) are positively associated with changes in firm value.*?

Our analyses’ results confirm H1 in all aspects; CSR information is value-relevant
for equity investors since the provided information is reflected in share price (price
levels) as well as in changes of firm value (returns). That is, equity investors
incorporate CSR information in their investment decisions.

H2 is also confirmed by our studies’ results even if there is still need for some further
explanations, particularly for the different evaluations of environmental information.
In the price levels analysis, capital markets might interpret environmental disclosures
as information on the companies’ liabilities since disclosures are negatively
associated with firm value. These findings go along with some earlier work (e.g.
BousLAH et al. 2010); companies that disclose much information on their
environmental performance (or on their environmental impacts) are assumed to
operate in highly sensitive surroundings, and thus face an enormous risk potential
which negatively influences their valuation. Nevertheless, in the return analysis, the
disclosed environmental information is positively valued by the market since it is
positively associated with changes in share price. Proactively disclosing information
on environmental issues might be interpreted by the market as the companies’
handling with external pressures, and hence, as a kind of risk management. Thus, it is
regarded as an organizational asset which positively influences firm value.

However, less surprising is the overall positive valuation of the provided social
information. That is, in the price-levels as well as in the return-based analysis social
information is positively associated with firm value. This might be due to
information on the companies’ workforce which is comprised in social disclosures
(GODFREY 2005). Against the background of the resource-based view, the
companies’ workforce is viewed as an important resource in competition (CHADWICK
and DABU 2009, WRIGHT et al. 1994), and thus can be regarded as an organizational
asset. Consequently, investors are interested in the information a company provides
about this resource and positively consider this information in their buy-and-sell
decisions.

> However, note that the regression analysis shown in column E reveals no significant influence of
neither environmental nor social disclosures on returns per share. This might be due to the fact that
changes in environmental and social disclosures in general are highly interrelated (see also the
Pearson Correlations illustrated in Panel B of Table 9). Consequently, we analyzed both indexes
separately in the regressions as shown in columns F and G.
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5. Conclusion and Outlook

Companies increasingly disclose information on their social and environmental
performance. Even if the provided information may be directed to stakeholders other
than shareholders, it might also be relevant for the capital markets since it reduces
information asymmetries between company-internal and external parties. Therefore,
equity investors may be interested in the disclosed environmental and social
information if it is relevant and reliable (that is, it provides additional insights into
the companies’ assets and liabilities).

In line with previous research we applied valuation models for determining the
value-relevance of CSR information. Based on the core indicators of the GRI
framework, we used content analysis to detect the amount and content of CSR
reports provided by the 130 largest listed companies in Germany. In total, we
analyzed more than 88,000 pages of corporate reports by generating four disclosure
indexes for CSR reporting. By help of two established valuation models, we detected
the provided CSR information’s impact on firm value.

Overall, our results indicate that CSR information is value-relevant but its impact
depends on the provided information. The provision of separate CSR reports is
positively associated with share price. Additionally, disclosing social information is
also positively associated with firm value. This might be due to information on the
companies’ workforce which is included in the social disclosure perspective.
Furthermore, we found a negative relationship between the provision of
environmental information and firm value in our price-levels analysis. Thus, capital
markets may regard information on environmental aspects as information on the
companies’ liabilities. However, in our return-based analysis, environmental
information is positively associated with changes in firm value. An explanation could
be that disclosures provide insights into the companies’ dealing with external
pressures and, hence, in the companies’ risk management system (which, in turn, is
regarded as an asset in short-term valuation decisions).

As with all empirical studies, there are several limitations to this research. First of all,
the industry classification is open to criticism as some industries are represented by
only three or fewer companies. Furthermore, since some measures (especially net
income per share) were not available for three industries, our sample was shortened
by these industries which might have biased our results. Further limitations arise
from the way content analysis has been applied. Using keywords as units of analysis
may be an inappropriate methodology, as words are detached from their textual
background. Additionally, deriving the keywords for the content analysis from the
GRI guidelines is not free of risk, as the guidelines might not capture all of the
relevant CSR aspects (MONEVA et al. 2006). Finally, the cultural aspects cannot be
generalized since only one country was researched.
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Despite these limitations, we believe that our results provide interesting insights into
the value-relevance of CSR disclosure. However, additional research should
investigate the role of environmental disclosures in more detail for identifying the
factors which might influence share price and changes in share price. Disclosures on
labor or human capital aspects have also to be considered in more detail, since there
seems to be a substantial value potential from investors’ perspective. Further
research might also address the question whether there exists some kind of optimum
in the provision of CSR information. Since some economists (e.g. SCHALTEGGER and
SYNNESTVEDT 2002) suppose an optimum in the relationship between CSR and
economic performance, the same implications could also exist for the provision of
CSR information. Finally, CSR disclosure and its effects on all its addressees have to
be examined, since reporting activities might primarily be directed to other
stakeholders than only shareholders. Solely considering capital market implications
might not be enough for identifying the opportunities which can arise from such
voluntary disclosures.






Chapter 1V:
The positive effects of human capital reporting™

3 This chapter has been written together with KLAUS MOLLER (Professor for Performance
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(please cite as: GAMERSCHLAG, R., MOLLER, K. (forthcoming), The positive effects of human
capital reporting, in: Corporate Reputation Review).
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1. Introduction

Human capital can be considered the most important driving force behind innovation
creation (BONTIS 1998, LEV 2001, ZINGALES 2000). Thus, it is a key factor for
sustainable competitive advantage (HUSELID 1995, PFEFFER 1994, PRAHALAD and
HAMEL 1990, WRIGHT et al. 1994). Furthermore, human capital is often mentioned
as a company’s most important resource (e.g. GUENTHER and BEYER 2003, SVEIBY
2001). Hence, human capital is highlighted by the strategic management approach,
against the background of the resource-based view (BARNEY 1991, GRANT 1996,
PENROSE 1959, PRAHALAD and HAMEL 1990).

Human capital can be defined as a company’s achievement potential with regard to
its workforce, its labor capacity, and its workforce capabilities. It includes the
knowledge and capabilities of the company’s workforce as well as its motivation to
make use of those qualities (e.g. BECKER 1983, SCHULTZ 1961). Accordingly, human
capital reporting (HCR) can be defined as a company’s reporting system, which
provides information about its workforce’s knowledge, capabilities, and motivation.
Comprehensive reporting enables the recipients of such information to gain better
insights into human capital potentials and properties. Hence, it becomes easier to
assess the company’s market position and to accurately evaluate its value creation
potential (KAPLAN and NORTON 2004a, LEV 2001). This can increase the company’s
attractiveness and reputation.

Literature and practice offer a great many different concepts for measuring
intangibles in general and human capital in particular (e.g. ANDRIESSEN 2004,
BonNTIS et al. 1999, EDVINSSON and MALONE 1997, Fitz-ENz 2000, LEv 2001,
NEELY et al. 2002, Roos et al. 2004, STEWART 1999b, SVEIBY 2007 and 1997).
Indicator-based and value-added approaches are often mentioned, specifically the
balanced scorecard (KAPLAN and NORTON 1992 and 1996), the strategy map
(KAPLAN and NORTON 2004a and 2004b), and the economic value-added (STERN et
al. 1996, STEWART 1999a). However, there has to date been no consistent
understanding of reporting on intangibles or on human capital (WYATT et al. 2004).

Although companies tend to provide members of the public with detailed information
about their investments in tangible and financial assets, most of them neglect to
provide meaningful information about the value of their workforce (e.g. LEV 2001
and 2004, STEWART 1999b). External reporting focuses almost entirely on financial
data, while intangible values like human capital are not adequate considered (LEV
2001). Thus, a large portion of a company’s resources does not appear on the balance
sheet (RoSS et al 2008). One reason for neglecting to provide such information is that
the potential profit from intangible resources might not be visible (MARR 2006 and
STEWART 1999b). Nevertheless, future financial success is primarily based on such
intangible values (LEV 2001 and 2004, SPENDER and GRANT 1996, STEWART 1999b,
TEECE 1998): in a knowledge-based society, intangible values like human, structural,
and relational capital are the key drivers of sustainable competitiveness of companies
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and economies. Especially innovations are primarily achieved by investments in
intangibles. When these innovations are commercially successful, they are
transformed into cash flows and increase corporate value. Hence, intangibles can be
regarded as claims to future values (LEV 2001). Consequently, the non-provision of
information about intangible resources can lead to a discrepancy between companies’
valuation by external parties and their real economic situations. HCR can be used to
reduce this gap (LEV 2001).

Furthermore, HCR can contribute to a company’s reputation since reporting on
human aspects is associated with other corporate social activities and social
disclosures. Against the background of the corporate social responsibility (CSR)
debate, a company’s relationship with its employees is gaining importance and is
increasingly watched by members of the public. Since reporting shows how a
disclosing company deals with its employees, HCR is able to improve corporate
image and reputation through targeted communication with key stakeholders — for
example, customers, investors, employees, and prospective employees. Additionally,
(satisfied) employees might act as multipliers, and thus, can positively influence
corporate reputation.

Nevertheless, few companies provide members of the public with meaningful
information about their workforce. Highlighting the benefits of reporting activities
could therefore help comprehensive HCR implementation. In this chapter, the
advantages of this will be highlighted, which should advance the discussion of HCR.
Ultimately, there should be clarity about HCR benefits from the perspectives of both
reporting companies and stakeholders.

2. Internal effects and the benefits of HCR

To highlight the benefits of HCR, there must be clarity about the underlying cause-
and-effect relationships. Visualizing these relationships can help one understand how
intangible factors — such as human capital — are transformed into tangible results
(KAPLAN and NORTON 2004a and 2004b, MARR 2006, MARR et al. 2004).
Subsequently, it should be possible to derive the benefits of HCR. Against this
background, we developed a theoretical model comprising a section of a company’s
value-adding process that focuses on human capital. Similar to a strategy map
(KAPLAN and NORTON 2004a and 2004b), the model has a cause-and-effect system
that links a company’s human capital with its financial performance, while taking
three factor levels into consideration (see Figure 7).

It should be noted that the model also considers the indirect relationships between the
different factor levels as well as possible back couplings (MOLLER 2009) and direct
cost effects, in the sense of a direct cost reduction.
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Figure 7: Cause-and-effect model of human capital

The relationships, back couplings, and effects comprise:

1. Workforce-related factors (human capital). These include the workforce’s
capabilities as well as its motivation and commitment. Hence, it is possible to equate
workforce-related factors with a company’s human capital. Furthermore, it is clear
that all of these factors are interconnected, because they continuously influence one
another (GUENTHER and NEUMANN 2005). Workforce-related factors thus directly
influence company-internal factors.

2. Company-internal factors (structural capital). These include a company’s
performance, its innovation ability as well as its corporate culture. These factors
describe the company’s internal processes and can be regarded as its core
competencies, which competitors find difficult to imitate. These internal factors
mostly result from workforce abilities and constitute one of the most important
drivers in competition (PRAHALAD and HAMEL 1990). Consequently, these
competencies are often called the ‘personality of the company’ (DRUCKER 1995).
The internal factors therefore directly influence the company-external factors.

3. Company-external factors (relational capital). These are parameters outside the
company that are relevant to a company’s success. They are reflected in a company’s
attractiveness and reputation as well as in the level of need satisfaction of service
provision, thus concerning particular stakeholders. These external factors have a
direct influence on the company’s market value. They can be regarded as the link
between a company and its environment, and enable sustained value creation. Thus,
the company-external factors are directly reflected in the financial outcome.

The financial outcome can be regarded as a company’s output quantity. In this
context, either financial performance or shareholder value represents this financial
outcome. Within the value-based view, financial performance is the company’s main
goal (RAPPAPORT 1998). Financial outcome can, however, be influenced by
increased revenues or decreased costs. All the above-mentioned factors have a direct
or indirect influence on financial performance, either through an increase in returns
or a decrease in costs.

HCR can be used to positively influence the factors on all of these levels by
improving transparency as well as a company’s control of its objectives. Since the
availability of crucial information is the main requirement for making well-founded
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decisions, HCR can improve the quality of managers’ decision-making.
Consequently, the benefits of HCR can be directly derived from these workforce-
related, internal factors, and external factors by improving them. Furthermore, it is
possible to identify additional HCR benefits between the different factor levels.
Finally, HCR can positively influence a company’s financial performance. In the
following three sections, the cause-and-effect relationships between the three factor
levels and the specific benefits of reporting activities will be examined.

2.1. Workforce-related factors

Workforce-related factors can be divided into workforce motivation, workforce
capability, and workforce commitment, which include the resulting workforce
loyalty. All these factors are directly influenced by the two effects of HCR:
transparency and controllability. Improving these factors can be regarded as the
direct benefits of HCR.

Increase in workforce capabilities: Workforce capabilities include individual
employees’ competence and qualifications and result from their education and
experience. By training its staff, a company can influence and improve their
capabilities. By using HCR, a company can further improve its workforce’s
capabilities due to the increased transparency, improved controllability (EDVINSSON
and MALONE 1997), enhanced workforce motivation, and improved workforce
commitment that it provides. Against this background, the influences shown in
Figure 8 come into effect. The results that can be derived from improved workforce
capabilities are revealed in an increase in job performance (BARTEL 1994, GUENTHER
and NEUMANN 2005, HUSELID 1995) as well as in an increase in the company’s
knowledge base (owing to training activities, the employees’ accumulated
knowledge improves), which is positively reflected in the internal factors.

controllability and increasein job >
transparency performance
(increase in)
company-
workforce internal
capabilities factors
workforce motivation - increase in
< > i k ledge base
workforce commitment nowledg

—— unilateral effect
i «— bilateral effect (interaction)

_______________________________________________________

Figure 8: Effects and benefits of increased workforce capabilities

Increase in workforce motivation: Workforce motivation examines individual
employee willingness to perform to the company’s objectives. Together with
workforce capability, workforce motivation is highly significant for a company. In
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addition, by means of HCR, a company can improve workforce motivation by
increasing company transparency (the decisions and structures become more
transparent, which positively influences motivation), workforce capability, and
commitment (ATKINSON et al. 1997). The results of improved workforce motivation
are an increase in job performance (BECKER 1983, HUSELID 1995), a decrease in
absenteeism, and improved knowledge-sharing as a result of improved
communication between employees (BONTIS and FITZ-ENz 2002). These effects
directly influence the company-internal factors.

Increase in workforce commitment: Workforce commitment can be described as
the employees’ emotional allegiance or their identification with their employer. It is
based on their acceptance of the company’s goals and values. Workforce
commitment normally leads to employees being highly loyal to their employer.
Consequently, it is possible to regard workforce commitment and loyalty as one
entity (MOWDAY et al. 1982). Workforce commitment is directly influenced by
transparency and controllability as well as by workforce motivation. The results that
can be derived from enhanced workforce commitment are a decrease in turnover
costs (fewer employees leave the company), an improved company knowledge base
(knowledge doesn’t leave the company as it does when employees continue to leave),
improved performance (RIKETTA 2002, SIDERS et al. 2001) and, finally, an increase
in customer loyalty (the ‘one face to the customer’ does not often leave the
company).

2.2. Company-internal factors

The internal factors include operational performance, innovation ability, and
organisational culture. These factors are directly influenced by transparency and
controllability (enabling targeted intervention) as well as by workforce-related
factors. Improvement in the internal factors can be considered indirect benefits of
HCR.

Increase in innovation ability: This is a company’s ability to continuously create
innovations to protect or create future competitive advantages and cash flows. From
this long-term perspective, competitiveness results from a company’s ability to create
new knowledge and integrate it into new products (JOHNSON 2002, NONAKA 2007).
Hence, a company’s innovation ability can be equated with either its sustainability or
its survivability. Furthermore, a company’s innovation ability is wholly dependent on
its workforce’s capability and motivation. Through the various benefits that can be
derived from workforce-related factors, HCR positively influences innovation
ability. The expected results of HCR are revealed in improved products,
improvement in the product and process development as well as in the entire
company’s improved sustainability. Figure 9 summarizes the effects and benefits of
enhanced innovation ability.
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Figure 9: Effects and benefits of an increased innovation ability

Increase in operational performance: In this context, operational performance can
be regarded as the processes’ current capability to create competitive advantages.
From this short-term perspective, the company’s competitiveness results from the
existing products’ price-performance ratio (PRAHALAD and HAMEL 1990). Hence, it
i1s important to focus on the efficiency of operational sequences as an outcome of
workforce-related factors. HCR can improve the operational performance by, for
example, allocating human resources more effectively within a company (PETTY and
GUTHRIE 2000). The results of HCR that can be derived from improved operational
performance are improved product quality, lower process costs, and a reduction in
the required processing time.

Improvement in organisational culture: The organisational culture includes all the
values and cultural norms within the company. A good organisational culture can
influence company members’ actions in a positive way. Organisational culture can
also be positively influenced by well-directed internal communication and enhanced
transparency — a core element of a pleasant organisational culture. Increased
motivation and commitment of the company’s workforce can also lead to an
improved work atmosphere. The benefit of an improved organisational culture
(internal perspective) is an improved image and reputation of the company as a
whole (external perspective), which has a direct influence on the external factors.
Furthermore, an improved organisational culture retroactively affects workforce-
related factors like workforce motivation (NEELY et al. 2002, PFEFFER 1998) and
commitment (ATKINSON et al. 1997) by acting as a multiplier.

2.3. Company-external factors

The external factors consist of a company’s attractiveness and reputation as well as
the degree to which specific stakeholders’ need satisfactions are met. The external
factors are directly influenced by transparency and controllability. They are
indirectly influenced by workforce-related factors and directly influenced by
company-internal factors. An improvement in the external factors can therefore also
be regarded as indirect benefits of HCR.
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Increase in company attractiveness and reputation: This refers to a company’s
attractiveness and reputation to specific external stakeholders. According to the
stakeholder approach, the company can be viewed as an instrument to satisfy
different stakeholder group needs (BERMAN et al. 1999, DONALDSON and PRESTON
1995, FREEMAN 1984, FROOMAN 1999, MITCHELL et al. 1997, ROBERTS 1992). In
other words, each group of stakeholders evaluate the company according to their
specific needs (which can be associated with the company’s objective, actions,
and/or outcomes). The results of HCR that can be derived from a company’s
improved attractiveness and reputation are the simplified acquisition of new
customers, suppliers, investors, employees, and new cooperation partners, as well as
facilitating the obtaining of subsidies (see Figure 10). Consequently, an increase in
the company’s attractiveness and reputation has a direct effect on financial
performance.
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Figure 10: Effects and benefits of an increased attractiveness and reputation

Increase in the degree of need satisfaction: The degree of need satisfaction
describes a company’s ability to satisfy specific external stakeholder needs. HCR
provides these stakeholders with better information. This helps them make better
decisions with ease (LEV 2001, Roos et al. 2004). Thus, information asymmetries,
agency costs, and transaction costs are reduced (BOTOSAN 1997, EISENHARDT 1989,
HEALY and PALEPU 2001, JENSEN and MECKLING 1976). HCR also takes effect
indirectly through improved workforce-related factors, internal factors, and the
resulting benefits. Furthermore, due to the enhanced level of need satisfaction, HCR
directly affects the company’s value through the benefits obtained from improved
satisfaction on the part of customers, suppliers, and investors as well as from
cooperation partner loyalty and the facilitation of the obtaining of subsidies. As an
entity, the described factors have a direct influence on a company’s financial
performance.
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2.4. Summary — the positive effects of HCR

By means of the developed model, it is possible to identify the benefits of HCR by
taking three levels of (intangible) factors into account: workforce-related factors,
company-internal factors, and company-external ones. By improving these factors,
benefits can be derived from HCR. Additional HCR benefits are also identifiable
between these factor levels. Finally, it is possible to verify the impact of HCR on the
company’s value. Thus, from the company’s point of view, HCR’s value added lies
in improving the described factors (including their results) as well as in an improved
company financial performance. Figure 11 summarises the described model. It shows
the three factor levels (workforce-related, company-internal, and company-external
factors), the financial outcome as well as the effects of HCR (transparency and
controllability). If the reporting activities can improve all of these factors, the
company’s value must also increase.
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Figure 11: Cause-and-effect model of reporting on human capital (full model)

3. Conclusions and hypotheses

While companies tend to provide members of the public with detailed information
about their investments in physical and financial assets, they generally fail to provide
information about their most important resources — for example, their employees.
This paper considers the potential benefits of HCR. It describes how a company can
improve its financial performance with the help of these reporting activities.
Consequently, we developed a model that shows the impact of HCR through various
cause-and-effect relationships. The model assumes a positive relationship between
workforce-related factors such as workforce capability or workforce motivation, and
company financial performance. Due to various cause-and-effect relationships, these
workforce-related factors positively influence company-internal and company-
external factors, which can lead to stronger financial performance. The model seeks
to show possible positive effects of HCR on financial performance. This paper’s
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contribution lies in visualising these relations in an intuitive way and, therefore, in
visualising all effects of human capital and HCR on the company’s financial
outcome. Indeed, almost all individual elements of the model have previously been
scientifically considered. However, according to our knowledge, there had been no
consolidation of the individual aspects with regard to HCR.

Nevertheless, this paper also offers opportunities for further research. Especially the
underlying assumptions of the model must be verified in detail. These assumptions
could be tested empirically. The main challenge lies in finding a way to converting
the contents of HCR into measurable units that can be compared with other
measures. One possible way to do this could be to apply (word-based) content
analysis for extracting the amount and content of the provided information from
corporate reports by focusing on various information categories (e.g. GAMERSCHLAG
et al. 2010, GUTHRIE et al. 2004). Thus, this paper can be regarded as a starting point
for further research by articulating hypotheses that can be tested in the future.

Since it can be assumed that — due to the voluntary nature of such disclosures —
companies only provide human capital information if this information is “good”, we
posit that

H1: there is a positive relationship between the disclosure of human capital
information and workforce’s capabilities, motivation, and commitment.

These aspects could be evaluated, for example, by ongoing employee attitude
surveys, the results of which could be compared with the information disclosed by
the company. Based on previously defined questions, these surveys could be
conducted on a monthly basis to get timely feedback. The relationship between HCR
and company-internal factors should also be considered further, since:

H2: There is a positive relationship between the disclosure of human capital
information and company-internal  factors, such as organisational
performance or innovation ability.

These company-internal factors could be operationalised, for example, by measures
such as added value per hours worked or number of implemented suggestions per
employee. With regard to company-external factors, we assert that:

H3: There is a positive relationship between the disclosure of human capital
information and

H3a: the attractiveness and reputation of a company with regard to external
stakeholders

H3b: the degree of external stakeholders’ need satisfaction.

Depending on the specific stakeholder group, different measures could be used to
verify these hypotheses. With regard to possible employees, for example, the number
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of (speculative) job applications could be compared with the disclosed human capital
information.

If all the identified cause-and-effect relationships are proved, there must be a positive
correlation between the provided human capital information and financial
performance measures (e.g., revenues, turnover, sales, or profit ratios such as return
on investment). Thus, we posit that:

H4: There is a positive relationship between the disclosure of human capital
information and financial performance measures.

Since investors are interested in their companies’ (future) financial performance,
there should also be a positive correlation between the disclosed human capital
information and the capital market company valuation — for example, represented by
share price or market capitalization. Consequently, we assert that:

HS: There is a positive relationship between the disclosure of human capital
information and the capital market valuation of a company’s shares.

This hypothesis can be verified by using publicly available capital market data.
Against this background, the provided human capital information (for example
extracted from corporate reports by means of content analysis) can be compared with
the company’s capital market performance by applying various valuation models
(see BARTH et al. 2001). Furthermore, the value-relevance of specific human capital
information from the perspective of investors can be evaluated.

The practical implications of this paper can be found in the detailed analysis of the
internal benefits that can arise from comprehensive HCR. With the help of the
model, it is easier to identify HCR’s value-added by understanding the underlying
effects. Thus, specific benefits of reporting can be identified and practical
conclusions can be derived. Finally, the model serves as a basis for designing
instruments for strategic performance management, with a focus on human capital.
The different dimensions of the model can be operationalised by defining key
performance indicators (KPIs), which can verify a company’s performance.

This paper’s contribution to literature and theory lies in advancing the indicator-
based approaches of strategic performance management of the described intangible
factors and their interrelationships. Furthermore, this paper identifies the relevant
information that HCR must provide its recipients. This is possible by identifying the
most important cause-and-effect relationships of HCR. The specific indicators that
can deliver this information are also visualised in the form of different identified
factors with the help of the developed model.
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1. Introduction

In our knowledge-based economy, successful companies’ most important assets are
intangible (e.g. EDVINSSON and MALONE 1997, LEV 2001, STEWART 1999b).
Especially an organization’s human capital can be regarded as a valuable resource
and as a key factor behind sustainable competitive advantages (HUSELID 1995,
PFEFFER 1994, PRAHALAD and HAMEL 1990, WRIGHT et al. 1994 and 2001).
However, until today, companies only disclose limited information on this resource.
The results are information asymmetries between internal and external parties,
agency and transaction costs as well as possible market inefficiencies (HEALY and
PALEPU 2001). One reason for this neglect in providing decision-relevant information
may be the missing or incomplete legal regulations in the field of human capital
disclosures. Consequently, for investors — amongst others — it is not possible to
clearly become aware of their investment objects’ value-adding potential since
information on crucial resources is not available (LEV and ZAROWIN 1999).

Nevertheless, it can be assumed that human capital information is used for investors’
valuation and investment decisions if this information is relevant and reliable (that is,
it provides additional insights into the firm’s assets or liabilities): efficient capital
market theory suggests that share prices’ always reflect all public available
information (FAMA 1970 and 1991, FAMA et al. 1969). Therefore, investors are
assumed to factor the available information and the presumed consequences into
decisions whether or not to buy or to sell the corresponding firm’s stocks (ACLAND
1976, LEvV 2001, WYATT 2008). That is, human capital information can be expected
as being “value-relevant”.

Value-relevance of intangible assets disclosures in general and human capital
disclosures in particular have been in focus of several previous studies. Most of them
have focused on intangible assets in general, and thus also considered information on
the companies’ structural and relational capital (e.g. ABDOLMOHAMMADI 2005,
BARTH et al. 2001, CANIBANO et al. 2000, HOLTHAUSEN and WATTS 2001, LEV
2001, MAINES et al. 2002 and 2003, WYATT 2008). Consequently, these studies at
best marginally considered the value-relevance of human capital information. Those
studies explicitly focusing on human capital disclosure only considered very special
aspects of such disclosures, for example employee stock option costs or information
on managerial skills. That is, according to my knowledge, until yet no study
explicitly evaluated the value-relevance of overall (nonfinancial) human capital
information provided in corporate annual reports.

The purpose of this paper is to empirically analyze if human capital information
voluntarily disclosed by German companies is valued by the capital markets, and if
so, which specific information is value-relevant. I construct a human capital
disclosure index based on previous studies and extracted from the reports by means

35 Please note that [ use the terms ,,share price®, ,.firm value® and ,,company value* interchangeably
since differences are only a question of scaling.
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of content analysis. Subsequently, I use established valuation models to identify the
value-relevance of the disclosed human capital information. In other words, I analyze
whether human capital information is reflected in share price. Furthermore, I analyze
whether the disclosed human capital information leads to (short term) changes in
share price.

My results show that human capital information is value-relevant for equity
investors. Especially information with regard to qualification and competence issues
is positively associated with firm value. However, disclosure of human capital
information does not cause any changes in share price in the analyzed time frame.
Hence, human capital information is value-relevant but not timely.

My study contributes to a greater understanding of human capital disclosure and its’
implications for the capital markets. First, it contributes to the role of (voluntary)
disclosures in capital markets since the provision of human capital information helps
to reduce information asymmetries arising between the firm and its shareholders as
well as between different groups of investors. By receiving the demanded human
capital information, investors can better evaluate the economic constitution of the
disclosing company (HEALY and PALEPU 2001, LEUZ and VERRECCHIA 2000).
Second, it contributes to human capital theories by helping to localize human
capital’s primary components. The positive valuation of qualification and
competence issues is in line with human capital theories which mostly focus on these
issues (see BLAUG 1976). Finally, my study helps to identify the relevant information
such disclosures have to provide to its addressees for reducing potential information
asymmetries (HEALY and PALEPU 2001). This, for example, could be of interest to
standard setters when defining how and what information companies should disclose
on human capital issues.

The chapter is structured as follows: in the next section, I will review the relevant
theory and derive the hypotheses to be tested in the study. Section 3 contains the
study design and the methodology. Section 4 presents my results together with a
discussion and interpretation of these. The study concludes with a summary, a
description of its limitations and an outlook on further research.

2. Theory and hypothesis development
2.1. Human capital and the resource based view of the firm

Within the strategy literature, the discussion of what contributes to corporate success
has moved away from external positioning in the industry (e.g. PORTER 1998)
towards an acknowledgement that competitive advantages are mostly ascribed to the
availability of organizational resources (BARNEY 1991, PENROSE 1959, WERNERFELT
1984, WRIGHT et al. 1994 and 2001). These resources are held by the company and
are bundled together in a unique and dynamic way. They constitute the main drivers
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behind corporate success if they are rare, hard to imitate, nonsubstitutable, and if
they reside within the organization (BARNEY 1991).

In the industrial age, competitive advantages usually have been based on physical
and financial resources. Since these resources are increasingly easy to imitate, they
are rapidly becoming commodities, yielding at best an average return on investment
(LEV 2001).

Today, future organizational success is mostly based on intangible values
(EDVINSSON and MALONE 1997, LEV 2001, SPENDER and GRANT 1996, STEWART
1999b, SVEIBY 1997, TEECE 1998). According to LEV (2001), intangibles are claims
to future benefits that do not have a physical or financial embodiment. Basically,
these intangible values consist of an organization’s structural, relational as well as of
its human capital (EDVINSSON and MALONE 1997). While structural capital relates to
internal structures and processes, relational capital considers the organizations
relationship to external stakeholders. Human capital refers to the organization’s
achievement potential with regard to its workforce. It constitutes the other intangible
values’ lynchpin, as they cannot create value in its absence.

Human capital includes the employees’ accumulated qualifications and competencies
as well as their motivation to make use of it (capability and willingness to perform;
see BECKER 1964, SCHULTZ 1961). A long time ago, human capital theories have
recognized the overall importance of the human factor, as the early works of SMITH
(1776), MINCER (1958), SCHULTZ (1961), and BECKER (1964) show. In short, these
theories propose that economies, organizations and/or individuals can improve their
performance, efficiency, and remunerations by investments in education (BLAUG
1976). Moreover, human capital theories as well as economic theory argue that
sustainable economic growth and competitiveness solely depend on the creation of
innovations, and thus, finally on human capital (BARRO 2001, BONTIS 1998,
MANKIW et al. 1992, SoLOwW 1956, ZINGALES 2000).

Correspondingly, against the background of human capital theories and the resource
based view of the firm, human capital must be regarded as a central factor behind the
competitiveness of organizations since it is one of the organization’s most valuable
resources (CHADWICK and DABU 2009, HUSELID 1995, PFEFFER 1994, PRAHALAD
and HAMEL 1990, SNELL et al. 1996, WRIGHT et al. 1994 and 2001).” Therefore,
human capital’s relevance for most companies’ overall corporate performance might
increasingly be recognized by capital market participants.

3% According to this, a “knowledge based view” as well as the “core-competence” approach have
emerged which specify the debate of the resource based view with regard to human capital (see
GRANT 1996, NONAKA and TAKEUCHI 1995, POLANYT 1958, SPENDER 1994; SPENDER and GRANT
1996, SVEIBY 1997). Thus, employees can no longer be considered as a cost to be minimized (the
view taken in the industrial era) but have to be seen as a resource being nurtured and optimized:
firm value creation results from treating employees as an asset; solely considering employees as a
cost factor or trying to make profits through labor exploitation probably result in value extraction —
at least in the long run (ABHAYAWANSA and ABEYSEKERA 2008).
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2.2. Value-relevance of information

Efficient capital market theory suggests that investors use all relevant information
when making their decisions on whether to buy or to sell a company’s shares
(BEAVER 1981, FAMA 1970 and 1991, FAMA et al. 1969). That is, traded values
always reflect all available information about the corresponding firm. In recent
literature, research on capital markets supports a “semi-strong” form of market
efficiency as share prices, on average, are assumed to reflect all publicly available
information (BEAVER 1981, FAMA 1970 and 1991, FAMA et al. 1969).

In general, information is defined as being value-relevant if it has a predicted
association with equity market values (BARTH et al. 2001). That is, the information is
used by investors for making their investment decisions. Value-relevant information
thus directly influences the firm’s market value. Hence, value-relevance research
examines the association between the provided information and equity market values
by assuming that these values reflect investors’ consensus beliefs (BALL and BROWN
1968, BARTH et al. 2001).

2.3. Human capital disclosure and value-relevance of the provided information

Human capital disclosure can be regarded as the information voluntarily provided by
a company about its workforce’s knowledge, capabilities, and motivation by using
corresponding communication channels. Although companies tend to disclose
detailed information about their investments in physical and financial assets, most of
them neglect to provide meaningful information about the value of their human
capital. External reporting focuses almost entirely on financial data, while intangible
resources like human capital are not adequately considered (CANIBANO et al. 2000,
GUIMON 2005, LEv 2001 and 2004, LEV and ZAROWIN 1999, STEWART 1999b,
StoLowy and JENY-CAZAVAN 2001). Furthermore, since a company does not own
its human capital, it cannot be activated as an asset. Therefore, a large portion of a
company’s resources does not appear on the balance sheet (LEV 2001, STEWART
1999b, Ross et al. 2008). Several groups have thus called for greater disclosure of
information about human capital and other intangible resources (e.g. MAINES et al.
2002 and 2003).

Since information on the companies’ workforce is only available to a limited extent,
for investors it is not possible to clearly become aware of these companies’ value-
adding potential (LEV and ZAROWIN 1999). Referring to the information as well as
the agency problem (HEALY and PALEPU 2001), this leads to information
asymmetries which can create costs by introducing adverse selection into
transactions between buyers and sellers of firm shares (LEUZ and VERRECCHIA
2000). Consequently, the non-provision of information about human capital can lead
to a discrepancy between companies’ valuation by external parties and their real
economic situations (HEALY and PALEPU 2001). The results are potential agency and
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transaction costs, a misallocation of resources as well as possible (capital) market
inefficiencies (AKERLOF 1970, COASE 1937, EISENHARDT 1989, JENSEN and
MECKLING 1976, LEV 2001).

Increased levels of disclosure with regard to human capital are able to reduce the
possibility of arising information asymmetries (DIAMOND and VERRECCHIA 1991,
LEUZ and VERRECCHIA 2000, LEV 2001); comprehensive disclosures enable the
recipients of such information to gain better insights into human capital potentials
and properties. Hence, it becomes easier to assess the company’s market position and
to accurately evaluate its value creation potential (BUKH 2003, HEALY and PALEPU
2001, LEv 2001). By receiving the demanded information, equity investors can better
evaluate the economic constitution of the disclosing company (VAN DER MEER-
KOOISTRA and ZIJLSTRA 2001). They use this information in making their decisions
whether to invest in a company or not. Consequently, information provision leads to
reduced agency and transaction costs as well as to an improved allocation of
resources (BOTOSAN 1997, BOTOSAN and PLUMLEE 2001, HEALY and PALEPU 2001).

A great body of empirical literature endorses this view while touching various issues
(see WYATT 2008): for example BELL et al. (2002) found that employee stock option
related costs are value-relevant. BALLESTER et al. (2002) examined the proportion of
US labor costs that are relevant to investors. Furthermore, ABDEL-KHALIK (2003)
found that information on managerial skills for executives on the Board of Directors
is value-relevant. Based on accounting measures, LAJILI and ZEGHAL (2005 and
2006) constructed indexes of human capital productivity and efficiency and related
these to stock price performance. They found that labor costs voluntarily disclosed in
financial statements are potentially useful for evaluating human capital, and thus, are
value-relevant. Besides that, several different studies also identified that human
capital management practices are related to higher firm performance in various areas
(e.g. HUSELID 1995, HUSELID et al. 1997, ICHNIOWSKI et al. 1997, WYATT 2008).

As a result of the aforementioned arguments, it can be assumed that human capital
information voluntarily disclosed by companies is highly relevant for investors’
valuation and investment decisions. They factor the available human capital
information and the presumed consequences into decisions whether or not to buy or
to sell the corresponding firm’s stocks (ACLAND 1976, LEV 2001, WYATT 2008).
Consequently, the disclosed human capital information should be valued by capital
markets, and thus, in average should be reflected in the companies’ share prices. That
is, human capital information can be assumed as being value-relevant. Accordingly, I
posit:

H: Human capital information is value-relevant to the stock market.
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3. Design of the study and methodology
3.1. Sample construction

To empirically analyze the value-relevance of voluntarily provided human capital
information, I focus on Germany for at least two reasons: comparability (i.e.
exclusion of institutional differences) and the voluntary disclosure environment.
Providing information on human capital issues is closely related to voluntary
corporate social responsibility (CSR) disclosures.”” Since CSR and corresponding
disclosures are assumed to differ among countries (MATTEN and MOON 2008),
human capital reporting might also be affected by those different institutional
settings. Therefore, I decided to concentrate on corporations with an identical
political and societal background for generating a homogenous dataset.
Consequently, I focused on companies from one and the same country. I chose
Germany because only few requirements for human capital disclosure are available.™®

I focus on the German DAX, MDAX, and SDAX. These three indexes include the 130
largest listed German companies (see DEUTSCHE BOERSE 2010). My sample focuses
on the index composition as at the end of 2008. I consider four reporting periods
between 2005 and 2008.%° In line with previous research I concentrated on the annual
report since it constitutes the most important reporting instrument between a
company and the capital markets (ABDOLMOHAMMADI 2005, ABEYSEKERA 2006,
GUTHRIE et al. 2004, VANDEMAELE et al. 2005). Only reports provided in English
have been considered (all companies in the sample provide their annual reports in
English as well as in German). Since some companies’ reports were not available for
all the years (for instance, if a company entered one of the indices after 2006), my
sample has been shortened by 35 observations. Thus, I obtain 485 firm-year
observations in total.** Since some information was not available for all sample
companies, [ lost 81 observations. For example, for some industries (banks,
insurance and technology) net income was not available at THOMSON ONE BANKER
(2009). Hence, I finally obtained 369 valid firm-year observations.

7 Amongst other aspects, CSR also considers labor issues (for an overview see BOWEN 1953,

CARROLL 1999 and 2006, CRANE and MATTEN 2007, DE BAKKER et al. 2005).

For instance, according to DRS /5 companies have to disclose information which might have a
substantial impact on firm value or which might be relevant for the companies’ future
development. Thus, even if human capital is not explicitly mentioned, companies are encouraged
to provide information (or at least “some” information) on their workforce’s ability if it might
have an impact on corporate performance.

38

As for CSR disclosures in general, German companies are not obliged to provide any information.

Hence, such disclosures are free of regulation.

" The composition of the SDAX changes particularly frequently, as companies continuously enter or

leave the index. Therefore, considering more than four reporting periods in my analysis would

have disproportionately shortened the number of observations in the sample.

%" On the whole, I analyzed a total of 82,000 annual report pages.
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3.2. Identification of keywords

As pointed out in Chapter I, 1 use word-based content analysis to quantify the
amount of human capital information in corporate annual reports. Basically, I use the
framework provided by ABDOLMOHAMMADI (2005) for defining the keywords used
in the analysis. As Table 11 shows, these keywords are mostly in line with the
content used by other studies, which, in recent literature, are often mentioned against
the background of intellectual capital disclosures in general (APRIL et al. 2003,
BoNTIS 2003, BOZZOLAN et al. 2003, BRENNAN 2001, BUKH et al. 2005, CORDAZZO
2007, DAVEY et al. 2009, FLOSTRAND 2006, GARCIA-MECA 2005, GUTHRIE et al.
2009, GUTHRIE et al. 2004, GUTHRIE and PETTY 2000) and human capital disclosures
in particular (ABEYSEKERA and GUTHRIE 2004, OLSSON 2001).*!

Previous studies

Abeysekera and Guthrie (2004)
April et al. (2003)

Bontis (2003)

Bozzolan et al. (2003)
Brennan (2001)

Bukh et al. (2005)
Cordazzo (2007)

Davey et al. (2009)
Fl6strand (2006)
Garcia-Meca (2005)
Guthrie et al. (2009)
Guthrie et al. (2004)
Guthrie and Petty (2000)
Olsson (2001)

Keyword Category
brain power
competence
competencies
education
expertise
intangible skills
intelligence
know-how
knowledge
learning X X
qualification X X X X X
specialist
training X X X X X X X
absence
career X X X X X
employee retention X
employee sat|sfa_ct|on Motivation /
employee commitment .

Commitment
employee turnover X
entrepreneurial spirit X X X X X X
motivation X
staff turnover X X
diversity X X
empowerment X
human resource

Personnel

personnel X X X
recruiting
recruitment X X X X
The cross indicates on which studies the corresponding keyword is based

x
x
x x
x
xX X X
x
x
x
x
x

Qualification /
competence

x X X x x x x x x|Abdolmohammadi (2005)

x

x
x

x
x
x
x

Table 11: Keywords for the content analysis derived from previous studies

*I'" However, as Table 11 indicates, I finally applied a more comprehensive framework than the one

provided by ABDOLMOHAMMADI (2005) by adding eleven more keywords derived from these
other studies.
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By deriving the keywords, singular and plural forms have been considered
(“competence” / “competencies”). In line with the framework provided by
ABDOLMOHAMMADI (2005) and the overall human capital literature (e.g. SCHULTZ
1961, BECKER 1964), I classified the keywords in three categories: Keywords which
contain information regarding the workforce’s “qualification / competence” and
regarding its’ “motivation / commitment”. Additionally (and according to
ABDOLMOHAMMADI 2005), I added a perspective on “personnel” information since
human resource management practices are essential for human capital’s future
development (e.g. HUSELID 1995, HUSELID et al. 1997, ICHNIOWSKI et al. 1997). As
shown in Table 11, I finally obtained a total number of 27 keywords.

3.3. Value-relevance: applied valuation models

Value-relevance studies use various valuation models to structure their tests.
Typically, equity market values are used as the valuation benchmark to assess how
well particular accounting amounts reflect information used by investors (BARTH et
al. 2001). In line with previous studies (e.g. BARTH et al. 1998, BARTH and CLINCH
1998, GOODWIN and AHMED 2006, LIANG and YAO 2005, KALLAPUR and KWAN
2004, KOHLBECK and MAYHEW 2009, WYATT 2008) I employ a model that is based
on OHLSON (1995) and its subsequent refinements (FELTHAM and OHLSON 1995 and
1996, OHLSON 1995 and 1999). The model is based on the assumption that a
company’s value equals book value plus a linear function of current abnormal
earnings and the scalar variable representing other information (BARTH et al. 2001,
OHLSON 1995). This model examines price or market value levels by identifying how
well particular accounting amounts are reflected in firm value (BARTH et al. 2001).
Consequently, this model analyzes what is reflected in share prices. I employ the
model in the following way:

SP = f(BVE/S; NI/S; HCRDISC; YR; IND),

where SP is the share price (of common shares), BVE/S is the book value of equity
per share, NI/S is the net income per share and HCRDISC is a human capital
disclosure index which can be interpreted as the ‘other information’ contained in the
model. YR and IND stand for year and industry dummies.

An alternative approach to assessing value-relevance lies in examining changes in
share price. This return-based approach determines what causes changes in firm
value over a specific period of time (BARTH et al. 2001). In line with previous
literature (e.g. BARTH et al. 1998 and 2001) I apply the following model:

RET = f(NI/S; DNI/S; DHCRDISC; YR; IND),

where RET is the return per share, DNI/S is the change in net income per share and
DHCRDISC is the change in the human capital disclosure index. NI/S, YR and IND
are as previously defined.
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3.4. Dependent variables

As for the price levels model I use share price (SP) of common shares as the
dependent variable in the regression. I take the closing price from the last day of the
quarter in which the annual report of the corresponding company was published. This
information is taken from THOMSON ONE BANKER (2009).

As for the return-based analysis, I use return per share (RET) as the dependent
variable. RET is calculated as:

RET = ([SP, — SP,] + DIV/S) / SP,,

where SP; is the closing price from the last day of the quarter in which the annual
report of the corresponding company was published. SPy; is the closing price from
the last day of the previous quarter. I obtained the information from THOMSON ONE
BANKER (2009). DIV/S is the corresponding company’s dividend payment per share
in the previous year. This information was taken from the website of DEUTSCHE
BOERSE (2010).

3.5. Independent and control variables

I use the book value of equity per share (BVE/S) as well as net income per share
(NI/S) for the independent variables needed for applying the price levels model. I
calculate these two variables since book value of equity, net income, as well as the
number of shares outstanding are available at THOMSON ONE BANKER (2009).
Change in net income per share (DNI/S) is defined as NI/S minus NI/S of the
previous year.

As for the ‘other information’, I am interested in the human capital information
provided through the sample companies’ annual reports. In respect of the amount of
human capital disclosure I compiled four variables extracted from the provided
reports by means of content analysis based on the defined keywords:

HCRTOT = HCRQC + HCRMC + HCRPS

where HCRTOT 1is the total quantity of human capital disclosure; HCRQC is the
amount of disclosed information with regard to “qualification / competence” issues;
HCRMC is the amount of disclosed information with regard to “motivation /
commitment” issues and HCRPS is the amount of provided information on
“personnel” issues (total number of keywords found in the analyzed report). All
variables were identified for each of the companies and each single year. Thus, the
indexes reflect the number of hits when searching for all keywords in each category.
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Since shareholders do not only evaluate the total amount of human capital
disclosures but also take other disclosures of the corresponding company into
account, I divided the number of hits by the analyzed reports’ number of pages to
control for these other disclosures.

Change in total disclosure (DHCRTOT) is defined as HCRTOT minus HCRTOT of
the previous year. The sub-indexes (DHCRQC, DHCRMC and DHCRPS) are
correspondingly defined.

As for the control variables I used year as well as industry dummies. I used the
classification provided by DEUTSCHE BOERSE (2010) to classify the sample
companies into 18 industries (see Table 16 in the Appendix). Thereafter, I applied
dummy variables to distinguish between industries and years.

Table 12 offers a summary of the data sources, the dependent and independent
variables, as well as their abbreviations.

Measure
Variable Abbreviation Explanation Source
Share price SP Share price at the end of the reporting period Thomson One Banker
(quarter), dependent (http://banker.thomsonib.com/)
Return per share RET Return per share (incl. divident payments), Thomson One Banker
dependent (http://banker.thomsonib.com/), calculated
Book value of equity per share BVE/S Book value of equity per share, independent Thomson One Banker
(http://banker.thomsonib.com/), calculated
Net income per share NI/S Net income per share, independent Thomson One Banker
(http://banker.thomsonib.com/), calculated
Total disclosure index HCRTOT Extracted from the reports by means of content Provided reports
analysis, independent
Disclosures on qualification and competence issues HCRQC Extracted from the reports by means of content Provided reports
analysis, independent
Disclosures on motivation and commitment issues HCRMC Extracted from the reports by means of content Provided reports
analysis, independent
Disclosures on personnel issues HCRPS Extracted from the reports by means of content Provided reports
analysis, independent
Change in the total disclosure index DHCRTOT HCRTOT minus HCRTOT of the previous year Provided reports, calculated
Change in disclosures on qualification and DHCRQC HCRQC minus HCRQC of the previous year Provided reports, calculated
competence issues
Change in disclosures on motivation and DHCRMC HCRMC minus HCRMC of the previous year Provided reports, calculated
commitment issues
Change in disclosures on personnel issues DHCRPS HCRPS minus HCRPS of the previous year Provided reports, calculated
Industry classification 1/0, independent DEUTSCHE BOERSE
(www.boerse-frankfurt.com)
Year dummies 1/0, independent

Table 12: Source of data



Chapter V
The value-relevance of human capital information 76

4. Results and discussion
4.1. Descriptive statistics and correlations

Table 13 shows the descriptive statistics after adjusting outliers at the 2.5 level. The
table indicates that the dispersion of most variables is on an acceptable level.

Panel A
N Min Max Mean Std. Deviation Skewness Kurtosis

Statistic Statistic Statistic Statistic Statistic Statistic Std. Error Statistic Std. Error
SP 477 2.30 130.5 34.45 30.61 1.60 RN 218 22
BVE/S 470 2.06 77.89 18.93 16.90 1.92 AN 3.68 .23
NI/'S 371 -2.46 21.64 3.48 4.53 2.33 A3 6.22 25
HCRTOT 483 15 .99 43 19 97 AN 72 22
HCRQC 483 .04 .65 .23 14 1.20 AN 1.17 22
HCRMC 483 0 10 .03 .02 1.15 AN 1.16 22
HCRPS 483 .04 .35 A7 .08 49 AN -.38 22
Valid N 369
Panel B

N Min Max Mean Std. Deviation Skewness Kurtosis

Statistic Statistic Statistic Statistic Statistic Statistic Std. Error Statistic Std. Error
RET 476 -.59 .80 .02 .27 .33 AN .99 22
NI/S 371 -2.46 21.64 3.48 4.53 2.33 A3 6.21 25
DNI/S 252 -12.01 6.68 -17 3.03 -1.77 15 6.38 .31
DHCRTOT 354 -22 .28 .01 1 25 A3 A1 .26
DHCRQC 354 -15 18 .01 .08 15 A3 -.05 .26
DHCRMC 354 -.05 .04 .00 .02 -25 13 22 .26
DHCRPS 354 -.10 10 .00 .05 A2 13 -.03 .26
Valid N 237

Table 13: Descriptive statistics after truncation at the 2.5 level

The results of my content analysis show that the amount of human capital disclosure
is increasing over time. The total disclosure index (HCRTOT) increased from 7,300
hits in 2006 to more than 10,600 hits in 2009.* This trend is mostly caused by an
increase in disclosures on qualification and competence as well as personnel issues.
Figure 12 displays these developments.*’
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—8— HCRTOT | = — — HCRM
8000 - CRTO 3000 —— ICRMC
= = —HCRPS
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Content analysis based on keywords; number of hits for all companies Content analysis based on keywords; number of hits for all companies

Figure 12: Descriptive results of the content analysis (human capital)

Table 14 shows the Pearson correlations for the dependent as well as the independent
variables. The correlations between the independent variables provide no indication
of multicollinearity since no variable exceeds the value of 0.9 (CHENG et al. 2007,
FARRAR and GLAUBER 1967, HAIR et al. 2010, PENG and BEAMISH 2008, ROBERTS
1992).4

* In the same time, the average number of pages in the analyzed reports increased from 150 in 2006

to 188 pages in 2009. This is a plus of about 25%.
For more descriptive results of the content analysis see Figure 20 - Figure 24 in the appendix.

# Please note that the variables HCRTOT and HCRQC are not used as independent variables in the
same regression equation.

43
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Panel A
SP BVE/S NI/S HCRTOT HCRQC HCRMC HCRPS

SP Pearson Correlation 1
Sig. (2-tailed)

BVE/S Pearson Correlation 675" 1
Sig. (2-tailed) .000

NI/S Pearson Correlation 576" 783" 1

Sig. (2-tailed) .000 .000

HCRTOT Pearson Correlation .084 .012 .018 1
Sig. (2-tailed) 1066 794 763

HCRQC Pearson Correlation .071 .005 -.032 900" 1
Sig. (2-tailed) 122 915 .536 .000

HCRMC Pearson Correlation .059 .006 -.035 467" 362" 1
Sig. (2-tailed) .200 .894 502 .000 .000

HCRPS Pearson Correlation .015 -.024 .039 656" 307" 182" 1
Sig. (2-tailed) .740 .608 454 .000 .000 .000

** Significant at the .01 level

Panel B
RET NI/S DNI/S DHCRTOT DHCRQC DHCRMC DHCRPS
RET Pearson Correlation 1
Sig. (2-tailed)
NI/S Pearson Correlation .050* 1
Sig. (2-tailed) 333
DNI/S Pearson Correlation 157 .293** 1
Sig. (2-tailed) .013 .000
DHCRTOT  Pearson Correlation .003 -.088 -.017 1
Sig. (2-tailed) .955 130 .795
DHCRQC Pearson Correlation .037 -.058 -.028 .866** 1
Sig. (2-tailed) 486 .324 .664 .000
DHCRMC Pearson Correlation .032 -.100 .007 .389* .198** 1
Sig. (2-tailed) .555 .085 919 .000 .000
DHCRPS Pearson Correlation -.036 -.071 .016 .595** 213* 102 1
Sig. (2-tailed) .500 .221 .804 .000 .000 .056

* Significant at the .05 level
** Significant at the .01 level

Table 14: Correlations — dependent and independent variables

Panel A of Table 14 shows the correlations of the variables needed for applying the
price-levels model. The matrix reveals a strong positive relationship between share
price (SP), book value of equity per share (BVE/S) and net income per share (NI/S).
Furthermore, the four disclosure indexes are positively correlated to each other. This
means that companies usually disclose information on all three aspects of human
capital if they decide to disclose human capital information. However, no significant
correlation between the disclosure indexes and share price (SP) can be identified.

Panel B of Table 14 illustrates the correlations of the variables required for the return
analysis. The correlation matrix indicates a positive correlation between the return
(RET) measure and net income per share (NI/S). Furthermore, a positive correlation
between net income per share (NI/S) and changes in net income per share (DNI/S)
can be identified. Further positive correlations only exist between the disclosure
indexes. Surprisingly, no correlation can be identified between change in disclosure
with regard to motivation / commitment issues (DHCRMC) and change in
disclosures on personnel issues (DHCRPS). Furthermore, no significant correlation

However, in order to ensure that there is no multicollinearity, I performed an additional test by
calculating the variance inflation factor (VIF) for all the independent variables where the bivariate
correlations exceed the value of 0.5. The results indicate that all VIF factors are well below the
tolerance values of 10, indicating that multicollinearity is not an issue in my analyses (HAIR et al.
2010, ROBERTS 1992).
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between the disclosure indexes and the applied return measure (RET) can be
identified.

4.2. Regression analysis: value-relevance of human capital information

Table 15 presents the results of the regression analyses. As for the price-levels
analyses (columns A and B), share price (SP) is regarded as a linear function of book
value of equity per share (BE/S), net income per share (NI/S) and the human capital
disclosure indexes (as “other information”). Furthermore, year dummies (2006 is
benchmark) as well as industry dummies (AUTOM is benchmark) are included in the
regression. In line with the applied price-levels model, a strong connection between
SP and BVE/S as well as with NI/S can be detected. Also, the analysis reveals strong
year effects (YRO8 and YRO09). Significant industry effects can only be detected for
TRANS (negative) and UTILI (positive).

Column A reveals a positive impact of human capital disclosures on the sample
companies’ market value since the provided information is positively associated with
share price (see HCRTOT in column A). For the sample companies, this connection
is as strong as the detected industry effects (TRANS and UTILI) but not as strong as
the (negative) year effects of 2008 and 2009. A closer look at the sub categories of
the disclosed human capital information reveals that it is primarily the information
on qualification / competence issues which is value-relevant, and thus positively
reflected in firm value (HCRQC in column B). Information on motivation /
commitment as well as on personnel issues is not regarded as relevant since it is not
significantly reflected in share price.

As for the return-based analyses (columns C and D), I analyze whether returns per
share (RET) are affected by the provision of human capital information. Thus, I
interpret returns per share as a function of net income per share (NI/S), change in net
income per share (DNI/S) and changes in the provided human capital information.
Furthermore, year dummies (2007 is benchmark) as well as industry dummies
(AUTOM is benchmark) are considered in the regression.

The results presented in columns C and D identify no impact of human capital
disclosures on the applied return measure. Thus, changes in market value are not
affected by human capital disclosures.

Overall, my hypothesis is confirmed by the studies’ results; human capital
information is value-relevant for equity investors, but not timely (BARTH et al. 2001).
This means that investors incorporate the provided human capital information in their
long term investment decisions. These findings are consistent with the literature
indicating an overall positive relationship between voluntary disclosures and market
value. However, this study particularly provides evidence that investors regard
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human capital as an important organizational resource. In other words: They regard
information on human capital as additional information on the companies’ assets.

(A) (B) (©) (D)
SP SP RET RET
Coefficient Prob. Coefficient Prob. Coefficient Prob. Coefficient Prob.

Constant ** **
BVE/S .505 *** .506 ***
NI/S .208 *** 210 *** .022 .023
DNI/S .079 .079
HCRTOT .084 **
HCRQC .085 *
HCRMC .032
HCRPS -.024
DHCRTOT -.022
DHCRQC -.016
DHCRMC .034
DHCRPS -.045
YRO7 -.010 -.008
YRO08 -.145 *** -.146 *** -.409 *** -424 ***
YRO09 -.348 *** -.348 *** -.445 *** -.450 ***
BASIC -.059 -.057 140 * 138 *
CHEMI .078 .079 .092 .092
CONSU .065 .081 .084 .081
CONSTR -.020 -.013 .088 .083
FINAN .021 .017 .083 .081
FOODB -.026 -.025 .102 .100
INDUS .085 .084 171 .168
MEDIA .057 .060 111 111
PHARM .029 .031 .025 .025
RETAI -.010 -.005 .050 .049
SOFTW .055 .054 .022 .023
TELEC -.022 -.018 .013 .013
TRANS -.088 * -.081 * .023 .025
UTILI .074 * .073 * .026 .022
Adjusted R-squared .52 .52 A1 |
F-value (Prob.) 20.80 (***) 18.98 (***) 2.57 (***) 2.35 (***)
N 367 367 235 235

* significant at the .1 level

** significant at the .05 level

*** significant at the .01 level

Column (A) contains the results of the regression using SP as the dependent and HCRTOT as an independent variable. Column (B)
shows the results of the regression using SP as the dependent and the (sub) disclosure indexes HCRQC, HCRMC and HCRPS as
independent variables. Column (C) illustrates the results of the regression using RET as the dependent and HCRTOT as an
independent variable. Column (D) illustrates the results of the regression using RET as the dependent and the (sub) disclosure
indexes HCRQC, HCRMC and HCRPS as independent variables.

Legend: SP = share price; RET = return per share; BVE/S = book value of equity per share; NI/S = net income per share; DNI/S =
change in net income per share; HCRTOT = total amount of disclosure; HCRQC = amount of disclosures with regard to qualification
and competence issues; HCRMC = amount of disclosures with regard to motivation and commitment issues; HCRPS = amount of
disclosures with regard to personnell issues; DHCRTOT = change in HCRTOT; DHCRQC = change in HCRQC; DHCRMC = change
in HCRMC; DHCRPS = change in HCRPS; YR07-YRO09 = year dummies for 2007-2009; BASIC = industry dummy (basic resources);
CHEMI = industry dummy (chemicals); CONSU = industry dummy (consumer); CONSTR = industry dummy (construction); FINAN =
industry dummy (financial services); FOODB = industry dummy (food & beverage); INDUS = industry dummy (industry); MEDIA =
industry dummy (media); PHARM = industry dummy (pharma); RETAI = industry dummy (retail); SOFTW = industry dummy
(software); TELEC = industry dummy (telecommunication); TRANS = industry dummy (transportation & logistics); UTILI = industry
dummy (utilities);

Table 15: Regression analysis — value-relevance of human capital information

However, human capital information has no influence on changes in share prices.
Thus, for such (short term) changes, other information might be more relevant for the
capital markets for evaluating traded stocks. This is in line with the assumption that
human capital does not directly affect corporate financial performance but takes
effect through (long term) cause and effect relations (MARR et al. 2004,
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GAMERSCHLAG and MOLLER 2011). Therefore, changes in disclosure are not ‘real-
time’ reflected in share price — but will be priced in the long run.

My study’s results contribute to literature and theory in at least two ways: First, the
role of disclosures in capital markets. As stated earlier, providing human capital
information can help to reduce information asymmetries arising between the firm and
its shareholders or among potential buyers and sellers of firm shares (LEUZ and
VERRECCHIA 2000). By receiving the demanded human capital information, investors
can better evaluate the economic constitution of the disclosing company which
influences the companies’ valuation at the capital market. Specifically, the amount of
human capital information with regard to qualification / competence issues disclosed
in the annual reports affects (long term) market value. These findings are in line with
previous research which identified voluntary reporting activities as being crucial for
the functioning of capital markets (e.g. BOTOSAN 1997, BOTOSAN and PLUMLEE
2002, HEALY and PALEPU 2001).*> However, my findings also suggest that human
capital information does not cause short time changes in share price. Financial
information or macroeconomic developments might be more appropriate for
explaining short term changes in firm value.

Second, this study contributes to human capital theory by helping to localize human
capital’s primary components: Since investors regard information on the workforce’s
qualifications and competencies as particularly relevant for their investment
decisions, these issues can be assumed as being the most important drivers behind
corporate success — at least with regard to the company’s human capital. This goes in
line with human capital theory which generally identifies qualification as the main
driver behind remunerations of individuals, organizations and societies (BLAUG
1976). It is also associated with the arguments of the knowledge-based view of the
firm (GRANT 1996, SPENDER 1994, SPENDER and GRANT 1996). Thus, investors
regard information on qualification and competence as an indicator for (future)
corporate financial performance, and thus, as an organizational asset.

As implications for practice, there are also two main contributions identifiable: On
the one hand, companies can use these findings for influencing their value —
especially since these effects might be as strong as industry effects. Consequently, by
providing more human capital information (particularly with regard to qualification /
competence issues), a company is able to improve its valuation at the capital market.
In other words: human capital disclosure can be used as an instrument for positively
impacting shareholder value. This goes along with other studies’ results which
identified that firms committing to increased levels of disclosure garner
economically and statistically significant benefits (e.g. LAMBERT et al. 2007, LEUZ

#Of course it has to be mentioned that the extent to which human capital disclosures mitigate
resource misallocation in the capital market depends on the degree of credibility of the disclosed
information (HEALY and PALEPU 2001). But GELB and STRAWSER (2001) found that disclosures

are good measures for the disclosing firm’s “real” actions, and thus, in general can be assumed as
being credible information even if it is disclosed unaudited.
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and VERRECCHIA 2000). Moreover, economic resources appear to be allocated to
securities of those firms that disclose human capital information (ANDERSON and
FRANKLE 1980).

On the other hand, the amount of disclosed human capital information is increasing
over time. Especially information on qualification / competence as well as on
personnel issues seems to become increasingly important. By evaluating potential
investment objects, investors have to consider this development. Eventually, they
have to control for the resulting valuation-effects.

5. Conclusion and outlook

Human capital can be regarded as an important driver behind long-term corporate
financial performance. Often, it is referred to as an organization’s most important
resource. Although companies tend to provide detailed information about their
physical and financial assets, most of them neglect to provide meaningful
information about the value of their human capital. Since information on the
companies’ workforce is not available, for investors it is not possible to clearly
become aware of these companies’ value-adding potential. The results are
information asymmetries and potential agency as well as transaction costs. Human
capital disclosures can be used to reduce these information asymmetries by providing
investors with the demanded information. Since investors are assumed to incorporate
the available information in their investment decisions, proactively disclosed human
capital information is assumed as being reflected in share price, and thus as being
value-relevant.

In line with previous research I applied two established valuation models for
determining the value-relevance of human capital information. Based on the
framework provided by ABDOLMOHAMMADI (2005) and other previous studies, I
applied content analysis to detect the amount and content of human capital
information provided by the 130 largest listed companies in Germany. In total, I
analyzed more than 82,000 pages of annual reports by generating four disclosure
indexes. I used them for detecting the impact of provided human capital information
on firm value.

My study’s results show that the provision of human capital information is value-
relevant, but not timely. That is, a positive association between the disclosed human
capital information and share price can be identified. Especially information on
qualification / competence issues has a positive impact on firm value. Thus, investors
incorporate the available human capital information in their long-term investment
decisions. In consequence, proactively providing information on this important
organizational resource can help to reduce information asymmetries at the capital
market which leads to reduced agency and transaction costs as well as to a better
allocation of (financial) resources. Therefore, companies can use human capital
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reporting for improving their valuation through the capital markets — particularly
when they are providing information on their workforce’s qualification / competence.
However, no influence of human capital disclosures on (short term) changes in firm
value can be identified. Other information or developments might be more applicable
for explaining such changes in share prices.

As with all empirical studies, this study is subject to limitations. First of all, the
industry classification is open to criticism as some industries are represented by only
three or fewer companies. Furthermore, since some measures (especially net income
per share) were not available for three industries, my sample was shortened by these
industries which might have biased the results. Further limitations arise from the way
content analysis has been applied. Using keywords as units of analysis may be an
inappropriate methodology, as words are detached from their contextual background.
Additionally, deriving the keywords for the content analysis from previous studies is
not free of risk, as these studies might not capture all relevant aspects of human
capital (especially as most of them were applied against the background of
intangibles in general). Finally, since only one country was researched, the cultural
as well as regulatory aspects cannot be generalized.

Despite these limitations, I believe that my results provide interesting insights into
the value-relevance of human capital information. However, additional research
should consider the information content in more detail. In particular, the relevant
aspects in respect of qualification and competence issues might be of significant
interest since, at least in the long term, there seems to be a substantial value potential
from investors’ perspective. Moreover, human capital disclosure and its effects on all
its addressees have to be examined in detail, for example the effects on (potential)
employees or on customers. Solely considering capital market implications might not
be enough for identifying the opportunities which might arise from such disclosures.
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Table 16: Industry classifications according to Deutsche Boerse (2010)
Membership at the end of
Industry Abbreviation Company name 2008 2007 2006 2005
AUTOMOBILE MANUFACTURERS AUTOM BAY.MOTOREN WERKE AG DAX DAX DAX DAX
CONTINENTAL AG MDAX DAX DAX DAX
DAIMLER AG DAX DAX DAX DAX
ELRINGKLINGER AG SDAX SDAX SDAX SDAX
GRAMMER AG SDAX SDAX SDAX SDAX
LEONI AG MDAX MDAX MDAX MDAX
VOLKSWAGEN AG DAX DAX DAX DAX
BANKS BANKS AAREAL BANK AG MDAX MDAX MDAX MDAX
COMMERZBANK AG DAX DAX DAX DAX
DEUTSCHE BANK AG DAX DAX DAX DAX
DEUTSCHE POSTBANK AG DAX DAX DAX MDAX
HYPO REAL ESTATE HLDG DAX DAX DAX DAX
BASIC RESOURCES BASIC C.AT.OILAG SDAX SDAX SDAX
NORDDT.AFFINERIE MDAX MDAX MDAX MDAX
SALZGITTER AG DAX MDAX MDAX MDAX
CHEMICALS CHEMI ALTANA AG MDAX MDAX DAX DAX
BASF AG DAX DAX DAX DAX
BAYER AG DAX DAX DAX DAX
FUCHS PETROL. AG MDAX SDAX SDAX SDAX
H+R WASAG AG SDAX SDAX SDAX SDAX
K+S AG DAX MDAX MDAX MDAX
LANXESS AG MDAX MDAX MDAX MDAX
LINDE AG DAX DAX DAX DAX
SGL CARBON AG MDAX MDAX MDAX MDAX
SKW STAHL-METAL.-HLDG. SDAX PRIME PRIME
SYMRISE AG MDAX MDAX PRIME
WACKER CHEMIE MDAX MDAX MDAX
CONSTRUCTION CONST BAUER AG MDAX SDAX SDAX
BILFINGER BERGER AG MDAX MDAX MDAX MDAX
DYCKERHOFF SDAX SDAX SDAX SDAX
HEIDELBERGCEMENT AG MDAX MDAX MDAX MDAX
HOCHTIEF AG MDAX MDAX MDAX MDAX
CONSUMER CONSU ADIDAS-SALOMON AG DAX DAX DAX DAX
BEIERSDORF AG DAX MDAX MDAX MDAX
ESCADA AG SDAX SDAX SDAX SDAX
GERRY WEBER INTERNAT. SDAX SDAX SDAX SDAX
HENKEL KGAA DAX DAX DAX DAX
HUGO BOSS AG MDAX MDAX MDAX MDAX
LOEWE AG SDAX PRIME SDAX SDAX
PUMA AG MDAX MDAX MDAX MDAX
FINANCIAL SERVICES FINAN ALSTRIA OFFICE REIT AG SDAX SDAX
ARQUES INDUSTRIES AG SDAX MDAX SDAX SDAX
COLON.REAL ESTATE AG SDAX SDAX SDAX
COMDIRECT BANK AG SDAX SDAX SDAX SDAX
DEUTSCHE BOERSE DAX DAX DAX DAX
DEUTSCHE EUROSHOP AG MDAX MDAX MDAX MDAX
DEUTSCHE WOHNEN AG SDAX SDAX SDAX
DIC ASSET AG SDAX SDAX SDAX
DT.BETEILIG. AG SDAX SDAX SDAX SDAX
GAGFAH S.A. MDAX MDAX MDAX
GRENKELEASING AG SDAX SDAX SDAX SDAX
INDUS HOLDING AG SDAX SDAX SDAX SDAX
IVG IMMOBILIEN AG MDAX MDAX MDAX MDAX
MLP AG MDAX MDAX MDAX MDAX
MPC MUENCH.PET.CAP. SDAX SDAX SDAX MDAX
PATRIZIA IMMOBILIEN SDAX SDAX MDAX
TAG TEGERNSEE IMMOB. SDAX SDAX SDAX PRIME
VIVACON AG SDAX SDAX SDAX SDAX
FOOD + BEVERAGE FOODB SUEDZUCKER MDAX MDAX MDAX MDAX
INDUSTRIAL INDUS BAYWA AG SDAX SDAX SDAX SDAX
CENTROTEC SUSTAINABLE SDAX PRIME PRIME SDAX
DEMAG CRANES AG MDAX SDAX SDAX
DEUTZ AG SDAX MDAX MDAX SDAX
DUERR AG SDAX SDAX PRIME PRIME
ELEXIS AG SDAX SDAX SDAX SDAX
EUROP.AERON.DEF.+SP. EADS MDAX MDAX MDAX MDAX
GEA GROUP AG MDAX MDAX MDAX MDAX
GESCO AG SDAX PRIME PRIME PRIME
GFK AG SDAX SDAX SDAX SDAX
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Table 16 continued
GILDEMEISTER AG MDAX MDAX SDAX SDAX
HEIDELBERG.DRUCKMA. MDAX MDAX MDAX MDAX
HOMAG GROUP AG SDAX SDAX
JUNGHEINRICH AG SDAX SDAX SDAX SDAX
KLOECKNER + CO AG MDAX MDAX SDAX
KLOECKNER-WERKE SDAX PRIME PRIME SDAX
KOENIG + BAUER AG SDAX SDAX SDAX SDAX
KRONES AG MDAX MDAX MDAX MDAX
KUKA AG MDAX MDAX MDAX MDAX
KWS SAAT AG SDAX SDAX SDAX
MAN AG DAX DAX DAX DAX
MEDION AG SDAX SDAX SDAX MDAX
MTU AERO ENGINES MDAX MDAX MDAX MDAX
PFLEIDERER AG MDAX MDAX MDAX MDAX
RATIONAL AG SDAX SDAX SDAX SDAX
RHEINMETALL AG MDAX MDAX MDAX MDAX
SIEMENS AG DAX DAX DAX DAX
THYSSENKRUPP AG DAX DAX DAX DAX
TOGNUM AG MDAX MDAX
VOSSLOH AG MDAX MDAX MDAX MDAX
WACKER CONSTR. SDAX SDAX
WINCOR NIXDORF MDAX MDAX MDAX MDAX
INSURANCE INSUR ALLIANZ AG DAX DAX DAX DAX
HANN.RUECKVER. AG MDAX MDAX MDAX MDAX
MUENCH.RUECKVERS. DAX DAX DAX DAX
MEDIA MEDIA A.SPRINGER AG SDAX SDAX PRIME
CTS EVENTIM AG SDAX SDAX SDAX SDAX
EM.SPORT MEDIA AG SDAX SDAX SDAX SDAX
HIGHLIGHT CMNCTS SDAX SDAX SDAX SDAX
PREMIERE NA MDAX MDAX MDAX MDAX
PROSIEBENSAT.1 MDAX MDAX MDAX MDAX
PHARMA PHARM BIOTEST AG SDAX SDAX PRIME PRIME
CURANUM AG SDAX SDAX SDAX SDAX
FRESEN.MED.CARE AG DAX DAX DAX DAX
FRESENIUS AG MDAX MDAX MDAX MDAX
GERRESHEIMER AG MDAX SDAX
MERCK KGAA DAX DAX MDAX MDAX
RHOEN-KLINIKUM MDAX MDAX MDAX MDAX
STADA ARZNEIMITT. MDAX MDAX MDAX MDAX
RETAIL RETAI ARCANDOR AG MDAX MDAX MDAX MDAX
CELESIO AG MDAX MDAX MDAX MDAX
DELTICOM AG SDAX PRIME PRIME
DOUGLAS HOLDING MDAX MDAX MDAX MDAX
FIELMANN AG SDAX SDAX SDAX MDAX
METRO AG DAX DAX DAX DAX
PRAKTIKER BAU-U.H.HLDG MDAX MDAX MDAX PRIME
TAKKT AG SDAX SDAX SDAX SDAX
SOFTWARE SOFTW SAP AG DAX DAX DAX DAX
TECHNOLOGY TECHN INFINEON TECH. AG DAX DAX DAX DAX
TELECOMMUNICATION TELEC DT.TELEKOM AG DAX DAX DAX DAX
TRANSPORTATION + LOGISTICS TRANS AIR BERLIN PLC SDAX SDAX SDAX
DEUTSCHE POST AG DAX DAX DAX DAX
FRAPORT AG MDAX MDAX MDAX MDAX
HAMBURG.HAFEN U.LOG. MDAX PRIME
LUFTHANSA AG DAX DAX DAX DAX
SIXT AG SDAX SDAX SDAX SDAX
TUIAG MDAX DAX DAX DAX
VTG AG SDAX PRIME
UTILITIES UTILI E.ON AG DAX DAX DAX DAX
MVV ENERGIE AG. SDAX SDAX SDAX SDAX
RWE AG DAX DAX DAX DAX
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Figure 13: Number of published CSR reports (separate reports)
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Figure 15: Average number of hits for each CSR-category (all companies)*
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Figure 16: Development of social and environmental disclosures (all companies)*’
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Figure 17: Provided CSR information per report page (all indexes)*
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Figure 18: Provided CSR information per report page and index®
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Figure 19: Provided CSR information by industry™®
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Figure 21: Average number of hits for each human capital-category (all companies)’'
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Figure 22: Provided human capital information per report page (all indexes)™
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Figure 23: Provided human capital information per report page and index’

0,60
0,40 -
B DAX
5 MDAX
0,20 - © SDAX
0,00 -
2006 2007 2008 2009

Figure 24: Provided human capital information by industry®*
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