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Abstract

Research on the relationship between social responsibility and the financial performance of companies has yielded
ambivalent results. Since investments on different areas of social responsibility can promote distinct outcomes, in
this study we focus on internal corporate social responsibility (I-CSR), that is, investments on employees. The
objective of the study is to verify if outlays on I-CSR affect organizational performance. We analyzed financial
information from companies listed in the Sdo Paulo Stock Exchange, and their social balance sheets filled with the
Brazilian Institute of Social and Economic Analysis between 2001 and 2007, applying Two-Stage Least Squares
(2SLS) equation model to minimize endogeneity and reverse causality problems. The results indicate that overall
I-CSR was associated with revenue contemporarily, one and two years after the investments. Corporate outlays on
healthcare, pension plans, employee education and profit-sharing all had positive effects on revenue in the years
that followed such investments.

Key words: corporate social responsibility; internal social responsibility; human capital; financial performance;
organizational performance.
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Introduction

Within the realm of corporations, the idea that a firm’s single purpose is to make profits has
dictated the way businesses are conducted by most organizations, leading to a mindset focused on short
term results, with less attention given to most business stakeholders. Nevertheless, large corporations
play important roles within local and global economies that include generating jobs, paying taxes and
creating value for consumers and society (Jenkins, 2007), and a narrow-minded focus on profit
maximization at the expenses of stakeholders can hurt company performance and future returns
(Aguinis, 2011).

Besides discussing how and when companies are socially responsible, scholars have also explored
the impacts that social responsibility initiatives have on businesses themselves (Aguinis & Glavas, 2012;
Campbell, 2007). Some have suggested that CSR can positively affect firms financially, by promoting
improved relations with their stakeholders, thereby reducing transaction costs, production costs and
certain associated risks (Barnett, 2007). However, findings from empirical research thus far conducted
on that matter are ambivalent: while some report that CSR has a positive influence on the financial
performance of firms (e.g.: Orlitzky, Schmidt, & Rynes, 2003; Peloza & Shang, 2011), others have
observed non-significant or even negative effects (e.g.: Brammer, Brooks, & Pavelin, 2006; Margolis &
Elfenbein, 2008).

After reviewing research on the subject, Aguinis and Glavas (2012) concluded that yet very little
is known about the processes through which such investments can lead to improved performance at the
organizational level of analysis. Quite clearly, outlays on different areas of social responsibility (e.qg.,
internal, environmental or philanthropic initiatives) can produce distinct outcomes in terms of costs and
returns (Van der Laan, Ees, & Witteloostuijn, 2008). Therefore, in the present study we single out
internal CSR investments (I-CSR), a dimension of social responsibility that focuses on employees
(Carroll, 2008; Turker, 2009). Would investments in I-CSR lead to increments in company performance
in the short and long run?

Although evidence obtained over the last decades has suggested that investments on employees,
such as sponsoring development and training, can promote more efficient and effective company
operations and processes (e.g.: Chen & Huang, 2009), we still lack consistent research on the outcomes
from outlays on specific dimensions of internal social responsibility on company performance (Aguinis
& Glavas, 2012; Weber, 2008). The objective of this research is to analyze if company expenditures on
internal dimensions of social responsibility can affect present and future revenue.

In this article, we begin by presenting a theoretical framework regarding how I-CSR outlays
would promote revenue growth, and by highlighting specific facets of internal social investments that
are likely to drive such outcomes. Since most studies on CSR and company performance use panel and
level regression analysis, without accounting for the biases associated with endogeneity and reverse
causality (see: Ree & Carretta, 2006), in the methods section we describe how we applied 2SLS in our
study — a technique that corrects for such problems, frequently employed in Economics (Wooldridge,
2002). We present the results of the analyses in the following section, based on longitudinal data from
companies traded in the Brazilian stock exchange during the last decade. In the conclusion, we discuss
our findings vis-a-vis extant research, highlighting implications for practice and presenting an agenda
for future research in the field.

Literature Review

Because of the socioeconomic transformations that many firms have undergone in recent years,
corporate social responsibility (CSR) has attracted increasing interest in the business and academic
spheres (Aguinis & Glavas, 2012; Waddock, 2004). Several broad-ranging conceptualizations of CSR
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have been put forward, aimed at defining the set of elements that characterize a socially responsible
company - expressions such as contribution to society and commitment to sustainable development
are invariably included among these elements. For instance, the World Bank’s view is that corporate
social responsibility refers to

companies’ commitment to contributing to sustainable economic development in their relations
with their employees, with the communities in places where they operate, and with society as a
whole, so that their actions have a positive effect on business and on development (World Bank,
2003, p. 01).

The accumulated literature on the subject suggests that the relationship between companies and
society is complex, and involves communities, employees, governments and even other companies, and
therefore objectively defining the concept becomes troublesome. Although recognizing that the notion
of CSR is still evolving, we have adopted in this study Aguinis’ (2011) concise and encompassing
definition, which views CSR as a set of “context-specific initiatives and policies, which take into account
the expectations of stakeholders and the triple bottom line of economic, social and environmental
performance” (p. 855).

Managerial attitudes towards CSR and level of company engagement in CSR activities vary by
country. Waldman et al. (2006) have observed that managers in countries with high institutional
collectivism and with low power distance traits, that is cultural values that focus on addressing long-
term concerns and lessening inequity respectively, are more likely to show behaviors positively
associated with CSR. Since Brazil is a country where institutional collectivism is average to low, and
power distance is high (House, Hanges, Javidan, Dorfman, & Gupta, 2004), it should come as no surprise
that CSR issues in the Brazilian business environment are still not as widespread as compared to other
countries. Nevertheless, pressures from interest groups and attention to such issues by the business
media have increased concerns regarding corporate social performance in the country (Puppim, 2008).
Therefore, since the early 2000s, some Brazilian companies began to voluntarily demonstrate their social
performance through the adoption of social balance sheets or social reports, thereby disclosing economic
and social information related to their initiatives in this area (Tinoco, 2008).

CSR and business financial performance

Many authors have pinpointed that companies which neglect their social responsibilities are likely
to experience several negative consequences that can affect the economic value of the firm directly,
when fines and pay damages or subsidies are due, and indirectly, through impact on the firm’s reputation,
which can ultimately weaken the brand (Brammer & Pavelin, 2006). On the other hand, conflicting
views have emerged in the literature regarding company outcomes of direct investments in CSR. Some
authors argue that CSR investments represent additional costs for the business and ultimately have a
negative impact on financial performance (e.g.: Margolis & Elfenbein, 2008). Others, however, believe
that CSR initiatives can positively affect a business, by improving the company’s image, strengthening
the loyalty of clients or favoring a positive assessment of the company’s products (Aguilera, Rupp,
Williams, & Ganapathi, 2007), and therefore reap benefits in the long run.

A number of studies have investigated the relationship between corporate social responsibility
and financial outcomes in both the short term and the long term (e.g. Peloza & Shang, 2011). Systematic
reviews of literature (e.g.: Orlitzky et al., 2003) have suggested that the relationship is significant and
positive. However, scrutiny of many studies conducted revealed inconsistencies and raised
methodological concerns, due to the great diversity of extant social and environmental performance
measures, sampling limitations, lack of control over interactions between the variables under study, and
obscurity in regards to direction of causality (i.e., whether CSR determines financial performance or the
other way around) (lonescu-Somers, Salzmann, & Steger, 2005; Peloza, 2009).

The majority of quantitative studies on the topic found in the literature used data collected in the
U.S. and EU, therefore little is known about companies that operate in other regions of the world, and
despite the results so far generated in the field, the bulk of the literature on CSR consists of studies that
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employed level and panel analysis, which does not adequately account for the problems of endogeneity
or reverse causality (Ree & Carretta, 2006). Moreover, research has indicated that different foci of CSR
initiatives (e.g.: directed towards primary stakeholders, such as employees and investors, or secondary
stakeholders, such as communities and the environment) may have quite different effects on financial
outcomes (Van der Laan et al., 2008). All things considered, it seems still necessary to verify how and
when CSR investments are likely to affect firm performance.

Internal corporate social responsibility (I-CSR)

Most discussions in the CSR field are driven by issues inherent to external CSR (e.g., the
preservation of the environment; companies’ involvement in the communities where they operate),
while the concept of internal CSR (I-CSR) has been relatively ignored (Aguilera et al., 2007; Aguinis
& Glavas, 2012). I-CSR refers to how firms respond to their responsibilities in regards to their
employees, i.e., the work relations sphere.

Standards of internal social responsibility within firms are discussed in several international
documents, such as the European Union’s Green Paper (European Commission, 2001) and the United
Nations’ Global Compact (United Nations, n.d.). They are also dealt with detail in documents produced
by entities such as the International Labor Organization (ILO, 1998), and in the information guides of
the Global Reporting Initiative (GRI, 2011). The CSR literature discusses I-CSR issues at the
institutional, organizational and individual level of analyses (Carroll, 2008; Puppim, 2008). Institutional
I-CSR initiatives encompass the social dialogue on labor relations between corporations and other
organizations, such as, unions and professional representative bodies, and address normative and
regulative issues (e.g., Christmann & Taylor, 2006). I-CSR initiatives on the organizational level focus
the work context and entail broad policies that aim at improving the physical environment for several
employees, such as eliminating workplace risks that might pose a threat to their health and safety, or
designing jobs in ways that promote involvement and participation (e.g., Turker, 2009). I-CSR initiatives
on the individual level focus on employees more directly, and address their specific needs. They range
from programs that center on professional development, such as sponsoring training and professional
education, to initiatives that attend to their needs beyond the workplace, such as offering pension plans
and profit-sharing (e.g., Aguilera et al., 2007).

Although some internal CSR investments may reflect a concern with legal aspects and aim at
reducing labor-related costs (Barnett, 2007), several I-CSR initiatives can promote positive employee
attitudes and their improved performance, and therefore affect organizational effectiveness, particularly
those that directly affect individual employees (Cohen, 2010; Mcwilliams, Siegel, & Wright, 2006).
Researchers have suggested that companies with a socially responsible culture have an intangible asset
to attract, retain, and engage the workforce (Bhattacharya, Korschun, & Sen, 2009). However, little is
known about the outcomes of specific I-CSR investments in terms of costs and returns.

Hypotheses

Due to increased competitiveness in today’s business environment, every available financial
resource, either for reinvestment or shareholder returns, is valuable. The dilemma to reinvest in the
company — building new manufacturing facilities, developing new products, and sponsoring human
resources programs, among others - or simply returning the funds to shareholders through dividend
payments is often an issue for executives in such contexts. Without the presentation of projections and
return perspectives regarding the decision to invest in I-CSR, such expenditures tend to be regarded as
costs rather than investments.

Notwithstanding, since the 1990’s, the resource-based view of the firm (RBV) (Barney, 1991;
Wernerfelt, 1984) has been widely used to explain how organizations achieve competitive advantage
through unique assets they detain, such as capital, brand, skilled personnel and knowledge (Wernerfelt,
1984). According to this perspective, superior organizational performance and competitive advantage is
accomplished when companies own or control assets that are rare and valuable, particularly when they
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are difficult to be imitated or transferred to other organizations. Intangible assets, such as competences
and capabilities, seem to be especially relevant to the development of competitive advantage (Barney,
2001). Amit and Schoemaker (1993) further emphasize that capabilities are grounded on processes that
mainly consist of activities developed, carried and exchanged by the firm’s human capital, that is, by
the company’s employees at all hierarchical levels.

Grounded on the resource-based perspective, we suggest that attracting and retaining human
capital (Ployhart, 2004) can offer a strategic advantage for companies (Ployhart & Moliterno, 2011).
Studies have shown that human resources management policies, many of which are now listed as I-CSR
standards, can foster performance and bring about improved results at the organizational level (Aguilera
et al., 2007; Cooper & Wagman, 2009; Van der Laan et al., 2008). I-CSR initiatives that focus on
individual employees are likely to boost human capital through three mechanisms: (a) by attracting more
qualified workers; (b) through on-going expansion of employee skills; and (c) through the retention and
engagement of the workforce.

Researchers have suggested that internal social responsibility initiatives can favor the company’s
reputation and promote their positive image as an employer (Brammer & Pavelin, 2006), thereby
increasing the company’s capacity to attract the best talent available in labor markets (Kim & Park,
2011). This can be strategic for companies, since human capital acquisition risks pose threats to
productivity, as well as turnover and replacement costs (Brymer, Molloy, & Gilbert, 2014), particularly
in industries in which competition to hire professionals and specialized technical workers is tougher
(Somaya, Williamson, & Lorinkova, 2008). It also becomes more critical as new generations enter the
market with inflated expectations regarding work-life balance, personal development programs and
career growth opportunities (Deal, Altman, & Rogelberg, 2010).

I-CSR can also have effects on the performance of workers in a more direct way, by promoting
greater levels of efficiency through learning and development of new skills (Barney, 1991; Lee &
Bruvold, 2003). Research has evidenced a positive relationship between the number of employees who
received training and the performance of companies, especially in the services sector (Van de Wiele,
2010). Nowadays, providing on-going training for workers is no longer an option, but rather a necessity,
insofar as a company’s competitiveness is concerned. Investment in training and education can foster
immediate, non-financial gains such as greater product quality and increased operational efficiency
(Cegarra-Navarro, Reverte, Gomez-Melero, & Wensley, 2016; Chen & Huang, 2009), which over time
should have a positive impact on company results. Corporate social responsibility practices, including
focus on employee education and development, have been associated with positive organizational
outcomes such as performance (Agan, Kuzey, Acar, & Acikgoz, 2016; Ferraz & Gallardo-Vazquez,
2016).

Investment in I-CSR may also encourage competent employees to stay with the company (Cooper
& Wagman, 2009), enabling the retention of knowledge that is relevant to the business and reducing
turnover costs (Kacmar, Andrews, Van Rooy, Steilberg, & Cerrone, 2006). Research has unveiled a
positive relationship between corporate social responsibility and workers’ commitment to the companies
they work for (Brammer, Pavelin, & Porter, 2009), either through the strengthening of the emotional
ties they have to these organizations, or through an increased sense of duty and obligation to their
companies (Eisenberg, Kilduff, Burleigh, & Wilson, 2001). Other studies have shown that when
employees believe that the company which they work for is committed to them, guaranteeing their rights
as workers, protecting their health and safety and investing in their professional development, their
emotional ties and desire to remain at this company are positively influenced (Brammer, Millington, &
Rayton, 2007; Jones, 2010).

Therefore, although the human element is not explicitly included in the companies’ balance
sheets, at least part of their corporate value is derived from the people that conduct their operations at
all levels, that is, from their human capital. In his seminal survey, Huselid (1995) observed that strategic
human resource management practices, such as investments in selective hiring, employee development
and job security, were related to reduced turnover and the increased productivity of workers. These are
all practices and policies that reflect company concern for employees, and the amount of specific
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investments on them indicates how far organizations will actually go taking on such internal social
responsibilities. Both, theory and research on I-CSR (e.g., Aguilera et al., 2007; Cooper & Wagman,
2009; Van der Laan et al., 2008) have strongly supported the proposition that companies that make more
substantial investments on employees are more likely to attract, engage and retain human capital, and
therefore improve their performance (Aguinis & Glavas, 2012). Thus, we propose that:

H1: Companies’ expenditures on I-CSR will be positively associated with their financial results
(net revenue) in the years following such outlays.

Resources such as knowledge and competencies have been systematically related to company
performance, leading to better processes, results, and innovations (e.g.: Cegarra-Navarro et al., 2016;
Inkinen, 2016). Employee development and managerial competence development are relevant I-CSR
investments that can impact company operations (Agan et al., 2016; Chen & Huang, 2009; Ferraz &
Gallardo-Vazquez, 2016), particularly in transitional economies (Lau, 2011; Rettab, Brik, & Mellah,
2009), where access to technical and higher education is often limited and costly (Dourado, 2007).
Therefore, we propose that:

H1la: I-CSR expenditures on employee education will be positively associated with financial
results (net revenue) in the years following such outlays.

Employee health has been systematically related to performance in the organizational context
(Ford, Cerasoli, Higgins, & Decesare, 2011). In addition, job satisfaction, which is a proxy indicator for
employee well-being in stress research, has been also associated with individual employee performance
(Judge & Bono, 2011). Given the importance of health care for the overall comfort of employees, the
limited and often precarious provision of these public services in Brazil, and the costly access to private
alternatives (Neri & Soares, 2002), we further specify the following hypothesis:

H1b: I-CSR expenditures on employee health will be positively associated with financial results
(net revenue) in the years following such outlays.

As mentioned previously, I-CSR is considered a factor in the attraction of talented workers (Kim
& Park, 2011; Cooper & Wagman, 2009; Van der Laan et al., 2008), particularly compensation schemes
(Chapman, Uggerslev, Carroll, Piasentin, & Jones, 2005). There is also evidence in the literature of the
motivational power of employee incentives that tie employee compensation schemes to company results
in the short and long run (e.g.: Rynes, Gerhart, & Parks, 2005). In particular, profit sharing has been
systematically associated with employee performance (e.g.: Han, Bartol, & Kim, 2015). Therefore, we
further specify the following hypothesis:

H1lc: I-CSR expenditures on profit sharing will be positively associated with financial results (net
revenue) in the years following such outlays.

Finally, research on I-CSR has also emphasized the impact of organizational initiatives on
affective and instrumental commitment (e.g., Brammer et al., 2009 Kacmar et al., 2006; Rettab et al.,
2009). In particular, benefits such as pension plans are known to promote organizational commitment
and employee retention (Dulebohn, Molloy, Pichler, & Murray, 2009). Furthermore, the costs associated
with employee turnover are well known to companies (Mitchell, Holtom, Lee, Sablynski, & Erez, 2001),
while tangible (e.g.: salary and benefits) and intangible (e.g.: training and development) incentives have
been widely associated with lower voluntary turnover (Heavey, Holwerda, & Hausknecht, 2013).
Therefore, we propose the following hypothesis:

H1d: I-CSR expenditures on pension plans will be positively associated with financial results (net
revenue) in the years following such outlays.
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Methodology

Data and sample

Aside from the absence of any legal obligation of Brazilian companies to provide information
regarding their social performance, a lack of common indicators also complicates the accurate
measurement of corporate responsibility in the country. In spite of this, the Brazilian Institute for Social
and Economic Analysis (Instituto Brasileiro de Analises Sociais e Econdmicas [IBASE]) in conjunction
with the Securities and Exchange Commission of Brazil (Comissao de Valores Mobiliarios [CVM])
have developed a model widely used by companies to report their CSR disbursements during the 2000s,
the Social Balance Sheet (Reis & Medeiros, 2007). This is a relatively simple form, with short and
objective questions regarding yearly financial expenditures on diverse CSR domains, including I1-CSR.
The data used in this analysis was retrieved directly from the IBASE’s database, where companies in
the country have filled their social balance sheets. We were able to retrieve from such reports specific
financial information provided by companies regarding personnel outlays on food, contributions,
pension plans, healthcare, safety, education, cultural initiatives, training, child care and profit-sharing.

The initial sample contained 364 publicly traded and privately held companies. Companies not
listed on the stock exchange were removed from the sample, as well as those without at least four years
of available information in the database. This was done in order to limit the degree of imbalance of the
panel and to allow an analysis of the independent variables with lags of two periods. The period from
2001 to 2007 was chosen in part because of a lack of data available for years prior to 2001 and post
2007, but also to avoid the internet bubble crisis of 2000 and the housing crisis of 2008. The final sample
analyzed in this study contained 79 publicly listed companies.

Analysis procedures

The nature of the phenomenon investigated in this study makes the analysis susceptible to
endogeneity, because of the difficulty one encounters in establishing the direction of causality.
Although, on the one hand, the level of internal investment may improve a company’s results to some
degree, the possibility exists, on the other hand, that companies that obtain better financial results will
have a greater propensity to spend more internally, through the creation of the so-called free cash flow
(Jensen, 1986). Because of the potential endogeneity, estimating the regression directly via OLS can
result in coefficients that are biased (Antonakis, Bendahan, Jacquart, & Lalive, 2010; Wooldridge,
2002).

In order to avoid this bias, we applied the following structural model:

Net Revenue 4
=c -1 0. * Xt + 05 * Payroll + u;
Number of Employees;; T Zc—l ¢ cit + 95 y T Ui

)
Net Revenue + Yo * Payroll + ey

4 X —
_ i = O+ *
c=1 it Y1 Number of Employees;;

Net Revenue

We used revenue by employee ( ) to represent the results of company i in year

Number of Employees;,
t. This was done since revenue is a performance indicator that captures improvements in operational
performance, such as increases in sales or cost reductions, which are highly influenced by a company’s
human capital. Net revenue was divided by the number of employees to reflect the average employee
contribution and to avoid biases introduced by company’s headcount on revenue. Net profit was not
used to assess performance in the previous equations, since that indicator is influenced by exogenous
variables such as tax payments and other financial results less directly affected by a company’s
workforce. Although measures such as ROA and ROI are also indicators that consider company revenue,
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we refrained to using such financial measures because they could also be biased by pre-existing company
differences in regards to equity and assets unrelated to employees. At last, we chose not to use indicators
related to these companies stock’s market, such as ratios as the P/E (Price-to-Earnings) or the stock’s
returns, since they are highly affected by market fluctuations and have little to do with the performance
of the majority of employees (unless they act as insiders, which is not the focus of our study).

We deemed it not necessary to control for sectors in the analyses, since Brazilian economy
(especially public listed companies) is focused in capital intensive and commodities related businesses.
The sector control would be needed in other developed countries, such as USA, which have a large
number of public traded companies with high revenue for a relative low number of employees (such as
the technology sector).

In the equations, X represents I-CSR spending dimension, ¢ (healthcare, education, profit-
sharing and pension plans), per employee, for company i, in year t. Although there are other expenditures
focusing on employees in the IBASE database, our estimation initially focused on the aggregate effect
of those of interest in this study, and, in the subsequent analysis, on their unique effects. Finally, the
company’s payroll is used as a proxy to control for market size and also to control for company stock
of talent. The random errors are represented by ui: and ejt.

The equation of interest is the first of the system, that is, the one that measures whether spending
on I-CSR has an effect on the net revenue of the company. The methodology for resolving the problem
of simultaneity involves using instrumental variables and estimating the coefficients by Two-Stage Least
Squares (2SLS). For this purpose, first, exogenous variables that substantially correlate with the
independent variable one wants to instrumentalize and that are independent of the regression error must
be found (Antonakis et al., 2010; Wooldridge, 2002). Thus, we had to identify a variable that correlates
with the company’s I-CSR investments, but not with error ui, which accounts for other factors that
influence net revenue and that are not specified in the model.

Best practices of governance invariably involve decision making that takes into account all of the
company’s stakeholders, and not just the controlling shareholders (Akerstrom, 2009). Because of this,
an association between a company’s level of corporate governance and investments in CSR can be
expected (see also, Graaf & Stoelhorst, 2009). On the other hand, while some researchers observed a
relationship between corporate governance and financial results such as stock price/company value in
Brazil (Silveira, 2004), others did not observe any direct effects (Aguiar, Corrar, & Batistella, 2004). As
far as we know, no previous study has observed any direct effect of company governance and revenue
in Brazil. Since net revenue reflects a company’s operational performance, it shouldn’t be directly
affected by governance, but through specific initiatives, practices and policies fostered by it (Aguinis &
Glavas, 2012). So, corporate governance was selected to instrumentalize the aggregate I-CSR
investments and test H1.

In Brazil, companies listed on the S8o Paulo Stock Exchange (BOVESPA) are classified in
different categories according to their level of commitment to best practices of corporate governance:
N1, N2, and New Market. These classifications represent the company level of adherence to increasingly
stricter practices of corporate governance, therefore, four categories were coded: (a) Traditional Market
(lower level of governance); (b) N1; (c) N2; and (d) New Market (higher level of governance - NM).
Three dummy variables were then created to be used as instruments for the I-CSR spending allocations,
one for each special listing: N1, N2 and NM. For example, Vale, a large Brazilian mining company, was
listed on the Traditional Market up until 2003, when the organization moved to Level 1. Thus, Vale’s
N1 dummy was given a value of 0 for the years 2001 and 2002, and 1 for the period between 2003 and
2007, while variables N2 and NM were set to zero in all years between 2001 and 2007. It is worth noting
that the exigencies imposed to grant each governance level vary in terms of the requirements to acquire
a new, upgraded rating. For example, there are seven standards a company must comply to in order to
move from the Traditional Market to N1, and only one to move from N2 to NM.

Although using the corporate governance variable allowed us to instrumentalize the aggregate I-
CSR investments, it was not possible to use that same variable to estimate the unique impact of each of
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the four dimension of I-CSR expenditure of interest in a 2SLS scheme, due to overidentification issues.
Therefore, we searched into our database to identify at least one ideal instrument among the variables
available to control for endogeneity in the follow-up analyses to test H1la, H1b, Hlc and H1d. To better
address which variables in the dataset would be best fitted to be used as instrumental variables, we
estimated correlations between them, our predictors of interest and net revenue. Variables (expenditures)
that had a high correlation with our independent variables and which had nonsignificant correlations
with net revenue of the companies were used. Therefore, investments on education, health care, pension
plans and profit sharing were respectively instrumentalized with company expenditures on training,
safety, food and contributions.

After defining how to measure the independent and dependent variables and identifying suitable
instruments, we run the first step of the 2SLS analysis by estimating the equations that instrumentalize
the I-CSR dimensions of interest. The following model estimated the aggregate I1-CSR investments:

I_CSRj; = o+ 04 * Dummy N1;; + 055 * Dummy N2;; + 035, * Dummy NM;, +€;;  (2)

Inthe equation (2), |_CSRj:represents the aggregate I-CSR expenditures on healthcare, education
profit sharing and pension plans, for company i in year t, Dummy N1;, Dummy N2;; and Dummy
NMi: represent each corporate governance category; and €i; is the random error.

The second stage of the 2SLS method involves estimating the equation of interest using the
instrumentalized variables to obtain unbiased and consistent estimators. Therefore, following model was
estimated:

Net Revenue

= A+ B1 * I—CSRinStrit + Bz * Payroll + Uit (3)

Number of Employees;,

In the equation (3), I_CSR sy, IS the intrumentalized variable corresponding to the aggregate I-
CSR expenditures for company i, in year t.

We followed the same procedure to analyze the unique effects of the four I1-CSR investments of
interest. The following model estimated each specific dimension of the I-CSR of interest in our study:

Xeit = a+ 81 * Vie + Pic (4)

In the equation (4), Xt represents the I-CSR expenditures of type ¢ (health, education, profit
sharing and pension plans) for company i in year t; vi; are the respective instrumental variables; and pi
is the random error.

In the second stage of the 2SLS, we estimated the equation of interest using the instrumentalized
variables to obtain consistent estimators. Therefore, the following model was estimated:

Net Revenue

— 4
Number of Employees;, = ot Zc:1 BC * XinStrcit + B5 * Payroll + Uje (5)
In the equation (5), Xinstr;, are the instrumentalized variables corresponding to each 1-CSR

dimension of type ¢ for company i, in year t. By following this procedure, the regression
coefficients estimated the effect of each of the four I-CSR dimensions on companies’ net revenues. TO
take into account any potential delayed effects of spending on I-CSR outlays, the dependent variable
was also regressed against the lags of the independent variables for t-1 and t-2.

Results

Net Revenue Net Revenue

The descriptive statistics for variables , and X are shown in Table 1.

Number of Employees’  Payroll
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Table 1

Descriptive Statistics (in R$ Thousands)

11

Variable Mean Median  Min. Max. Std.Dev. CV  Est. Bias Kurtosis
Child care 0.04 0.01 0.00 1.80 0.13 311 8.56 95.10
Contributions 3.39 2.32 0.00 119.79 6.49 1.91 14.52 250.39
Cultural initiatives 0.12 0.00 0.00 13.02 1.16 9.33 10.63 111.80
Education 0.07 0.04 0.00 2.08 0.17 2.28 8.40 85.54
Food 0.78 0.40 0.01 15.31 1.26 1.62 6.35 58.28
Healthcare 0.57 0.40 0.01 9.51 0.64 1.13 7.36 91.40
Pension plans 0.83 0.30 -1.24 46.22 2.70 3.26 12.78 202.27
Profit sharing 0.85 0.64 0.00 7.64 1.02 1.20 3.56 16.24
Safety 0.16 0.06 0.00 10.11 0.57 3.50 15.96  276.73
Training 0.24 0.11 0.00 13.65 0.88 3.71 12.19 165.25
Others 0.30 0.20 0.00 7.36 0.46 1.54 9.29 133.47
Net Rev./ N° Employees 1,780.70  708.20 24.70 130260 7,860.30 4.41 12.72 186.32
Payroll 817500 212480 1619 8625200 1,707.00 2.09 311 8.91
Net Rev./ Payroll 17.15 10.66 0.20 307.58 30.42 1.77 6.42 47.54

In the first stage of the 2SLS procedure, regression analyses (models B and D) were carried out
on aggregate and each allocation of internal I-CSR, using the instrumental variables. The results are

shown in Table 2.

Table 2

Regressions: Estimation of I-CSR - Aggregate and Specific Dimensions (Pension Plans,
Healthcare, Education and Profit Sharing), applying Instrumental Variables

I-CSR (aggregate)

const 1.282%**
Dummy_N1 1.309**
Dummy_N2 0.890*
Dummy_NM 0.456

Pension Plans Healthcare
const 0.461* Const 2.78%**
Food 0.843*** Safety 0.891***

Education Profit Sharing
const 0.714 Const 0.309
Training 0.801*** Contributions 0.876***

Note. * Probability Note: * p <0.10, ** p < 0.05, *** p <=0.01.

As explained above, the estimated coefficients were used to obtain the instrumentalized predictor
variables. For example, the variable healthcare was instrumentalized based on the following expression:
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Healthcarej,g, = 2.78 + 0.891 « Safety;;

With all the variables instrumentalized, we estimated the equations of interest (3 and 5), testing
the hypotheses mentioned earlier. Table 3 presents the results obtained for the aggregate expenditures,

with —ctRevenue ¢ the dependent variable. Table 4 opens the results based on the follow-up
Number of Employees

analysis, considering each of the four dimensions of interest separately. In both models, variables were
regressed against the selected contemporary I-CSR expenses, as well as against the expenses with lags
of t-1 and t-2 years.

Table 3

Regression: Temporal Relations with Net Revenue per Employee by Aggregate I-CSR
Investments (Considering: Healthcare, Education, Profit Sharing and Pension Plans)

VarDep = Net Rev./ N° Employees Contemporary t-1 t-2

Const -752.25 -567.91 -275.38
I-CSR (aggregate) 19852.03*** 23913.67*** 12189.27**
Payroll 0.0002** 0.0001 0.0004

R2 0.4373 0.4829 0.2962

Note. * Probability Note: * p <0.10, ** p < 0.05, *** p < =0.01.

Table 4

Regression: Temporal Relations with Net Revenue per Employee by Specific I-CSR Dimension
(Healthcare, Education, Profit Sharing and Pension Plans)

VarDep = Net Rev./ N° Employees Contemporary t-1 t-2

Const 8240.12 7291.72 4281.09
Pension Plans_Instr 815.81** 856.19** 518.65*
Healthcare_Instr 5182.85* 2127.28 8632.79**
Education_Instr 18172.08*** 14524.01*** 5612.11
Profit Sharing_Instr 131.15 921.13* 991.44*
Payroll 0.0001* 0.0003** 0.0002

R2 0.5722 0.5204 0.4101

Note. * Probability Note: * p <0.10, ** p < 0.05, *** p<=0.01

Based on the observed results, one can conclude that publicly traded companies in the Brazilian
stock market that made more substantial investments on I-CSR generated additional revenue, and the
effects of these investments spilled over at least two years after they were made. These results
corroborated H1.

Moreover, as can be seen in Table 4, investments on all four specific I-CSR dimensions of interest
in this study, i.e., healthcare, education, profit sharing and pension plans, were positively associated
with financial results. Investments on health care were associated with revenue contemporarily and two
years after such outlays, thus confirming Hla. Investments on formal education, which intends to
increase employees’ technical and managerial skills and abilities, were associated with revenue
contemporarily and one year after such outlays, thus confirming H1b. Investments on profit sharing
were associated with revenue in the long run, i.e., one and two years after such outlays, thus confirming
H1ic. Finally, investments on private pension plans, such as the counterpart contribution by companies
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up to a certain percentage of an employee’s gross salary, lead to an increase in company revenues
contemporarily, as well as one and two years following such outlays, thus confirming H1d.

Discussion and Conclusion

The results of our analyses indicate that investments in internal social responsibility, as measured
by monetary indicators, are associated with the financial performance of companies listed in the
Brazilian stock exchange in the years following such outlays, adding weight to the idea that internal
social responsibility, i.e., initiatives that focus on company’s employees, can positively affect returns.
This result is in line with the preliminary observations of meta-analytical studies, such as those of
Orlitzky, Schmidt and Rynes (2003), which suggest that there is a positive relationship between CSR
and the financial performance of firms, and with propositions that internal social responsibility can
benefit companies (Cohen, 2010; Turker, 2009). Our findings indicate, more specifically, that
investments that focused on employee education, healthcare, profit sharing and pension plans, can all
drive such effects in the medium and long terms.

Our research offers three original contributions to the field of CSR. Firstly, the study considers
an allocation of CSR that has only been touched upon by previous works — internal CSR, or I-CSR
(Aguinis & Glavas, 2012; Weber, 2008). We also present a framework grounded in strategy theory (i.e.,
RBV) to explain why that sphere of corporate citizenship has a strong potential to directly affect the
performance of companies, therefore offering a sound theoretical rationale that adds insight to the field.
Furthermore, besides analyzing the effects of overall investments in I-CSR, we examined the impact of
specific dimensions, which allowed us to pinpoint which outlays or expenditures had an influence on
future corporate performance.

Secondly, the methodology used in this study has helped minimizing the problems of endogeneity
and reverse causality (Antonakis et al., 2010; Ree & Carreta, 2006; Wooldridge, 2002) so often observed
in analyses of this kind (c.f., Peloza, 2009). To the best of our knowledge, no previous studies applied
the 2SLS estimation to reduce biases and separately analyzed the implications of a set of I-CSR
indicators on business performance over the short and long terms.

Finally, this research contributes to extend knowledge about the impact of CSR on company
performance beyond the US-EU, in the context of an emerging economy with a diverse socioeconomic
and cultural context, an initiative that has been called for in the literature (e.g., Lau, 2011; Waldman et
al., 2006). One can thus conclude that companies traded in the Brazilian stock market that invested on
pension plans heaped strong and enduring benefits in the short, medium and long terms; those that
invested on employee formal education heaped benefits as soon as the investments were made and in
the medium term; and those that made stronger investments in healthcare and profit sharing heaped
financial gains in the long term, within up to two years after such investments had been made.

As previously noted, a possibility exists that internal CSR investments are related to performance
to an even greater extent than external and environmental investments, since the latter would affect
business operations and effectiveness through more indirect mechanisms, such as the improvement of a
company’s good image and reputation, whose effect is more difficult to control and to predict (Miles &
Covin, 2000). On the other hand, I-CSR affects stakeholders that are responsible for running daily
business operations, and therefore represent investments in the companies’ human capital. The results
of this study, therefore, reinforce the importance of I-CSR not only from the standpoint of companies’
moral and legal obligations, but also in view of its impact on organizational performance.

This study did suffer certain limitations, which should be considered. The investigation focused
on a sample of openly traded, listed companies, which are fairly differentiated from other businesses.
Although the results are valid for this kind of company operating in Brazil during the period analyzed,
one cannot generalize the findings to include closed private companies or smaller enterprises.
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Furthermore, the study looked at a relatively limited set of I-CSR indicators, constrained to those
incorporated in the IBASE balance sheet, leaving aside new dimensions presently discussed in this field
(Cegarra-Navarro et al., 2016). One should also keep in mind that we presumed that the information
provided by companies in their balance sheets was true and accurate, although that cannot be taken for
granted.

Future research should look beyond the relationships here addressed, to include other areas of
internal investment that were not contemplated in the IBASE’s social balance sheets, or test these same
relationships in different groups of companies. However, reliable 1-CSR measures of additional
dimensions of I-CSR, as well as valid and appropriate instruments used by private un-listed companies
to report such expenditures are hard to find, which poses a challenge for researchers interested in
carrying out successful studies of this kind. Nevertheless, scholars should continue to research CSR in
general, envisioning new and reliable mechanisms to measure company’s investments in diverse
domains, in order to better understand the mechanisms through which corporate citizenship influence
company performance, as well as contextual factors that may intensify or restrict such effects.

Lastly, the growth in market competitiveness we have witnessed lately has brought companies to
a point where every single resource available is of vital importance, and any initiatives that can help
establishing priorities for reinvesting may be beneficial to support more effective business decisions.
Therefore, the results of this study have practical implications and reinforce the idea that spending on
internal social responsibility, on employees, seems to pay off. Our findings should encourage firms to
recognize such outlays as investments in human capital that can lead to greater performance in the short
and long run, particularly in countries such as Brazil, where public health and education, as well as
social security systems, tend to be much less effective. Such initiatives can benefit both firms and
employees, but also society as a whole, since they will improve the well-being, the overall quality of
life and the technical advancement of a substantial number of workers.
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