UNIVERSITA DEGLI STUDI DI PADOVA

Dipartimento di Scienze Economiche “Marco Fanno”

SUSTAINABILITY DISCLOSURE AND REPUTATION:
A COMPARATIVE STUDY

GIOVANNA MICHELON
Universita di Padova

September 2007

‘“MARCO FANNO” WORKING PAPER N.44



Sustainability Disclosure and Reputation:

A Comparative Study*

Giovanna Michelon

Department of Economic Sciences
University of Padua

* The author thanks participants at the 2005 Eumap&ccounting Association Congress,
the 2006 Emerging Issues in International Accognaind Business Conference, and the
IV Workshop on Disclosure to Financial Markets (B\atltaly) for their feedback on this
paper. The detailed and helpful comments of Jamgisri® are specially acknowledged.



Abstract

This paper aims to explore the relationship betweeeompany’s sustainability disclosure
and its reputation. The sample consists of 57 camepan the Dow Jones Sustainability
Index (DJSI) and a control group belonging to thenDJones Global Index (Worldl),
matched on country, industry and size. The extehntsustainability disclosure is
determined using the content analysis method peddrvia multimedia.

The empirical research provides evidence that etjout does affect the extent of
sustainability disclosure. Furthermore, resultsdaté that European companies disclose
more than US companies.

This paper is exploratory in nature as it invesggahe effects of reputation on corporate
sustainability disclosure (CSD). It also examinestainability disclosure by type of
information — strategic, financial, environmentaddasocial — and it extends previous
studies on CSD by concentrating on informationasdel not only on annual reports, but
also in multimedia, such as social reports, envirental reports and sustainability reports.

Keywords: sustainability disclosure; reputation; legitimattyeory; USA, Europe, UK;
content analysis
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1. Introduction

Corporate sustainability has been defined as tia¢egly adopted by a company to satisfy
the legitimate social, economic and environmentpketations of its stakeholdéfidusted
and Allen, 2000). Furthermore, according to legatoy and stakeholder theories, corporate
sustainability disclosure (CSD) is part of the dgle between a company and its
stakeholders and provides information on a compaagtivities that help legitimise its
behaviour, educate and inform, and change perceptamd expectations (Gray et al.,

1995; Adams and Larrinaga-Gonzalez, 2007; Adamsvaidicholas, 2007).

Various authors claim that social and environmedisdlosures are signals companies give
to stakeholders in order to increase reputatiored@man and Miles, 2001; Toms, 2002;
Hasseldine et al., 2005). The link between repatatind social-environmental disclosure
has been studied following agency and signallingoties, within the resource-based

approach (Toms, 2002; Hasseldine et al., 2005).

Accounting literature has also focused on sustdlibabeporting, conceived of as both an
outcome of, and part of the reputation risk manageniBebbington et al., forthcoming).
Indeed, sustainability reporting can be seen aswerdof reputation in the sense that it
communicates the social and environmental perfocamari a company to its stakeholders.
If a company is behaving as a ‘good corporatearitizthen such disclosures will increase
the reputation of the organisation. Once a comgaas/a strong reputation, CSD can be
used to preserve such reputation since compareesraore aware of the need to manage a
wide range of sustainability risks and to show ed#y that they are doing so” (Friedman

and Miles, 2001 p. 528). Therefore, if a compamgady has a strong reputation, it is



expected to engage with stakeholders and to conuagnio them how the company is
behaving in the three dimensions of sustainabM#jthin the legitimacy theory framework,
companies are operating in a constantly changitgrexl environment and they seek to
ensure that they operate within the bounds and s\@fntheir respective societies (Brown
and Deegan, 1998). CSD therefore provides voluntdoymation on companies’ activities
that helps legitimise their behaviour, educates iaforms, and changes perceptions and
expectations (Gray et al., 1995). Among the chgksnof sustainability reporting, Gray et
al. (1995) assert that organisational legitimacywe® to connect the social contract with
sustainability, whereby disclosure of sustainapilitformation facilitates the projection of
a socially accountable image. This will lead tor@ased legitimacy and will allow the
company to manage reputational risks (Fombrun et 2000; Bebbington et al.,

forthcoming).

The idea that reputation may be a driver of CSD rnatsbeen systematically studied by
academic research. Previous literature has beemaply concerned with the impact of
corporate characteristics (such as size, industoying and financial performance) or
general contextual factors (socio-political confeoth CSD. Indeed, recent literature has
pointed out the need to investigate further otl@nmlex and various internal contextual
factors influencing disclosure practices (Adam€)2Qand there is an emerging debate on
the possibility that the empowering potential ofisband environmental reporting is being

captured and institutionalised (Gray, 2002; O’Dw\y$i03; Parker, 2005).

The aim of this paper is to enhance our understagnali the relationship between CSD and

reputation. In order to do so, the study compahes amount of disclosure made by



reputable Continental European, UK and USA compnigatched by country, industry
and size. In particular, the paper examines thelatiares of 57 companies in the Dow
Jones Sustainability Index (DJSI) and of a cong@up of companies belonging to the

Dow Jones Global Index (World1).

In addition, this comparative study examines CSDtype of information. It classifies

CSD into four categories — strategic, financialvinmental and social. It is likely that
the decision relevance of information varies byetyghat is, strategic and financial
information have relevance to investors and shadens while environmental and social
disclosures interest a broader group of stakehaldEhus, the variables affecting the

disclosure choices of a company may also vary pg tf information.

Moreover, this study extends previous studies o ®$ concentrating on information
released not only on annual reports, but also oftimedia, such as social reports,

environmental reports and sustainability reports.

The remainder of the paper is structured as folldsestion two discusses the theoretical
framework adopted in this study and the developnoénthe hypothesis. Section three
describes the research method and the measuremeniables. Section four presents the
sample characteristics and the results of the modblle section five draws some

conclusions.



2. Literature Review and Hypothesis Development

Previous literature on the determinants of soam@ anvironmental disclosure has mainly
focused on the impact of corporate characterigscsh as size, industry grouping and
financial performance) or on general contextuatdiesc (socio-political context) (Belkaoui

and Karpik, 1989; Guthrie and Parker, 1990; Patt®8.1; 1992; Roberts, 1992; Hackston

and Milne, 1996; Pava and Krausz, 1996; Adams, 1888mier and Gordon, 2001).

Gray et al. (2001) note that previous researches haen “largely inconclusive”, showing
controversial and mixed results. These inconclusdgellts could be due to many reasons,
such as differences in socio-political environmehttween countries, organisational
structures, construction of the informational iteimslisclosure indexes, omitted variables
and sampling errors (Ahmed and Courtis, 1999). MarAs (2002) has suggested, another
crucial issue in social and environmental accogntinthat little attention has been given
to internal organisation factors that may expldiwe disclosure policies of companies
(Cowen et al., 1987; Campbell, 2000; Adams, 206Rfthermore, reporting proponents
(GRI, 2006; KPMG, 2005) and academic researchaisdian and Miles, 2001; Toms,
2002; Hasseldine et al.,, 2005; Bebbington et arthtoming) have suggested that

reputation may be both an effect and a driver efanability disclosure.

Up to now, the literature has not considered thecept of reputation a driving force for
sustainability reporting and disclosure, even gitienacy and reputation are somewhat
overlapping concepts (Deegan, 2002; Deephouse artdrC2005). As stated by Friedman

and Miles (2001), reputation can be conceived ofaadeterminant of sustainability



disclosure since companies show externally that #ie aware of the need of managing a
wider range of social and environmental issueghAtsame time, other authors, following
signalling theory (Toms, 2002; Hasseldine et @0%), argue that companies engage in
sustainability reporting as a way to increase theputation. Such a bi-directional
relationship is intuitive, but the existence ofgbdinkages is an empirical question that has

not been systematically studied in the accounitegature.

Reputation can be conceptualised with referencebdth the strategic management
literature (Roberts and Dowling, 2002) and a sagmal perspective (Fombrun, 1996).
From the first perspective, reputation can be @efias an organisational attribute (Roberts
and Dowling, 2002) that reflects the extent to whstakeholders see the company as a
good corporate citizen, and it therefore constitae intangible asset with the potential for
creation of value (Little and Little, 2000). Frorhet other perspective, reputation is a
“subjective collective assessment of the trustwoebs and reliability” of companies

(Fombrun and Van Riel, 1997).

Deephouse and Carter (2005) state that both reputand legitimacy represent
assessments of an organisation by a social sy3teey. observe (2005, p. 330) that there
are three areas of overlapping between legitimax raputation. Since they are “social
construction processes as stakeholders evaluateganization”, they are “linked to the
same antecedents” (size, financial performance strategic posture) and they both
improve the “ability to acquire resources”. Neveldss, they state that there are two
important criteria for distinguishing legitimacy dnreputation: “the nature of the

assessment stated in the definition and the dirmensn which the two concepts can be



assessed” (2005, p. 331). While legitimacy is coezkas “the generalized perception or
assumption that the actions of an entity are delgirgroper and appropriate” (Suchman,
1995, p. 573) — and organizations must therefordocm to normative rules, regulative
processes and cognitive meanings (Scott, 199%gputation is equated to image, esteem,
prestige and goodwill in developing the encompagssioncept of organizational standing
(Shenkar and Yuchtman-Yaar, 1997). In particulaephouse and Carter (2005) stress the
idea that the concept of reputation recalls thatired position of an organisation among its
counterparts: the relative standing of a comparsytbde determined through comparison
with other companies. “For any two organizationseyt will either have the same
reputation or, more likely, one will have a betteputation than the other” (2005, p. 331).
Gaining a favourable reputation implies that difeiration is necessary (Fombrun, 1996),
as effective building and preserving trust and easss requires the “capacity of
simultaneously address coexisting pressures fdiremus growth through wealth creating
innovation and widespread expectations about apjatep strategic conduct and

governance practices” (Mazzola, Ravasi and Gabbap2606).

Recently, Bebbington et al. (forthcoming) and O’'awy2002) have questioned whether
the adherence to social and environmental normsvahaes is crucial to legitimacy.
When a company faces various demands from diffestakieholders, it follows that, in the
mediation process, it will give priority to stakéthers that are more powerful.
Furthermore, in some cases, companies behave isathe way as before despite social
and environmental controversies and demands fangehahowing de facto that they do
not consider such conducts fundamental to theirtibegcy. It may indeed be that

management of sustainability and the subsequeanlodise of social and environmental



performance are not driven and affected by legityniasues, but by reputation building

and preservation.

Based on the above considerations, the present stugirically investigates the effect of

reputation on CSD.

Bebbington et al.’s (forthcoming) examination ofarate reputation ranking studies has
shown that there are five elements on which reutas built: 1. financial performance;
2. quality of management; 3. social and environadegm¢rformance; 4. employee quality;
and 5. quality of goods and services. Such exaimasuggests that reputation is
conceptualised on the three dimensions of sustiitggterformance: financial, social and

environmental performance.

As the above literature review has shown, reputatan be conceived of both as an
outcome and a driver of CSD. While most studiesehmainly focused on the role of

social and environmental disclosure in shapingrépeitation of a company (Toms, 2002;
Hasseldine et al., 2005; Bebbington et al., fonthicg), it is argued that there is a need for

investigating whether reputation can be conceivfeab@ driver of CSD.

Following Ullmann (1985), and on the premise the teputation of a company is also
built on its social and environmental performaritean be expected that companies with
a stronger reputation will present higher amourit€8D. Companies that have a low
reputation could either dismiss social and envirental disclosure without consequences

(Adams et al.,1995; Neu et al.,, 1998) or use CSDouerstate social responsibility



activities in order to create a positive reputatias shown by the many recent corporate
scandals) or to ward off criticism from pressureugs. Conversely, a company with a
strong reputation is expected to engage in dialogitie stakeholders by using voluntary
disclosure practices that reflect their behavias,the reputational risk they incur in
communicating false information would likely havade and severe effects on their

reputation.

Following Roberts and Dowling (2002), reputation & complex organisational
characteristic created over time during which a gany engages with stakeholders and
communicates corporate actions and outcomes irhtiee dimensions of sustainability.
The assumption is that reputation reflects the réxte which stakeholders see the
company as a good corporate citizen: a company avstrong reputation is expected to
engage with stakeholders by disclosing information its economic, social and

environmental performance. Therefore, the followygothesis is proposed:

H1: Companieswith a stronger reputation present higher sustainability disclosures
As will be explained in the next section, the aboegearch hypothesis will be verified via

an empirical investigation into the associationngetn reputation and the extent of CSD.

3. Research Method

The research method used in the study involved:timeent analysis of corporate annual

reports and other multimedia from the sample of gamnfes represented.
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3.1 Sample Design and Data Collection

The study examined the extent of disclosure of Bmmanies in the Dow Jones
Sustainability Index (DJSI) at 31 December 2003) aha control group of companies
matched on country, industry and size belonginipéoDow Jones Global Index (World1).
Using the DJSI allowed an international comparisince its components are worldwide.
In particular, the differences or similarities beem US, UK and other Continental
European companies (which have historically diffiér@pproaches to social responsibility)
were analysed. Moreover, the index covers all egoncsectors, thus enhancing the

generalisation of results.

The DJSI selects companies according to their enanosocial and environmental
performance. These companies are identified as gmwgorate citizens with well-
developed sustainability practices. In particullae, Dow Jones Sustainability World Index
(DJSI World) tracks the performance of the top 10%ccompanies in the DowJones
Global Index (World1) that lead the field in corpt# sustainability. These companies are
defined as excellent in the financial, social andimnmental dimensions of a business,
and are therefore deemed to be good corporatermstiny market and stakeholders (Knox,

Maklan and French, 2005).

The methodology used for the DJSI provides a ctergisramework for the qualification

of a company with a strong reputation. The idecdtiion of sustainability leaders for the

DJSI is based on the Corporate Sustainability Aseeat of SAM Research. A defined set
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of criteria and weightings is used to assess thgompnities and risks deriving from

economic, environmental and social developments.

A major source of information is the SAM questiomea which is completed by

companies participating in the annual review. Fertsources include company and third
party documents as well as personal contacts batwe analysts and companies. An
external assurance report by PricewaterhouseCoopessires that the corporate

sustainability assessments are completed in acocedaith the defined rules.

Once a company is selected as a member of the D&Smonitored with regard to critical
issues. The monitoring process comprises an assasfha company’s involvement in
economic, environmental or social crises and coegats crisis management with its
stated principles and policies. Corporate SustdibabMonitoring can lead to a
company’s exclusion from the DJSI, regardless of el it has performed in the yearly

assessment.

In order to sample companies included in this stwdgtratified random procedure was
used. With stratified random sampling, the popatatis first divided into a number of
parts or strata according to some characteridticsen to be related to the major variables
being studied. The strata should be mutually excdusevery element in the population
must be assigned to only one stratum. The strataldlalso be collectively exhaustive: no
population element can be excluded. Then randomsystematic sampling is applied
within each stratum. This often improves the repnéstiveness of the sample by reducing

sampling error.

12



In this study, the regional index, which assembla®panies from homogenous countries
(Europe vs. USA), was defined as first-level stmatThe sample was then drawn using a
two-step stratified procedure. Within each groupe tisted companies were stratified
according to economic sector and market capitaéisat 31 December 2003 (as a proxy
for size). The industrial sectors are Basic Matef@mnsumer Cyclical, Consumer Non-
Cyclical, Energy, Financial, Healthcare, Industriséchnology, Telecommunications and

Utilities.

The control group was drawn from the Dow Jones @ldfidex (DJGI) and was built up
using companies that, for size, industry and s&xthange, matched those in the DJSI.
DJSI companies for which no match was availableM@ye excluded from the sample. Out
of the sample of 78 DJSI companies and 78 DJGI emmeg, the companies (21) whose
financial year-end is not 31 December were erasedn fthe analysis, to assure
comparability of the results, leaving a final saenpf 57 DJSI companies and 57 matching

DJGI companies

3.2 Measurement of Variables

3.2.1 Dependent Variable — Corporate Social Disgtes

The extent of sustainability disclosure was deteadiusing the content analysis method, a
line of research widely adopted to ensure religbéind valid inference from narrative data
in compliance with their context (Guthrie et alQ02; Krippendorff, 2004; Guthrie and

Abeysekera, 2006; Bozzolan et al., 2006). Conteatyais is a method of codifying the

13



text (or content) of a piece of writing into varggroups or categories depending on the
selected criteria. Following coding, quantitativeales are derived to permit further
analysis. In one form or another, this method heenbwidely adopted in previous social
responsibility disclosure studies (Abbott and MansEd79; Guthrie and Mathews, 1985;
Guthrie and Parker, 1990; Hackston and Milne, 18,zolan et al., 2003; Guthrie et al.,
2004; Guthrie and Abeysekera, 2006; Bozzolan et 28106). The application of the
method consisted of different phases (Krippend@df)4; Weber, 1985): the choice of the
framework used to classify information; the defonit of the recording unit; the coding;

and the assessment of the level of reliability exobd.

The reporting framework for the content analystegmates the Global Reporting Initiative
approach (2002) and that of Epstein and Bircha@®@f. The framework is structured as
a set of indicators and elements belonging to frategories of information: strategic,
financial, environmental and social. For each @&fsthcategories, a disclosure index was
created, allowing for an analysis of disclosurdrifgrmation type. Table 1 shows the five

disclosure indexes and provides a short descripgtioeach.

“take in Table 1”

“STRINF” (Strategic Information Index) is the diesure index on background
information of the company, such as managementjectitbes, business strategy and
governance model, the competitive environment dedprincipal products and markets
served. It counts for 42 disclosure items. “ECINFinancial Information Index) is the

disclosure index on financial and operational infation (52 disclosure items).
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“ENVINF” (Environmental Information Index) is the istlosure index regarding
information on environmental impacts of the compamgtivities and comprises 35 items.
“SOINF” (Social Information Index) is the discloguindex on social aspects of the
company’s activities such as labour practices, humghts, product responsibility (49
items). “SUD” is the total disclosure index detemed as the sum of the other disclosure

indexes.

Each single sentence from the reports was chosetheasecording unit to overcome
problems related to the use of words or portionspafjes that add unnecessary
unreliability. Thus, each sentence was matchedh @it 178 sustainability disclosure
indicators and was coded as follows: a score of @rfoviding no information; a score of 1
if disclosing information. The amount of disclosuneas measured by counting the
frequency of sustainability indicators: the samatesece could disclose more than one
indicator, while if the same information was regehin the report, this information was

only considered once.

An overall index was given to a company in relattorthe total amount of information
disclosed and, moreover, disclosure indexes wese edlculated for each category of
information. Only voluntary disclosure was measurddformation relating to
sustainability that was reported only because auooy standards required disclosure of

the item in the annual report was excluded fromdiia set.

A key issue with self-constructed disclosure measuis reliability. Three types of

reliability have been identified in the content lgaes literature (Krippendorff, 2004):
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stability refers to the level to which a coding processvaiiant over timereproducibility
deals with the assessment of coding errors whetipteutoders are involved (inter-coder
reliability); and accuracy compares the results of reliability obtained wéthpredefined

standard.

To address inter-coders’ reliability, the codingsweonducted following a coordination
phase where a set of coding rules had been prep&@tbwing this first phase,
questionable points were discussed and new codieg mtroduced either by being better
specified or rewritten. The data collection wasduaried by the author: a research assistant
reviewed a sample of reports in order to verifyrogloicibility. Once an adequate level of

reproducibility in the coding process had beeniobt the coding process began.

The content analysis was performed on the anno@lkls environmental and sustainability
reports of the companies (for year 2003), in orttergain all possible sustainability
information disclosed by the compani@sie notes to the financial statements were not
included in the analysis. Research on disclosurmlynéocused on disclosure in annual
reports because they: 1. are the official publforimation documents; 2. are considered
the most important source of a company’s informrmatity external users (Lang and
Lundholm, 1993); and 3. represent the main inforomasource in studies on corporate
disclosure (Botosan, 1997; Guthrie and Parker, 1988&wson and Deegan, 2002).
Nevertheless, social and environmental reportsvatantary reports dedicated to the
disclosure of social and environmental informateaord therefore they may contain both
qualitative and quantitative information on relasbips with all stakeholders (Mathews,

1993; Zadek et al., 1997; Adams, 2004). In a reestitle, Gray (2006) radically states

16



that scholars have exhausted the analysis of anremdrt disclosures and should
concentrate on more substantive data such as atand-reports. Such reports are indeed
complementary and integrative of the annual rep@tsthrie and Boedker, 2006; Gray,
2006). Table 2 shows the different types of repoddified using the content analysis

method.

“take in Table 2”

For the sample of 114 companies, 166 reports wesdysed. Forty-nine percent of
companies in the sample do not release voluntgngrte and therefore all the information
is contained in the annual report. Eighteen pereadsd release sustainability reports.
Eleven companies out of 114 (10%) release a unapuporate report that they label
“sustainability report”. Environmental reports amet so common (6 companies out of
114), while social reports seem to be more widesgpré9 companies (16%) do make use

of social reports as a media for communicatingasoability information.

3.2.2 Independent Variables

Reputation

As discussed before, the companies belonging t®#& have been identified as having
well-developed sustainability reporting practicesl aare selected on the basis of their
financial, social and environmental performance. iABrmation about the reputation
ranking of companies within and out of the DJSI was available, it was decided that a

categorical variable to analyse differences inahwunt of disclosure between DJSI and

17



matched companies would be employed. This was medsy a dummy variable equal to

1 if the company belonged to the DJSI, and O otlserw

3.2.3 Control Variables
Both the empirical and theoretical literature siugjgeseveral variables that explain CSD.
The following section identifies size, industry,eageverage and region of origin as

relevant control variables for the analysis.

Corporate Characteristics

Corporate_sizehas persistently been found to be significantlgd @ositively associated

with disclosure, suggesting that larger compansdisw higher disclosures (Kelly, 1981;

Trotman and Bradley, 1981; Cowen et al., 1987; Balk and Karpik, 1989; Patten, 1991,
1992; Hackston and Milne, 1996). Arguments forze-slisclosure relationship are offered
by legitimacy theory (Hackston and Milne, 1996)rgkr companies undertake more
activities, have a greater impact on society aneehaore stakeholders who might be
concerned with the social activities undertakenthy company. Ahmed and Courtis’s
(1999) meta-analysis also provides support forpibigical and agency theory arguments
that larger companies are more likely to disclos#arinformation. Positive accounting
researchers (e.g. Watts and Zimmerman, 1990) hdse faund evidence of this

relationship: disclosure helps manage politicability and the potential resulting costs.

The nature of a company’s industpptentially affects disclosure practice. Dierkesl a

Preston (1977) contend that companies whose eceonamstivities modify the

environment, such as natural resources companiesnfmforestry, oil and gas, etc.) are
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more closely monitored for environmental perforn@atitan companies in other industries
(Deegan and Gordon, 1996), and therefore are nikely lto disclose information about
their environmental impact. Consumer-oriented camgg may exhibit greater concern
about demonstrating to the community their sogigblvement, since it is likely to affect
their corporate reputation and therefore influesakes (Cowen et al., 1987). On the other
hand, Patten (1991) argues that industry — like siznfluences political visibility and
therefore leads disclosure to ward off undue presand criticism from social activists
(Fry and Hock, 1976; Belkaoui and Karpik, 1989)dustry category is also cited as a
significant factor for social and environmental dfiisure. As early as the late 1970s
Dierkes and Preston (1977) hypothesised that thiecemmental disclosures of companies
involved in environmentally sensitive industrie® dmgher. In particular, membership in
environment-sensitive industries such those offbthgic material sector has found to be
relevant (Cowen et al., 1987; Patten, 1991; 19@heRs, 1992; Neu et al., 1998, Cormier

and Gordon 2001).

Another factor that may influence the amount ofiaodisclosure is the agef the
company. Roberts (1992) hypothesised that reputaiial history of involvement in social
responsibility activities can become entrenched| trerefore raise the expectations of
stakeholders. Indeed, he found a positive assonidtween age and social disclosure, as

did Haniffa and Cooke (2002).

Another driver of disclosure has been identifiedemerage(Myers, 1977; Wallace et al.,
1994). Jensen and Meckling (1976) argue that bechighly leveraged companies incur

more monitoring costs, they try to reduce thesdscby disclosing more information.
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Roberts (1992) tested the hypothesis that the er¢la¢ degree to which companies rely
on debt financing, the greater the degree to wthiely are expected to respond to creditor
expectations, but he found no association withaatisclosure, nor did Wallace et al.
(1994). On the other hand, Belkaoui and Karpik @9®und a negative association
between leverage and social disclosure. EventuAliyned and Courtis (1999), in their
meta-analysis, highlighted that companies with tedipation structures characterised by a
greater proportion on fixed interest securitieatieé to equity are significantly associated
with the release of higher disclosures. The redylte\hmed and Courtis (1999) support
the agency cost arguments that companies with higgiat finance have more managerial
discretion to shift resources away from debt hadercreasing agency costs and therefore

requiring companies to disclose more information.

Referencing legitimacy and agency theory, thisstagsumes that size, age and leverage
are positively correlated to the disclosure of austbility information. Moreover, it is
assumed that there is an industry effect with refSfgenatural resources companies.

Region of origin

In explaining differences across countries, Adair@99) highlights the importance of the
ethical and environmental impacts of the industrg the political issues facing it, which
have an impact on ethical behaviour. Gray et §l1%95) review of studies seems to
indicate that the country in which the company repaffects the themes of social
disclosure if not the quantity. Guthrie and Park@®90) undertook a comparative
international analysis of CSD practice in the Ut UK and Australia for the year 1983.
They investigated disclosures related to environmemergy, human resources, products

and community involvement, and found that CSD irsthalia (measured by pages within
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the annual report) was relatively low compared wiith US and the UK. Various studies
have examined variations in social and environmetitxlosure across single countries
(Adams, 1999; Adams et al., 1995; Adams and Kuasii 2000; Andrew et al., 1989;

Roberts, 1991). The extent of these differencesoime studies, however, is somewhat
difficult to determine because of the different raweristics (i.e. size and industry
composition) of companies making up the sample feach country. Nonetheless, the role
of factors such as legal origins and culture camino be of interest to accounting
researchers investigating variations in disclospractices across national boundaries

(Healy and Palepu, 2001).

So far, not many studies have explored the difleeenin CSD between Continental
Europe, the UK and the US, which may be significamice Corporate Social
Responsibility (CSR) models have developed diffdyan the US and in Europe. This can
be explained by the fact that the US financial ratdentered economic system has a
stronger tradition of corporate philanthropy. Inrgpean ‘social’ capitalism, the concept
of CSR has developed around the theme of workfparticipation, both for the more
permeating role of the State in economic activitied related welfare politics, and for the
social partnership culture, in which reciprocaligation represents the cardinal rule of the
contract between society and institutions (Hutt@003). Rights to health and free
education, to unemployment benefits and so oncansidered part of citizenship as well
as political rights. According to this social-ecamo approach, companies serve the
community. Mueller et al. (1994) observed that ldisare of non-financial information is

better developed in Europe than in the US. MeelherRs and Gray (1995) found that
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social disclosure is not significantly differenttiveen Continental European and British

companies, both of which disclose more than US comigs.

Following legitimacy theory, this study assumed thare is a country effect on the extent
of disclosure. Therefore, country dummy variablesenemployed to verify such an effect

in the model.

Table 3 shows the independent control variablesesgmting the construct. All the

measures are defined according to what has beelowsdan the previous literature.

“take in Table 3”

4. Findings

The empirical investigation employs descriptivetistes, univariate, correlation and

multivariate analysis. In particular, OLS technigwas deemed the most suitable
methodology to test the hypothesis presented ip#per. This section is dedicated to the

presentation of main findings.

4.1 Descriptive Statistics

Table 4 presents descriptive statistics for theepahdent variables. The average size of
companies is about $6,500 million in terms of rees (and $6,600 million in terms of
market value). Companies in the sample are notiyhigheraged (mean is 1.8, median is

0.7). Ten percent of the sample companies (arothare younger than 23 years, while on
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average companies are relatively old (mean is 9nédian is 93.5). This table also
compares DJSI vs control companies (Panel B). @hke tshows descriptive statistics for
companies belonging to the DJSI and the controugraoespectively. DJSI companies
present larger means in size (t-test at 1% sigmfie level) and are generally older than
the control group companies (t-test at 1% signifczalevel). There is no mean difference

regarding leverage between DJSI companies andbtiteot group.

“take in Table 4”
4.2 Univariate Analysis

With regard to dependent variables, descriptivéssiss of the disclosure indexes appear
in Table 5. “SUD” is the total disclosure indexetimean is 49, which indicates that
companies in the sample on average disclose 4% ifent of a highest possible score of
178). The median is 44 and the standard deviatdebi8. “STRINF” is the disclosure
index on background information on the company,hsas management’s objectives,
business strategy and governance model, the cdmpetinvironment and the principal
products and markets served. The mean score isut4{ a highest possible score of 42).
The median is 18 and the standard deviation islequd.6. “ECINF” is the disclosure
index on financial and operational information. Thean (median) score is 14.8 (15). The
standard deviation is 5.2, being the less dispers#gpendent variable. “ENVINF” is the
disclosure index regarding information on environtaé impacts of the company’s
activities: the mean (median) score is 6.2 (4.3)adla highest possible score of 35. The
standard deviation is 6.7. “SOINF” is the disclastundex on social aspects of the

company’s activities such has labour practices, drumghts and product responsibility.
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The maximum score possible is 49; the mean (medrah)e obtained is 9 (7). The

standard deviation is 8.5.

“take in Table 5"

With regard to the univariate analysis, the mandifigs can be summarised as follows.
All means of the disclosure indexes, with the exiocgpof financial information, are

significantly higher (t-test at 1% significance éévfor DJSI companies. The highest total
score is 128 (compared to a highest possible sobfer’8), and is performed by a US
company belonging to the control sample, whilehtyhest total disclosure index score of

DJSI companies is performed by a European company.

4.3 Correlation Analysis

In order to verify whether an association existsMeen the disclosure indexes and the
independent variables, a correlation analysis veafopned. Such analysis also allows the
identification of multicollinearity, which may leado an underestimation of the

coefficients of the regression model.

“take in Table 6”

Table 6 presents the Pearson correlations mattixdes the dependent and independent
variables. Consistent with prior research, SUDasitive correlated with size (0.32) and

industry (0.37) at a 1% significance level. SUDalso weakly correlated with leverage
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(10% significance level) and the sign of the catieh coefficient (0.18) is positive. The
total disclosure index is also positively corretht@ith reputation (membership to the

DJSI) (0.37) at a 1% significance level.

With regard to the other disclosure indexes, @l strongly correlated to size (SIZE) and
sector (BSC), while none is correlated to AGE. Tihancial disclosure index (ECINF) is

positively correlated to leverage (LEV), but weaktyrrelated to reputation (DJSI).

The correlation analysis shows an association katwke total disclosure index and two
control variables: size and industry. Moreoverpibvides evidence of a relationship
between reputation and CSD, as there is a posibveelation between DSJI membership

and the disclosure index (SUD).

Table 6 results also indicate the presence of cullitiearity. There are six pair-wise
correlations of independent variables: two areigant at the p = 0.01 level, one is at the
p = 0.05 level and three are at the p = 0.10 leVbis could adversely affect the
interpretation of the regression coefficients toché&ulated. When independent variables
provide redundant information relative to the dejmm variable, the individual
coefficient’s significance levels are usually ureiimated. In some cases, the sign of the
coefficient versus the zero-order relationshipeigersed. Therefore, a test was run in order

to verify whether multicollinearity is a problem thfe model.
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4.4 Multivariate Analysis

Despite a company with strong reputation is expmktdenave better disclosure policies and
practices, CSD can also improve the reputation odrapany. Reputation is thus both an
independent and a dependent variable, thereforginrgaproblems of endogeneity in the
multivariate analysis. In the multivariate analysis this study, it is assumed that a
company with a strong reputation is expected toehhigher disclosure policies and

practices.

Such a claim is theoretically justified by discuggithe conceptual difference between
legitimacy and reputation and referring to Friednaamd Miles (2001) who state that
reputation can be conceived of as a driver of C8BDpirically, this problem was solved in
the study by leaving a temporal lag between thecteh of companies within the
reputation index and the disclosures in the cotpaeports. As companies in the DJSI are
constantly monitored, the sample was selected thmmndex at the end of 2003, when the
annual and other corporate reports of were notlaai As disclosures about the
sustainability performance of companies for yead3®Were not already available, they
could not be used for the assessment of theirisasiéity performance by the SAM group

and should not have affected inclusion in the index

Therefore, we can specify the following OLS regm@ssnodel:

Disclosureindex=a, + a,DJSI + a,COUNTRY + a,SIZE + a,BSC+ a LEV +
a,AGE + ¢
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Where:

Disclosure Index = Total, Strategic, Economic, Eowimental and Social indexes

DJSI = dummy variable equals 1 if company belooghé DJSI; O otherwise

COUNTRY = dummy variable equals 1 if company isd&agan, 0 if American

SIZE = company size, measured as Logarithm of sales

BSC = dummy variable equals 1 if company belongsht Basic Material Sector; O
otherwise

LEV = leverage, measured as Total Debt / SharenoBEequity

AGE = company age

Table 7 provides the results for the multivariatgression models using the various

disclosure indexes.

With regard to the regression which employs thaltdisclosure index, the adjusted iR

0.394 and the model appears highly significant (.26, p = 0.000). The estimated
coefficient for DJSI is also different from zeroatl% significance level, confirming the
hypothesis that well-reputed companies discloseenmgustainability information. On

average, DJSI companies disclose 11.8 items marettie control group companies.

The regression coefficient for the control varigb®ZE, BSC and LEV are significant
and have the expected signs. In other words, thisida to disclose social information is
found to be statistically significant with size nséive industries and high leverage. The

estimated coefficient for age is not significant.

Results show a country effect on SUD (estimatedffictents for UK, France, the
Netherlands, Spain and Denmark are significantpansitive). The estimated coefficient of
the intercept, the benchmark for US companies]ss aoteworthy. As the sign of this

coefficient is negative, it can be inferred that ¢¢ftnpanies have lower disclosure rates.
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“take in Table 7”

In order to ascertain whether relevant multicoblingy is affecting the results, the Variance
Inflator Factor (VIF) was tested. The largest vaaraong all independent variables is
often used as an indicator of the severity of roallinearity (Neter et al., 1996). A VIF
value in excess of 10 is frequently an indicatibattmulticollinearity may be unduly
influencing the least square estimate. In this \stalde largest VIF is equal to 1.68, so

multicollinearity among the predictor variables@ a problem.

Table 7 also reports regression results for eadeffour information sub-indexes. The
results are statistically significant by informatitype. However, the amount of explained
variation in disclosure ranges from 16% in the aafsknancial information to 40% in the
case of strategic general information, with envin@nmtal and social information in
between, at 34.7% and 34.9% respectively. Lookingable 7, the same independent
variables are not consistently significant acroésrmation types. In other words, different
factors are important in explaining the voluntarisctbsures of different types of

information.

Membership of the DJSI appears to be a determimanthe amount of strategic,
environmental and social disclosure, but it is sigmificant for financial information.
Companies with a strong reputation seem to be semsitive toward social accountability

issues.
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Company size and industry are the two most impbstariables explaining the voluntary
disclosure of this sample of companies. Consisteith previous research, larger
companies disclose significantly more informatibart smaller ones. The size effect holds
for all categories of information, at the same Higance level (1%) except for
environmental disclosure (significant at 5%). Iiéidn, industry appears to be influential
in all cases, at a 1% significance level for afidy of information. Companies in sensitive
industries, such as those of the basic materigbiseon average disclose significantly
more information than companies in other industrieBecting a greater sensitivity toward
environmental issues. Indeed, five out of eight pames in this economic sector are in

the 95" percentile.

Leverage is statistically significant (even if thalue of the predicted coefficient is very
close to zero) for financial and strategic inforimatand the positive sign support the
agency costs argument, that companies with higleét éinance will disclosure more
information (Ahmed and Courtis, 1999). There is kveavidence for an association

between leverage and social disclosure as the astihtoefficient is significant at 10%.

The other control variable — age — does not apfoelae significant in explaining the extent
of strategic, financial, environmental and socidbimation for the sample of companies

in this study.

With respect to country controls, there are sontéatians as well. All country dummies
except for Germany are significant (at differentells) in the strategic disclosure index

regression and all the signs of the estimated ioo=fts are positive. With regard to
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financial disclosure, the country effect for Daniahd Spanish companies is weakly
significant. The coefficient of the dummy variaBliK is significant at a 5% level for
environmental information and at a 1% level for iasbénformation. The estimated
coefficient for French companies is associated vativironmental information (10%
significance level) and social information (5% sfmpance level). Furthermore, in the
regression analysis with social disclosure as depgendent the estimated coefficients for

Denmark, The Netherlands, Spain and the UK aresadguficant.

The coefficient of the intercept is significant danegative) for all regression models
except for financial disclosure, hinting that USmgmanies do present a lower amount of
each type of information. From the results, it d@ndrawn that, in general, European
companies provide significantly more strategic,immmental and social information than
American companies do. This is consistent with jiney studies (Meek et al., 1995) which
have found that the voluntary disclosure of nomficial information appears to be a
particularly European phenomenon, so that both W& @ontinental European companies
provide more information than American companies Horthermore, a simple mean
comparison test and a one-way analysis of variaraseperformed to verify whether there
was a significant difference in the amounts of ldisare between UK and Continental
European companies. However, findings show thatetlie no difference in disclosure

means between UK and Continental European companies

5. Conclusions and Discussion
If, as Roberts and Dowling (2002) state, reputatisna complex organisational

characteristic created over time, then reputateftects the extent to which a company
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engages with stakeholders, by disclosing infornmatim its performance in the three
dimensions of sustainability. Following Friedmardaviles (2001), this study conceives
reputation as a determinant of CSD, and it develp$ empirically tests a descriptive
model on corporate sustainability disclosure inmmerof reputation, after controlling for

other relevant variables.

The hypothesis aimed at verifying the relationshgtween disclosure and reputation is
confirmed. The measure of reputation, membershtped>JSI, is significantly associated
with the amount of CSD. Such a finding is relevastit provides empirical evidence of
other internal contextual factors and charactesstesides those traditionally explored in
the literature, which affect the extent of CSD. farthe results, it can be stated that
companies with a strong reputation provide to dtalders a significantly higher amount
of CSD, most likely in order to preserve their rigion and maintain their legitimacy to

operate.

The empirical model also confirmed a differencethie extent of disclosure between
European and American companies. In general, Earopsompanies have higher
disclosures. The differences in CSD across diffecemintries depend on ethical, social
and environmental impacts and the political isdaesg the company and its behaviour.
The results of this study agree with previous reggeavhich has highlighted variation in
CSR disclosure according to the country of orighugdms, 1999; Adams et al., 1995;
Andrew et al., 1989; Roberts, 1991; Guthrie anck&arl989). This study contributes to
this field of research by exploring the differenneCSD between different countries in

Europe and the USA. While American companies haxeldped a tradition of corporate
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philanthropy following the classical free marketewi European companies have
experienced a stronger role of the State and itkameepolitics, and have therefore dealt
more with the theme of workforce participation. Mover, the socio-economic approach
is more widespread in Europe than it is in the USé&cording to this approach, companies
serve the community, and their aim goes furthem ttr@ating economic value, as their role
is bound in society and in civic systems. As thgdis of sustainability are various and
aim for different goals, the disclosure also préselifferent amounts of information. It is

interesting to note that the UK, despite being wered very similar to the USA as an

‘Anglo-Saxon’ culture, is one of the relevant caieg with a higher extent of disclosure.

The results also indicate some differences in #wtofs explaining CSD by information
type. With reference to financial information, tteggion of origin or the reputation of the
company appear to be significant determinantssfldsure, but results support the agency
cost arguments that companies with higher leverdiglose more information.
Nevertheless, strategic, social and environmensalabure is associated with reputation,
that is, companies with strong reputations do dsale higher amounts of non-financial

information.

Finally, this study provided empirical support ssarting that a company’s size affects the
amount of CSD as well as membership to particulsglysitive industries. Arguments for

size-disclosure relationship come from legitimauoydry (larger companies are involved in
more activities and therefore have a greater impactociety) and agency theory (larger

companies are more likely to disclose more inforomgt
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In summary, this study investigated a descriptivedeh of sustainability disclosure in
terms of reputation. The results suggest that thelasure of sustainability information
with regard to strategic, financial, social andiemvmental factors appear to be higher for
(1) companies with a strong reputation; (2) Europeampanies; (3) companies belonging

to sensitive industries, such as those of the lmaaterial sector; and (4) larger companies.

Further research could consider the quality (cdipteindisclosure, rather than the amount,
in order to better disentangle the relationshipvieen reputation and disclosure, in terms
of positive or negative items of information anderéfore different strategies of
preservation or building of reputation. Moreovaurtiier analysis could verify whether

companies with a strong reputation use multimealizommunicate to stakeholders.
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Tables

Table 1 Disclosure Indexes
Disclosure index | Type of information Description of items
Background information on the company, management’s objectives,
STRINF Strategic business strategy and governance model, competitive environment and
principal products and markets served
ECINF Economic Financial and operational information and data
ENVINF Environmental Er?ex;g‘o,n\;z(z::lt igldpiizt;ss:t)}f, ce(r)lrlrilsps?;liless activities, with focus on: materials,
SOINF Social Labour practices, human rights, health and safety, product responsibility
SUD Sustainability Sum of the above disclosure indexes
Table 2 Type of Reports Analysed
Type of reports No. of | Total reports
companies  analysed
Annual Report and other type of report 2 4
Annual Report only 56 56
Environmental and Annual Report 4 8
Environmental, Social and Annual Report 2 6
Social and Annual Report 15 30
Social, Annual Report and other type of report 2 6
Sustainability Report only 11 11
Sustainability and Annual Report 21 42
Sustainability, Annual Report and other type oforep 1 3
Total 114 166

Table 3 Constructs of the Control Variables

Explanatory variables Measurement

Size (SIZE)
Industry type (BSC)

Natural logarithm of net sales

0 otherwise
Leverage (LEV)
Age (AGE)

Country of origin
(COUNTRY)

Company age

40

Total debt / Shareholders equity

Dummy variable equal to 1 ifrgmany belongs to the basic material sector,

Dummy variable referable to Denmark, Finland, Fearigermany,
Netherlands, Spain, Sweden, Switzerland, Unitedyam




Table 4

Descriptive Statistics — Independent Variables

Panel A. All companies
SIZE ($millions) AGE LEV
Variables Mean |Std.Dev.| Mean |Std.Dev.| Mean |Std.Dev.
All companies 6,467.14 1.71 97.6| 62.64| 1.842| 3.939
Panel B. DJSI vs. control group
SIZE ($millions) AGE LEV
Variables Mean |Std.Dev.| Mean |Std.Dev.| Mean |Std.Dev.
All DJSI companies (n=57) | 10,694.55 1.231 | 108.544 67.50 1.858 3.308
Control Group (n = 57) 3,891.26 1.97 86.67 55.85 0.182 4.513
SIZE = company size, measured as logarithm of sales
LEV = company leverage, measured as total debtekbklers equity
AGE = company age
Table 5 Descriptive Statistics - Disclosure Indexes
All companies All DJSI companies (n=57) Control Grdap= 57)
Disclosures Mean | Std De}y Mean Std Dev Mean Std Dev
STRINF 19,089 8,661 22,0701 8,9p 16,10%3 7,33(067
ECINF 14,851 5,284 15,789 5,79636 13,91p3 4,57%87
ENVINF 6,244 6,721 8,0526 6,38795 4,43B6 6,61173
SOINF 9 8,501 11,2801 7,979344 6,71p3 8,46791
SUD 49,184 25,892 57,19 25,170 41,1754 24,176

SUD = sustainability disclosure index; STRINF = gany’s strategic information disclosure index; EEIN
= company'’s financial and operational informatidactbsure index; ENVINF = company’s environmental
information disclosure index; SOINF = company’siabmformation disclosure index.
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Table 6

Pearson Correlation — Sig (2-tailed) N=114

Variables LEV SIZE AGE DJSI BSC SuUD STRINF ECINF ENVINF  SOINF
LEV 1

SIZE 0.2469***

AGE 0.1802* 0.1560* 1

DJsI 0.0042 0.2964***  0.1754* 1

BSC -0.0445 -0.0484  0.1922** 0.0000 1

SuUD 0.1789* 0.3214*** 0.1192 0.3112*** 0.3676*** 1

STRINF 0.1759* 0.2698*** 0.1036  0.3458*** (0.2640*** 0.9200*** 1

ECINF 0.2558*** 0.3021** 0.1024 0.1784* 0.2102**  0.7433*** 0.6005*** 1

ENVINF 0.0652 0.2303**  0.1424  0.2700*** 0.5133*** 0.8889*** 0.7584*** (0.5156*** 1
SOINF 0.1542 0.3325***  0.0808  0.2693** (0.3123*** 0.9384*** 0.8056*** 0.6192*** 0,8189** 1

*** Correlation is significant at the 0.01 level-(giled).
** Correlation is significant at the 0.05 lev&-{ailed).
*  Correlation is significant at the 0.10 lev2itailed).

LEV= company leverage, measured as total debtgkbkters equity; SIZE = company size, measuredgexithm of sales; AGE= company age; DJSI
= dummy variable equals to 1 if company belongthto DowJones Sustainability Index, 0 otherwise; BS@ummy variable equals to 1 if company
belongs to the Basic Material Sector, O otherw®&dD = sustainability disclosure index; STRINF = gamy’s strategic information disclosure index;
ECINF = company’s financial and operational infotima disclosure index; ENVINF = company’s enviromta information disclosure index; SOINF

= company’s social information disclosure index.



Table 7 Multiple Regressions using Different Disclosure ldexes as Dependent

Variables
Sustainability Strategic Financial Environmental Socia
Information information Information information information
Predictor Coefficient value Coefficient value Coefficient value Coefficient value Coefficient value
Variables (p value) (p value) (p value) (p value) (p value)
DJSI 11.8¢ 4.7¢ 1.089 2.84 3.12¢
0.004** 0.001%** 0.26¢ 0.009*** 0.025**
SIZE 5.0¢ 1.5z 0.86¢ 0.929 1.75¢
0.000** 0.001*** 0.009*** 0.013* 0.000***
BSC 44.1¢ 11.0¢ 5.25¢ 14.16 13.65:
0.000** 0.000*** 0.008*** 0.000%*** 0.000***
LEV 0.01 0.00¢ 0.00: 0.001 0.00z
0.021* 0.011* 0.012* 0.358 0.073”
AGE -0.05 -0.02 -0.005 -0.008 -0.016
0.162 0.105 0.568 0.388 0.155
DENMARK 22.3¢ 7.18: 4.91¢ 2.59 7.6€
0.043* 0.050** 0.063* 0.381 0.042**
FINLAND 14.68 8.20¢ 1.9 3.64 0.931
0.19¢ 0.033* 0.48¢ 0.238 0.81
FRANCE 24.3¢ 9.317 2.63 3.585 8.80¢
0.003** 0.001*** 0.17: 0.099* 0.002***
GERMANY 7.72 3.367 1.202 0.829 2.322
0.236 0.123 0.442 0.637 0.296
NETHERLANDS 23.3: 10.20: 2.237 2.654 8.2:
0.002** 0.000*** 0.205 0.181 0.001***
SPAIN 38.6: 13.4 6.63¢ 6.244 12.34:
0.010* 0.007*** 0.063* 0.118 0.015*
SWEDEN 15.14 7.26¢ 3.474 0.574 3.831
0.173 0.050** 0.193 0.848 0.311
SWITZERLAND 11.86 7.817 -1.344 2.954 2.434
0.274 0.032** 0.605 0.313 0.51
UNITED
KINGDOM 21.73 9.557 1.863 3.429 6.878
0.000** 0.000*** 0.165 0.024** 0.000***
Intercept -85.7¢ -23.5¢ -6.799 -18.572 -36.36:
0.007** 0.024** 0.353 0.028** 0.001***
Adjusted R2 = 0.394 0.399 0.163 0.347 0.349
F-statistic = 6.26 6.37 2.57 5.28 5.33
p= 0.000 0.000 0.003 0.000 0.000

(*) Significant ata. = 0.10
(**) Significant ato. = 0.05
(***) Significant ata = 0.01

DJSI = dummy variable equals to 1 if company befotmythe DowJones Sustainability Index, 0 otherwise

SIZE = company size, measured as logarithm of s&&€
belongs to the Basic Material Sector, 0 otherwik&V

= dummy variable equals to 1 if company
company leverage, measured as total



debts/shareholders equity; AGE= company age; COUNDRMMIES = equal to 1 when company is from
that country, O otherwise

! In the remainder of the paper, we will use thentesustainability and CSR indifferently.
2 Full details are available from the author at esju

% The disclosure framework is available from thehaubn request.
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