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Abstract

Purpose — The authors investigate the association of the constructed corporate social responsibility (CSR)
measures with the banks’ profitability, social contributions and CSR spending as well as the market reaction to
CSR spending.

Design/methodology/approach — Using textual analysis of the CSR reports of banks listed on the Chinese
market, the authors construct CSR measures in six domains: business, environment, human rights, corporate
governance, charity and social capital. Our textual-based CSR measures contain substantial and valuable
information beyond what Rankins CSR ratings offer.

Findings — The findings suggest that banks with stronger engagements and interests in the business-related
CSR domain experience higher profitability, while those that are more committed to the corporate governance
and charity-related domains create larger social contributions. Banks tend to incur higher CSR spending when
they are more active in corporate governance. Although the stock market reacts positively to CSR
expenditures, the reaction is less favorable for banks with CSR expenditures above the industry norm.
Practical implications — This study offers insights to policymakers of the regulatory bodies and the banks
in China. To enhance the financial safety and soundness of the banking system, the regulatory bodies should
encourage banks to strategically allocate corporate resources to achieve higher CSR ratings and engage more
business-related CSR activities. To create larger social values, bank management should invest more in
philanthropic CSR initiatives such as corporate governance and charity activities. To pursue higher corporate
profits, they should engage more in self-centered business-related CSR activities. However, according to the
reaction of the market, they should not over-invest in CSR activities.

Originality/value — While the use of textual analysis to evaluate CSR disclosure has recently emerged in the
literature, few studies focus on banks in China. Using the term frequency—inverse data frequency (TF-IDF)
method, the authors constructed a score for each of the six CSR domains: business (BUS), environment (ENV),
human rights (HR), corporate governance (GOV), charity (CHY) and social capital (SCAP). To the best of our
knowledge, no studies have adopted the textual approach to evaluate social reporting quality and CSR
activities in the context of the banking industry in China.
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Paper type Research paper

1. Introduction

Recognizing the global upward trend in social reporting, China has followed the global
corporate social responsibility (CSR) trend for the past two decades. To create incentives for
adopting CSR practices and enhancing the quality of corporate information about CSR
activities, Article 5 of Chapter 1 of the 2006 Company Law of the People’s Republic of China
requires companies to comply with social and business morality and bear social
responsibilities. The Shenzhen Stock Exchange (SZSE) and Shanghai Stock Exchange
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(SSE) have introduced guidelines to encourage listed firms to disclose CSR reports. In 2006,
SZSE pioneered the issuance of the Social Responsibility Instructions to Listed Companies to
encourage listed firms to establish social responsibility mechanisms and prepare social
responsibility reports regularly. Two years later, SSE issued the Guidelines on Environmental
Information Disclosure for Companies Listed on the SSE and the Notice on Strengthening the
Social Responsibility of Listed Companies.

To assess the impact of the mandatory CSR disclosure on the banking industry in China,
we explore (1) the association between CSR engagements and performance and (2) the market
reaction to CSR spending, for the SSE-listed banks for the 2012-2016 period. Several reasons
motivate our investigation of Chinese banks. First, compared to western countries, the CSR
concept is relatively new in China. The Chinese government has been proactively intending to
introduce the new CSR concept into Chinese society. The central government declared that
China should pursue a more “harmonious society” in China’s 11th Five-Year Plan in 2006.
Subsequently, several CSR reporting guidelines have been issued for large firms to help
balance China’s economic growth, which accompanied social and environmental effects on
society. Therefore, the increased CSR awareness in the Chinese market demands a better
understanding of the role of CSR disclosure in China. Second, while studies on China’s social
reporting have recently increased, most studies focus on nonfinancial firms, which are more
likely to create adverse environmental impact than financial firms. CSR studies that are
focused on the banking industry are rare (Cornett et al, 2016, Malik et al, 2019; Shen et al.,
2016; Wu and Shen, 2013; Zhu et al, 2017). According to the Gallus survey in 2013, only 26%
of Americans have confidence in banks. This result implies that consumers are skeptical
when dealing with financial institutions. Good quality CSR disclosure helps banks regain and
maintain clients’ trust.

Mandatory CSR disclosure allows investors to gain insights about firms’ CSR initiatives
beyond the information revealed by financial statements. Unlike financial statements that
summarize structured numerical financial data, CSR reports convey largely narrative
information. Hence, extracting meaningful information from CSR reports to facilitate
investment decisions could be challenging for investors. Instead of reading CSR reports
directly, many investors resort to published CSR ratings, such as Rankins CSR ratings (RKS)
and Kinder, Lydenberg, Domini and Co., Inc. (KLD) ratings, to evaluate the performance of
firms’ CSR activities.

The RKS ratings are calculated using the expert scoring methodology with predetermined
weights in four areas: macrocosm (30 %), content (45%), technique (15%) and industry (10%)
(Gong et al., 2018) [1]). As such, the computed overall ratings are sensitive to the changes in the
weighting scheme. In China, the RKS ratings have been extensively adopted to measure
social reporting quality in empirical studies on social reporting and corporate performance (Li
et al, 2013; Yu and Ying, 2017).

Using textual analysis, we construct new CSR scores based on the information disclosed in
the banks’ CSR reports [2]. In contrast to the RKS ratings, using textual analysis allows
stakeholders to make valid inferences about firms’ intentions and commitments on CSR
initiatives directly from the written CSR statements of corporations. Another advantage of
adopting textual analysis to construct CSR measures is that it avoids self-report bias — often
inherent in corporate statements — especially when first-hand information can be properly
extracted directly from CSR reports [3]. In fact, there is a large body of literature that helps users
improve the rigor of textual analysis (Sharfman, 1996; Weber, 1990).

While the use of textual analysis to evaluate CSR disclosure has recently emerged in the
literature (Cannon et al, 2020; Loughran and McDonald, 2011, 2016; Loughran et al,, 2009;
Melloni et al., 2017), few studies focus on the banking industry in China. Using the term
frequency—inverse data frequency (TF-IDF) method, we constructed a score for each of the
six CSR domains: business (BUS), environment (ENV), human rights (HR), corporate



governance (GOV), charity (CHY) and social capital (SCAP). To our knowledge, our study is
one of the first that adopts the textual approach to evaluate social reporting quality and CSR
activities in the context of the banking industry in China.

We begin our analysis by first examining the relationship between the overall CSR
performance of banks and their engagements and interests in six CSR domains. Regression
results show that the six CSR scores can explain only 39% of the variations in RKS,
suggesting that the RKS and the six CSR scores capture various aspects of CSR information.
We then test and compare the impacts of these two types of CSR measures on the
profitability, social contributions and CSR expenditures of banks.

Lastly, we study the reaction of the stock market to the CSR spending of banks. According
to Becchetti ef al (2018), the definition of CSR involves a departure from the goal of
straightforward profit-maximization toward a broader strategy of satisfying the interests of
stakeholders. As such, CSR embraces various employee-, environment- and investor-friendly
behaviors, with concomitant monetary costs and benefits that have uncertain effects on profits.
This definition of CSR implies that shareholders will react negatively or less positively to firms’
increased CSR spending because CSR activities will consume the resources expected to be used
to generate corporate profits. We assess the degree to which shareholders agree to this standard
definition of CSR for banks with different levels of CSR spending.

We contribute to the literature in various ways. First, we quantify social disclosures. This
study is the first to adopt a textual analysis to quantify the engagements and interests of
banks in different CSR domains based on social reporting. The constructed CSR scores
representing the CSR-based firm-specific characteristics allow the government and interest
groups to compare the qualitative information disclosed in CSR reports of different banks.
With this information, stakeholders can more easily and systematically identify the aspects
of CSR issues in which a bank is interested and committed.

Second, our study complements the extant literature that documents the benefit of CSR on
corporate performance. We examine the effect of the CSR-based firm-specific characteristics
on corporate profitability and social contribution. We find that the banks that focused on self-
interested CSR activities exhibit superior financial performance while those concerned about
altruistic CSR initiatives make greater social contributions. This finding indicates the need
for formulating textual-based CSR firm characteristics for financial and social performance
evaluations.

Third, this is the first study that explores the relationship between CSR-based firm-specific
characteristics and total CSR spending. We show that increases in CSR engagements or
interests do not necessarily lead to higher levels of CSR expenditures. This finding is probably
more relevant for shareholders because it suggests that certain CSR initiatives can be
undertaken to improve the corporate image without sacrificing much interests of shareholders.

Fourth, we investigate how the shareholders in the Chinese market expect bank
management to control CSR expenditures. Although our finding shows that the market, in
general, holds a positive view on the CSR investments of banks, they are less positive toward
the increases in CSR spending of a bank when it is perceived to have overinvested in CSR.
This situation suggests that the “optimal” CSR expenditure acceptable by the shareholders is
probably the one on par with the industry norm.

Lastly, this study is among the few studies that focus on the banking industry.
Furthermore, instead of using the empirical data from western countries with high CSR
awareness, we use the data from China, the largest developing country in the world, even
though it is less mature in CSR development.

The rest of our paper is organized as follows. In Section 2, we review the relevant literature
and formulate our hypotheses to test. Section 3 describes the sample. In Section 4, we explain
the construction of the textual-based CSR scores and then present our empirical analysis and
results. Section 5 concludes this paper.
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2. Hypothesis development

2.1 CSR and performance

Opinions about CSR’s role in for-profit enterprises have evolved in the past decades.
Neoclassical economics emphasizes that managers are agents for shareholders; hence, their
sole responsibility is to act in the interests of shareholders (Friedman, 1970). Opponents
believe that CSR activities are a waste of corporate resources. Corporate management has no
right to expropriate shareholder wealth to other parties’ benefits. The neoclassical view
suggests a negative impact of CSR activities on corporate performance because CSR will put
firms at a competitive disadvantage (Aupperle et al, 1985). In contrast, according to
stakeholder theory (Freeman, 1984), corporate management should use the resources of
companies to the benefit of a much wider group of stakeholders rather than focusing on the
sole benefit of shareholders. Stakeholder theory argues that CSR activities are beneficial for
shareholders and relevant stakeholders such as employees, customers, government and the
environment [4]. Disclosure of CSR activities helps reduce information asymmetry and
enhance the transparency of firms.

Despite social reporting becoming a popular Crusade in the global business community
and regulatory bodies, empirical studies have shown conflicting results for the relation
between CSR activities and the financial performance of firms. Wu and Shen (2013) attribute
the conflicting results to management’s different motives in conducting CSR: strategic
choices, altruism and greenwashing. The strategic choices motive enhances firms’ financial
performance through CSR engagement, while the altruism motive creates an adverse impact
of CSR engagement on financial performance (Baron, 2001). Firms engaging in CSR activities
due to the greenwashing motive enhance the corporate image without significantly changing
the business (Frankental, 2001).

Among the six CSR domains, the business and corporate governance domains are situated
toward the “corporate profits” end of the spectrum, while the environment, human rights,
charity and social capital domains are situated toward the “social benefits” end. The former
influences banks to engage in CSR out of a strategic choices motive, and the latter, altruism.
This situation leads to our first and second hypotheses:

HI. The business-oriented CSR initiatives have a more pronounced effect than society-
oriented initiatives on banks’ financial performance.

H2. The society-oriented CSR initiatives have a more pronounced effect than business-
oriented initiatives on banks’ social performance.

2.2 CSR and CSR expenditures

Extensive studies have documented that firm size, age, listing status, competitiveness and
legal enforcement system determine CSR activities in the financial industry (Chih ef @/, 2010;
Khan et al., 2013). Chen et al. (2018) document that state ownership and cash holdings effect
can influence firms’ total CSR spending. Some researchers use CSR ratings as a proxy for CSR
expenditures because they believe CSR ratings and CSR spending are positively related (Lys
et al, 2015; Margolis et al, 2009; Servaes and Tamayo, 2013) [5]. The validity of this
assumption remains debatable. Therefore, empirical evidence on this assumption is urgently
needed. Furthermore, using RKS alone cannot distinguish which CSR domains are more
relevant to total CSR expenditures. To address these two issues, we test the following set of
hypotheses.

H3a. Banks with higher CSR ratings spend more on CSR activities.

H3b. The text information extracted from the CSR reports of banks can explain/predict
their CSR expenditures.



2.3 Market reaction to CSR expenditures

According to stakeholder theory, firms adopt social reporting as a strategy to demonstrate
that their social performance meets the expectations of both shareholders and other relevant
stakeholders. Both individual and institutional investors consider social responsibility when
making investment decisions (Milne and Chan, 1999). Firms issue annual CSR reports as a
vehicle to disclose their CSR activities to their primary target audience — shareholders.
Although the literature documents that investors are more willing to invest in firms that
release CSR reports (van der Laan Smith ef al, 2010) and shareholders react positively to
socially responsible firms that create more social value and engage in social reporting
(Anderson and Frankle, 1980; van der Laan Smith ef al, 2010), few studies have focused on the
reaction of shareholders to firms’ CSR spending.

Unlike investments in long-term projects that aim to maximize corporate profits, CSR
spending primarily concerns the social values that CSR initiatives can create. When CSR
investments are primarily treated as a strategic exercise to meet stakeholders’ expectations of
social performance rather than as a tool to maximize shareholders’ wealth, shareholders may
view overinvesting in CSR activities as unnecessary and underinvesting as unsatisfactory.
Hence, investors may react differently to CSR expenditures between firms that have
overspent and underspent in CSR activities. We postulate that despite the shareholders
holding a positive view on CSR spending, the reaction of shareholders to a firm’s
expenditures in CSR-related activities may vary, depending on a firm’s CSR spending relative
to that of its peers. Shareholders find it more acceptable for a firm to increase its CSR
spending if it is below the industry norm. In contrast, shareholders’ acceptance of the
increases in CSR spending weakens for a firm whose CSR spending is higher than the
industry norm. Therefore, we formulate the fourth hypothesis:

H4. The market reaction to CSR spending is positive but less strong for banks
overinvesting in CSR activities than for banks underinvesting in CSR.

3. Sample

This study considers the A-shares of the banks listed on the SSE over the 2012—-2016 period.
Annual CSR reports of the banks were retrieved from the websites of the banks, SSE or public
websites (e.g. http://www.hexun.com and http://www.eastmoney.com). Stock prices, financial
variables, social contribution per share (SCVPS) and CSR expenditures were obtained from
the China Security Market and Accounting Research (CSMAR) database. The RKS — the
Chinese counterpart of the KLD CSR rating — are used to measure each bank’s overall CSR
performance. A bank was excluded from our analysis if (1) it failed to produce annual CSR
reports for at least two consecutive years during the sample period, and (2) the financial
variables required in our analysis were unavailable in the CSMAR database [6]. This
procedure left 14 banks in our sample.

4. Empirical analysis and results

4.1 Construction of CSR scores

The six CSR scores were computed using the term weighting scheme labeled as TF-IDF. First,
we extracted the content of the CSR reports into individual terms. Second, less significant
stop words such as “the,” “will” and “you,” which appeared the most in a text corpus, were
removed. Third, we kept the terms normally used as nouns and listed the 100 most frequently
appearing terms in the annual reports of each bank. Among these terms, we manually
selected the top 20 most meaningful terms that were relevant to CSR activities. Our analysis
shows that the terms service, finance, business, customers and management consistently
appeared among the top 10 terms for each bank, as evidenced by the word cloud (in Chinese)
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Figure 1.
Word cloud of key CSR
terms in CSR reports

displayed in Figure 1. The size of the words in Figure 1 indicates that the most frequent and
important words are service and finance.

Superficially, some terms, such as service, finance, business, etc., appearing in the CSR
reports seem unrelated to CSR but, instead, more associated with business operations. In fact,
these terms are classified as business-related CSR initiatives in our analysis. We have very
good reasons to support our classification. The activities represented by these terms, to some
degree, reflect the “economic responsibility” of the banking industry: Banks provide various
types of financial products and high-quality financial services via these business-related
activities to help customers make better financial decisions and meet personal financing or
investing needs. Banks doing well in their businesses are more resourceful to fulfill their
commitment to do well in other CSR domains. As a result, tangible or intangible business-
related CSR initiatives undertaken by banks can enhance people’s financial welfare and,
hence, contribute to social values.

After identifying the key terms, we adopted the TF-IDF weighting scheme to compute the
numerical statistic of each extracted term to measure the importance of the term in the CSR
reports. Mathematically, the numerical statistic can be obtained by first finding the frequency
of each term (TF) in each document in the corpus. TF is the ratio of the number of times the
term appears in a document, as compared to the total number of terms in that document. This
ratio increases with the number of occurrences of that term within a document. For example,
consider a CSR report containing 1,000 terms wherein the word client appears 150 times. The
term frequency TF for client is 0.15. We then calculated the inverse document frequency (IDF)
to measure the importance of a term. IDF is calculated as the natural logarithm of the ratio of
the total number of documents to the number of documents with the term in it. For example,
assuming we have 100 CSR reports and the word client appears in 10 of these reports. The IDF
score is calculated as In(100/ o) = 2.30. The IDF score is calculated to obtain the weight of
rare terms across all documents in the corpus. The rarely occurring terms in the corpus have
high IDF scores. Combining TF and IDF gives the TF-IDF weight for a term in a document in
the corpus. Thus, the TF-IDF weight of the term “client” in our example is 0.345
(=0.15 x 2.30). The TF-IDF weight represents the importance of the term in a document [7].

The last step in constructing the CSR scores involves classifying the identified key terms
in the lexicon. The extracted terms were grouped into six CSR domains. Following
Castellanos et al. (2015), we built a CSR word dictionary that classifies the terms into five CSR
domains — business, environment, corporate governance, human rights and social capital —
based on the Sustainability Accounting Standards Board (SASB) standards. Firms may
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undertake CSR initiatives without any expectation that such activities will improve their
financial performance. In this case, firms may act on behalf of stakeholders by making
approved charitable contributions: CSR expenditures reflect a form of delegated
philanthropy (Benabou and Tirole, 2010; Lys et al, 2015). Therefore, we have added
charity as another domain to group the terms deemed to be highly associated with charity
activities [8]. The annual CSR score of each domain for a bank is the average of all TF-IDF
weights of the terms in the corresponding CSR domain each year (see Table 1).

4.2 Rankins ratings and CSR scores

As explained above, RKS is calculated based on four indicators, macrocosm, content,
technique and industry, using the expert scoring methodology, with the maximum score
being 100. In contrast, our six CSR scores are constructed based on textual analysis. Although
both CSR measures are derived from CSR reports, they may capture different aspects of
information disclosed in the documents. Table 2 reports each bank’s time-series averages of
the CSR measures. Transportation Bank received the highest RKS while Chushin Bank
received the lowest. A close look at our CSR scores shows that the terms most frequently
appearing in the CSR reports are those associated with business-related CSR activities (i.e.
BUS). Each bank’s averaged BUS is consistently higher than those of the other five domains.
Shanghai Pudong Development Bank received the highest BUS, while the industrial and
commercial banks received the lowest. The next two most frequent CSR terms are in the
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121 Bank name RKS BUS ENV HR GOV CHY SCAP
b
Agricultural Bank 36.336 0444 0.058 0.064 0.141 0.062 0.277
Bank of Beijing 30.334 0.392 0.077 0.094 0.283 0.050 0.334
Bank of China 35.668 0.476 0.060 0.105 0.272 0.091 0.380
China Merchants Bank 31.334 0.469 0.091 0.096 0.199 0.103 0.340
China Minsheng Bank 35.668 0.361 0.100 0.070 0.318 0.096 0.290
108 Chushin Bank 23670 038 0070 0153 0273 0024 0230
Construction Bank 38.002 0479 0.148 0.102 0.230 0.103 0.329
Hwa Xia Bank 25.670 0.476 0.097 0.099 0.263 0.069 0.353
Industrial and Commercial Bank 24.000 0.342 0.083 0.112 0.317 0.054 0.271
Industrial Bank 32.002 0.446 0.144 0.049 0.301 0.033 0.330
Kodai Bank 32.336 0.436 0.111 0.084 0.324 0.057 0.342
Nanjing Bank 34.668 0.394 0.070 0.095 0.301 0.034 0.338
Shanghai Pudong Development Bank ~ 35.000 0506  0.088  0.063 0277  0.044 0.348
Transportation Bank 39.000 0.384 0.097 0.093 0.275 0.043 0.294
Mean 32.406 0.428 0.092 0.091 0.269 0.062 0.318
Standard Deviation 4972 0.051 0.027 0.026 0.050 0.027 0.040
Maximum 39.000 0.506 0.148 0.153 0.324 0.103 0.380
Minimum 23.670 0.342 0.058 0.049 0.141 0.024 0.230
Table 2. Note(s): This table summarizes the time-series averages of annual RKS and CSR scores in the business-,
Summary statistics of ~environment-, human resource-, corporate governance-, charity- and social capital-related domains of the
CSR scores sample banks from 2012 to 2016. The lower part reports the descriptive statistics of the variables
social capital (SCAP) and corporate governance (GOV) domains. Bank of China and Kodai
Bank concerned most about SCAP and GOV activities, respectively.

Table 3 presents the Pearson correlation coefficients among the CSR measures using the
information reported in Table 2. The table shows that most of our constructed CSR scores,
except for HR and GOV, are positively correlated with RKS. The absolute values of the
correlation coefficients between RKS and our CSR scores are generally lower than 0.33, except
for the one between RKS and HR (—0.54).

To test whether our CSR scores have any explanatory power for RKS, we perform a panel
regression of RKS on the six CSR scores with the firm- and year-fixed effects. The regression
results allow for the heteroscedastic and autocorrelation correction of the error terms with the
Newey—West procedure (Newey and West, 1987). Untabulated results show that only BUS
exhibits explanatory power for RKS: a positive estimated coefficient of 41.63 (f = 1.99), which
is significant at the 5% level. Our CSR scores can explain 39% of the variation in RKS,
confirming our conjecture that these two types of CSR measures capture different aspects of
information about the CSR activities of banks. Therefore, in the following sections, we

RKS BUS ENV HR GOV CHY SCAP
RKS 1
BUS 0.277 1
ENV 0.181 0.216 1
HR —0.536 —0.293 —0.316 1
GOV —0.242 —0.448 0.210 0.071 1
Table 3. CHY 0312 0319 0175 ~0.054 ~0.331 1
SCAP 0.325 0.665 0172 —0.360 0.070 0.345 1

Pearson correlation
coefficients among
CSR sores

Note(s): This table reports the Pearson correlation coefficients for RKS and CSR scores in the business-,
environment-, human resource-, corporate governance-, charity- and social capital-related domains




investigate how each type of CSR measures can explain the financial performance, social
value contribution and CSR spending of banks.

4.3 CSR and financial performance

Whether the pursuit of CSR activities by banks hurts or enhances their financial performance
may depend on their motives for engaging in CSR activities. Wu and Shen (2013) summarize
three motives for banks to engage in CSR: strategic choices, altruism and greenwashing. The
strategic choices motive enhances financial performance through CSR engagement, while the
altruism motive negatively affects financial performance (Baron, 2001). Firms engaging in
CSR activities due to the greenwashing motive will enhance the corporate image without
significantly changing the business (Frankental, 2001).

To explore the impact of CSR on the financial performance of the banking industry in
China, we estimate the regression models of ROE and EPS, respectively. According to the
theory of business strategy, firms engage in socially responsible business practice as a part of
their overall business strategy. Using the textual-based CSR measures in regression models
can distinguish which areas of CSR activities, strategically, play a more influential role in
determining the banks’ profits. To consider the possibility of the impact of CSR and allow
time for it to be reflected in the financial performance of banks, we also include the one-year
lagged CSR variables in the models.

The second view, often referred to as the theory of slack resource, posits that firms engage
in socially responsible activities when they have access to excess financial resources.
Following Islam et al. (2021), we consider bank size (SIZE), measured as the natural logarithm
of total assets in year £, and corporate stability (CSTAB), represented by Z-score, calculated as
the ROA plus capital-asset ratio (CAR) divided by the standard deviation of ROA, as the
measures of slack resources. Zhou and Wong (2008) document that banks with large asset
size and poor management quality in China tend to earn narrower interest margins. Beck et al
(2013) uses Z-score to measure bank stability. A high Z-score indicates that the bank is more
stable, and its profitability is less volatile [9].

In addition, several bank characteristics are present as control variables in the regressions.
We consider state ownership (STATE OWNERSHIP); the literature on the Chinese market
documents that a positive effect of CSR on financial performance exists for non-state-owned
enterprises only (Kao et al, 2018). Following Chen et al (2018), we define state ownership as the
number of state-owned shares divided by the number of total shares in year ¢. Our regressions
also control for bank diversification (BANK DIVERSIFICATION), measured as non-operating
income divided by average assets, because diversification helps banks utilize firm-specific
resources to extend their competitive advantage from one market to another (Stein, 1997;
Villalonga, 2004). Therefore, bank diversification may affect financial performance.

We estimate the panel regressions below by controlling for both the firm- and year-fixed
effects and allowing for the heteroscedastic and autocorrelation correction of the error terms
with the Newey—West procedure (Newey and West, 1987).

PROFITS; = f, + B1RKS; + p,RKS,_; + ;(Controls;) + & (1a)
PROFITS, = p, + p,BUS; + B,ENV, + g.HR, + 5,GOV, + ;CHY, + ;SCAP,
+ p,BUS,_; + BENV, 1 + pHR, ;1 + $,0GOV,_; + p;,CHY, 4 (1b)

+ p125CAP;_; + p;(Controls;) + &;.

Panel A of Table 4 shows that banks with high CSR ratings experienced high subsequent
profitability, consistent with the notion of “doing well by doing good.” The lagged RKS shows
a positive and significant impact on both ROE (¢ = 2.78) and EPS (¢ = 2.51) at the 5% level of
significance.
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Table 4.
Impact of CSR on
financial performance

ROE EPS
Dep. Var. = Coeff t-stat Coeff t-stat
Panel A: Regressions of financial performance on RKS
Constant —0.139 -0.29 —5.797 —0.44
RKS; —0.005 —0.76 0.095 0.40
RKS,_; 0.019%* 249 0.440%* 241
R% (%) 97.11 97.27
Number of observations 56 56
Control variables YES YES
Fixed effects FIRM/YEAR FIRM/YEAR
Panel B: Regressions of financial performance on CSR scores
Constant 0.340 0.56 —11.696 -0.70
BUS; 0.027%* 2.56 0710k 332
ENV, —0.060* —2.00 1.096 152
HR, —0.025 —0.69 0.128 0.12
GOV, 0.027 1.70 —0.759 —154
CHY, 0.003 0.20 —0.308 -0.71
SCAP, —0.022 -1.33 —0.934%* —2.35
BUS,_; 0.030%* 240 0.692 1.70
ENV,_; —0.057%* —2.22 1.830%* 1.96
HR,_; —0.034 -1.02 0.363 045
GOV,_; 0.019 1.10 0.014 0.03
CHY,_,; -0.012 -0.32 1.799 1.71
SCAP;_; —0.003 -0.17 —0.606 -1.25
R (%) 97.70 97.73
Number of observations 56 56
Control variables YES YES
Fixed effects FIRM/YEAR FIRM/YEAR

Note(s): This table reports the estimated coefficients of the panel regressions of profitability measures (ROE
and EPS) on RKS and lagged RKS in Panel A, and the six CSR scores and their lagged variables in Panel B. The
results are based on the panel data of 14 Chinese banks for 2012-2016. Control variables include size, state
ownership, bank diversification, corporate stability, firm and year fixed effects with heteroscedastic and
autocorrelation correction of the error terms with the Newey—West procedure (Newey and West, 1987).
Coefficients on RKS; and RKS;_; are multiplied by 100. “*#*” “#+” and “*” indicate levels of significance at 1%,
5% and 10%, respectively

Panel B of Table 4 shows that banks whose CSR reports contain more frequent terms in the
business-related CSR domain, such as “client,” “service” and “wealth management,” are more
profitable. The estimated coefficient of BUS on ROE and EPS is positive and significant at the
5% and 1% level, respectively. This finding is in line with the positive CSR—financial
performance relation claimed by the strategic choices motive: A bank undertakes business-
related CSR initiatives not only to demonstrate its engagement and interest in CSR but also to
meet its shareholders’ wealth maximization expectation. The positive effect of BUS on
financial performance also offers a potential explanation for why the terms in the business-
related domain outnumber those in other CSR domains.

Contrary to BUS, SCAP shows a negative impact on EPS. The estimated coefficient on
SCAP is negative and significant at the 5% level, suggesting a bank may jeopardize the
financial interests of its shareholders when it demonstrates strong engagement or interest in
social capital activities. As such, frequent mentioning of social capital-related terms such as
“culture,” “community” and “knowledge” in CSR reports can potentially harm the banks’ future
financial performance. Interestingly, the lagged ENV has mixed effects on different profitability
measures. Higher ENV scores predict a lower future ROE but a higher EPS at the 5% level [10].



In sum, the findings support our first hypothesis. The findings have two important policy
implications. First, the regulatory bodies in China should encourage banks to strategically
allocate corporate resources to achieve higher CSR ratings and engage more business-related
CSR activities, both of which improve the financial performance of banks and hence enhance the
safety and soundness of the banking system. Second, bank management should know that CSR
initiatives could be a double-edged sword: some enhance financial performance and others hurt.

4.4 CSR and social performance

As compared to corporate profits generated by CSR, social contributions made by CSR has
received less attention in the literature. Therefore, we know little about whether CSR
activities are also socially beneficial. To investigate this issue, we use SCVPS, developed by
SSE in 2008, to measure firms’ social performance. This social performance measure includes
a firm’'s EPS and its tax payments to the government, salaries and subsidies paid to
employees, loan interest expenses paid to creditors and other total input in public good
undertakings (e.g. charitable donation, educational fund and environmental protection fund),
minus any social costs arising from compensations or penalties of environment pollution and
other negative factors.

We perform the panel regression models of SCVPS on the CSR measures as follows:

SCVPS; = p, + B1RKS; 4 f,RKS,_; + g;(Controls;) + & (2a)

SCVPS; = g, + p,BUS, + B,ENV, + g;HR, + ,GOV, + p;CHY, + pSCAP,
+ p,BUS,_; + B,ENV,y + pHR,; + $,,GOV,_; + p,,CHY, 4 (2b)
+ p125CAP;_; + p;(Controls;) + &;.

Table 5 reports the effect of the CSR measures on social contributions [11]. Panel A of Table 5
shows that both the current and lagged RKS ratings are positively associated with SCVPS at
the 1% and 5% levels, respectively. This result suggests that banks that are acknowledged as
more socially responsible tend to generate larger social benefits to the whole society. In
conjunction with the results from Table 4, we provide evidence that adopting CSR is a mutual
way for the Chinese banks to benefit themselves while benefiting the society in the process.
Banks with high overall CSR ratings not only are more profitable but also make larger social
contributions.

Panel B of Table 5 presents the result of the regression of the banks’ social contributions
per share on the various CSR domains based on textual analysis. The result shows that banks
that have proactively mentioned CSR terms in the business-, corporate governance- and
charity-related CSR domains in annual reports tend to generate larger social contribution
values. A closer look at the estimated coefficients on the lagged variables of BUS (9.07), GOV
(17.71) and CHY (28.70) shows, compared to business-related CSR initiatives, that corporate
governance and charity CSR activities generate lager social contribution values for the banks
in China. Thus, a bank’s social performance is largely determined by how much commitment
it makes to society-oriented CSR initiatives, such as corporate governance and charity
activities, rather than by the intensity of their business-oriented CSR activities.

Comparing the results reported in Tables 4 and 5, we find two intriguing facts. First, while
the lagged GOV and CHY do not enhance corporate profitability for the banks, they play a
critical role in generating social values for the society. Second, BUS or its one-year lag is
beneficial to both the banks and the society. These findings seem reasonable given that
corporate governance and charity activities are perceived to be more philanthropic and,
hence, can largely improve social contributions but not business profits. In contrast, business-
related CSR activities, despite of its more self-centered nature, can benefit both firms and
society. Overall, our outcomes support the second hypothesis [12].
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Table 5.
Impact of CSR on social
performance

Coeff t -stat
Panel A: Regressions of social performance on RKS
Constant —103.120 —0.61
RKS; 0.054%* 2.39
RKS;_; 0.060%*** 347
R (%) 87.35
Number of observations 55
Control variables YES
Fixed effects FIRM/YEAR
Panel B: Regressions of social performance on CSR scores
Constant 119.006 0.52
BUS; 2.502 0.81
ENV; —11.845 —1.17
HR; —27.287* —-1.98
GOV, 7.168 1.38
CHY, 6.592 1.09
SCAP; —5.817 -118
BUS;_; 9.073%* 2.59
ENV;, —8.857 -1.20
HR;; —14.386 —1.45
GOV, 17.714%* 258
CHY;; 28,697 249
SCAP;; —4.680 -0.71
R (%) 87.37
Number of observations 55%
Control variables YES
Fixed effects FIRM/YEAR

Note(s): This table reports the estimated coefficients of the panel regressions of social contribution value per
share (SCVPS) on RKS and lagged RKS in Panel A, and the six CSR scores and their lagged variables in Panel B.
The results are based on the panel data of 14 Chinese banks for 2012-2016. Control variables include size, state
ownership, bank diversification, ROA, corporate stability, firm and year fixed effects with heteroscedastic and
autocorrelation correction of the error terms with the Newey—West procedure (Newey and West, 1987). “#”:
SCVPS of China Merchants Bank is missing in 2016, “***” “¥*” and “*” indicate levels of significance at 1%,
5% and 10%, respectively

4.5 CSR and CSR spending

Our analysis so far has shown that doing good can help banks do well. To understand how
the CSR measures are associated with CSR spending, we manually calculate the total CSR
expenditure (EXP) based on the general CSR information retrieved from the CSMAR
database. We then estimate the panel regressions as follows:

EXP; = f + ARKS; + B,RKS,_; + ;(Controls;) + & (3a)
EXP; = g, + p,BUS; + B,ENV; + g;HR; + ,GOV; + g;CHY; + p;SCAP;
+ B;BUS; | + BENV, 1 + g HR; 1 + ,,GOV; 1 + ,;CHY; 4 (3b)
+ p125CAP;_1 + p;(Controls;) + &;.

The control and slack variables considered are slightly different from those used in the
previous sections. In particular, we consider state ownership, bank size, ROA, corporate
stability, growth opportunity (LogQ) and market-to-book ratio (MTB) (Chen et al,, 2018; Islam
et al, 2021; Lys et al., 2015).

The regression result of Eqn (3a) is summarized in Panel A of Table 6. Surprisingly, we
find no evidence of any statistically significant association between the banks’ overall RKS
ratings and total CSR expenditures over the sample period, suggesting our evidence does not



Coeff t-stat
Panel A: Regressions of total CSR expenditures on RKS
Constant 65.895 0.12
RKS; —0.038 -0.77
RKS;_; —0.062 —-1.14
R (%) 53.85
Number of observations 55
Control variables YES
Fixed effects FIRM/YEAR
Panel B: Regressions of total CSR expenditures on CSR scores
Constant 228,584 0.35
BUS, 13.890 097
ENV; —12.250 —0.29
HR, —19.959 —0.56
GOV, 81.391 %k 350
CHY; 7.353 0.39
SCAP, —23.206 -1.18
BUS,; —2.441 —0.24
ENV,_, —63.865* —2.02
HR,; 26.199 1.07
GOV;_; 67.521%* 261
CHY;1 47.188 098
SCAP;_4 34.486* 1.92
R% (%) 74.35
Number of observations 55
Control variables YES
Fixed effects FIRM/YEAR

Note(s): This table reports the estimated coefficients of the panel regressions of total CSR expenditure (EXP in
trillions RMB) on RKS and lagged RKS in Panel A, and the six CSR scores and their lagged variables in Panel B.
The results are based on the panel data of 14 Chinese banks for 2012-2016. Control variables include size, state
ownership, ROA, corporate stability, LogQ, MTB, firm and year fixed effects with heteroscedastic and
autocorrelation correction of the error terms with the Newey—West procedure (Newey and West, 1987). “*#+”,
“¥¥” and “*” indicate levels of significance at 1%, 5% and 10%, respectively
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Table 6.

Impact of CSR on total
CSR spending (in
$trillions)

support hypothesis H3a. Banks with high CSR ratings do not necessarily spend more in CSR
initiatives. As such, one must be cautious when attempting to use CSR rating as a proxy for
CSR spending (and vice versa) in empirical tests.

The result reported in Panel B of Table 6 provides information on which CSR domains are
associated with CSR spending for the Chinese banks. Consistent with Lys ef al. (2015), our
evidence shows that corporate governance is positively associated with CSR spending. The
coefficients on the contemporaneous and lagged GOV are positive and significant at the 1%
and 5% levels, respectively, suggesting that banks with strong engagements or interests in
enhancing corporate governance quality tend to invest more funds in CSR initiatives. It is
worth noting that the CSR domains other than GOV, in general, lack statistical significance in
explaining or predicting CSR spending. This implies that not all CSR activities lead to
increased expenditures and, hence, reduce corporate profits [13]. Overall, our findings
modestly support hypothesis H3b.

4.6 Market reactions to CSR spending

Noronha ef al. (2018) document that the Chinese stock market reacts positively to firms’ social
contributions. If this is true and investors believe that banks with more CSR spending make
larger social contributions, it then follows that there is a positive market reaction to banks’ CSR
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spending. However, we conjecture that there are asymmetric reactions among banks with
different levels of CSR spending. Our intuition is as follows. Banks with low levels of CSR
expenditures are more likely to be perceived as underinvesting in CSR activities and, hence, less
socially responsible. The market may anticipate that less CSR-committed banks will enhance
their social images by investing more in CSR activities. Thus, the market will react positively and
strongly to increase CSR spending. In contrast, banks with high levels of CSR expenditures may
be regarded as overinvesting in CSR and wasting corporate resources. In this case, increases in
CSR spending are less welcome. Thus, the stock market reaction to the “high CSR spending”
banks would not be as strong as the reaction for the “low CSR spending” banks.

To investigate the asymmetric reactions to CSR spending of both types of banks, we start
with calculating the cumulative abnormal returns (CARS) over a variety of event windows
[-1, +1], [-1, +10], [-1, +20] and [—1, 4+-30], in which ¢ = 0 is the disclosure date of the
annual CSR reports. We consider different event windows to reflect the possibility that
investors need a longer time to digest the narrative information in CSR reports and the
quantitative information in typical financial statements before making investment decisions.
The abnormal returns are defined as the actual realized stock returns minus expected returns
based on factor loadings of the Fama-French three-factor model estimated over [—150, —30]
trading days. For each event window, we then regress the cumulative abnormal returns on
CSR expenditures, an interaction term of CSR expenditures, and a dummy variable D,
indicating whether a bank is high CSR spending (D = 1, if a bank’s annual CSR total
expenditure is higher than the median of the CSR expenditures of the sample banks in the
same year) or low CSR spending (D = 0, otherwise). We then regress the cumulative abnormal
return on total CSR expenditure and its interaction term with the dummy variable as follows:

CAR; = fy + BEXP; + f,(D X EXP,_1) 4 $;(Controls;) + & 4)

Bank size and growth opportunities are also added to the model to examine whether the
estimated coefficients vary with or without the control variables.

Table 7 summarizes the regression results. A closer look at the results shows several
intriguing patterns. First, consistent with our conjecture that investors need time to digest the
information disclosed in CSR reports, in conjunction with the accounting information in financial
statements, the market does not react to CSR spending until approximately 20 days after the
disclosure date. The results in Columns (1)—(4) consistently show that both the coefficients
on CSR expenditures and the interaction term are insignificant for the shorter [—1, +1] and
[—1, +10] windows. In contrast, the coefficients both become statistically significant for the
longer [—1, +20] and [—1, +-30] windows at the 5% and 1% levels, respectively. This evidence
supports our argument that extracting useful narrative information from annual reports for
investment decisions is challenging for investors. Therefore, it calls for the need to provide more
structured and informative measures to help investors better digest the information in lengthy
CSR reports. Our constructed textual-based CSR scores address this need.

Second, consistent with the literature, we find that the market reacts positively to the CSR
expenditures of banks [14]. For the [—1, +-20] window, the coefficients on EXP are positive and
significant at the 5% level, regardless of control variables in the regressions. The coefficient on
the interaction term for each model is negative and significant at the 5% level, suggesting that
the market reacts less strongly to the CSR expenditures for high-CSR-spending banks than low-
CSR-spending banks. More significant results are observed for the [—1, +30] window.

The results have policy implications for banks. Since aligning wealth-centered, profit-making
corporate goals with ethics-centered, costly social goals can be challenging, bank managers
should endeavor to make a cautious and well-balanced decision on resource allocations between
profit-seeking investments and altruistic CSR activities. Our results provide guidelines that can
help bank managements determine the appropriate level of CSR spending. This provision is
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important because when pursuing profits, banks are also highly scrutinized by the media and
governments about their regulation operations and CSR activities (Wu and Shen, 2013).

5. Conclusions

The mandatory disclosure of CSR reports has led to greater information transparency,
though some may view CSR reports as a tool for “window dressing,” “greenwash” or a “PR
exercise.” Unlike financial statements that provide numerical accounting data, CSR reports
disclose qualitative and narrative CSR information as a part of the dialog between the firm
and its stakeholders (Gray et al,, 1995). If CSR reports are informative, effectively digesting
the descriptive information in CSR reports becomes an important issue for both shareholders
and other stakeholders. In this study, we adopt textual analysis to quantify the aspects of
Chinese banks’ engagements and interests in CSR activities in the business, environment,
human rights, corporate governance, charity and social capital domains. We then investigate
whether the six CSR measures are associated with the overall CSR ratings, financial
performance, social contributions and CSR spending. This study also explores how the stock
market in China reacts to the CSR spending of banks.

Our study shows that CSR reports are informative for the banking industry in China. Our
textual-based CSR measures contain additional substantial and valuable information beyond
what RKS can offer. Our primary findings are summarized as follows.

First, the CSR activities in different domains contribute differently to corporate profits, social
contributions and CSR expenditures for banks in China. The CSR activities perceived to be more
self-interested enhance the profits of banks while those considered to be more altruistic create
social values. This finding is informative for both banks and investors. For the bank management
that focuses more on profit maximization but desires to maintain a fair level of CSR commitment,
they should engage more in business-related CSR initiatives. For investors with CSR awareness,
our study suggests that they should prioritize banks with stronger CSR commitments in corporate
governance and charity on their investment lists because these banks tend to make larger social
contributions than those that are more interested in business-related CSR activities.

Second, our finding indicates that the stock market in China reacts positively to the CSR
expenditures of banks. However, the positive market reaction is less pronounced for banks
that have already invested in CSR activities more than the industry norm, and more
pronounced for banks that are considered to be underinvesting in CSR. We reason that the
observed pattern arises because shareholders do not consider CSR initiatives from the
perspective of the profit-maximization goal of banks despite a positive association between
CSR and corporate profits. Instead, shareholders are more likely to view CSR as a tool that
meets the expected social responsibilities of other stakeholders, such as legal responsibility,
ethical responsibility, economic responsibility and charity responsibility (Carroll, 1979).

This study provides evidence that CSR reports are informative. To make the most of CSR
reports, however, the public must effectively and straightforwardly digest the information
disclosed in the documents. The constructed CSR measures of this study are among the
alternatives that may help in this regard.

This paper shows that the textual-based CSR measures can provide some informative
information that enhances our understanding of the impact of Chinese banks’ CSR initiatives
on their financial/social performance, CSR expenditure and market reaction. However, our
analysis is potentially subject to a limitation regarding the validation of our CSR measures.
Although we have appointed two coders to manually validate our CSR measures, we could
not statistically validate the measures due to our limited access to the RKS ratings. Otherwise,
we will be able to provide stronger evidence in support of the validation of our measures by
utilizing the RKS scores that correspond to the six CSR domains of interest [15]. Future
researchers who can access such scores may overcome this limitation by following the
framework of Sharfman (1996) and re-examine our results.



Notes

1

When industrial evaluation data are unavailable for some industries, the weights of content and
technique increase to 50% and 20%, respectively.

. Textual analysis is also denoted as content analysis, natural language processing, information

retrieval, or computational linguistics. Many different disciplines use textual analysis, including
psychology, anthropology, linguistics, political science, journalism and computer science
(Loughran and McDonald, 2011).

. It is worth noting that Rankins also provides scores for CSR dimensions such as environment,

governance, social and community. Unfortunately, we have no access to this information in order to
analytically compare the RKS ratings and our textual-based CSR scores.

. Stakeholder theory has received supportive empirical evidence, for example, higher levels of

investment in CSR activities lead to increased employee morale, a better firm reputation, more
harmonious growth (Edmans, 2012; Servaes and Tamayo, 2013).

. Instead of using the real CSR expenditures, Lins ef al (2017) investigate the impact of CSR

performance on the Selling, General, and Administrative (SG&A) expenses. They find better CSR
firms incur higher SG&A expenses.

6. A summary of variable definitions is provided in Appendix.

7. Loughran and McDonald (2016) remind that term weighting acknowledges that raw word accounts

are not the best measure of a word’s information content.

8. Two coders manually validated these terms with several rounds of confirmations.

9. We thank the reviewer for suggesting the incorporation of slack resources into the regressions.

10.

11.

12.

13.

14.

15.

Results for the estimated coefficients on the slack variables and control variables are not reported
but are available from the authors upon request.

Following Islam et al (2021), we use SIZE, ROA and corporate stability to proxy for slack resources.

The results are qualitatively similar when net SCVPS, obtained by subtracting EPS from SCVPS,; is
used as the dependent variable. The net variable represents the additional component of social
contribution value contributed to the society beyond the profit generated by the business.

Two CSR domains, ENV and CHY, are significant at the 10% level.

For example, Anderson and Frankle (1980) also show that the more social value contributed and
disclosed by the firm, the higher stock return is obtained from the market.

We thank the reviewer for pointing this out. Without the individual corresponding Rankins scores,
we can simply validate our CSR measures by using the overall RKS ratings. Following Sharfman
(1996), we have found a positive association between the overall RKS ratings and the sum of our six
CSR measures. This provides some evidence, though imperfect, that validates our CSR measures.
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Appendix
Variable definitions

Profitability Measures
PROFITS: The profit measures including ROE and EPS in year £.
ROE: Net income divided by shareholders’ equity in year .
EPS: Net income divided by number of outstanding shares of common stock in year £

CSR Measures
RKS: Rankins CSR rating.
BUS: Business-related CSR scores based on Term Frequency—Inverse Data Frequency.
ENV: Environment-related CSR scores based on Term Frequency—Inverse Data Frequency.
HR: Human resource-related CSR scores based on Term Frequency-Inverse Data Frequency.
GOV: Corporate governance-related CSR scores based on Term Frequency—Inverse Data
Frequency.
CHY: Charity-related CSR scores based on Term Frequency—Inverse Data Frequency.
SCAP: Social capital-related CSR scores based on Term Frequency—Inverse Data Frequency.

Control Variables
SIZE: Natural logarithm of total assets in year ¢.

STATE OWNERSHIP: The number of state-owned shares divided by the number of total shares in
year {.

BANK DIVERSIFICATION: Non-operating income divided by average assets in year ¢.

CSTAB: (ROA + CAR)/standard deviation of ROA, where CAR denotes the capital-asset ratio.

ROA: Net income divided by total assets in year ¢.

LogQ: Natural logarithm of total assets minus book value of equity plus market value of equity
divided by book value of total assets in year £.

MTB: Market value of equity divided by book value of equity in year ¢.

Firm fixed effects: Indicator variables for firms.

Year fixed effects: Indicator variables for years.

SCVP: EPS + (tax payment + employ expense + interest expense + total input in public good
undertaking — social cost)/total number of shares in year ¢.

EXP: Total CSR expenditure in year .

CAR[-1, +1]. Cumulative abnormal return during day —1 to day +1, with day O being the
announcement date of mandatory CSR disclosure.

CAR[—1, +10]: Cumulative abnormal return during day —1 to day +10, with day O being the
announcement date of mandatory CSR disclosure.

CAR[—1, +20]: Cumulative abnormal return during day —1 to day +20, with day O being the
announcement date of mandatory CSR disclosure.

CAR[—1, +30]: Cumulative abnormal return during day —1 to day +30, with day O being the
announcement date of mandatory CSR disclosure.
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