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Abstract 
This study is an extension to Shalchian et al. (2015) and investigates the effect 
of the “liquidity” risk factor on the performance of socially responsible in-
vestments in different industries and based on different dimensions of corpo-
rate social responsibility. Using Pastor and Stambault’s liquidity risk factor, 
we find that in the mining industry and based on the dimensions of “envi-
ronment”, “employees’ relations” and “community involvement”, socially re-
sponsible investments are relatively less exposed to the liquidity risk factor. 
Our results also suggest that compared to conventional investments in the 
manufacturing and service industries, socially responsible investment’s per-
formance is more sensitive to the liquidity risk factor. 
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1. Introduction 

During the past two decades, socially responsible investment (SRI) has known a 
significant growth and investors have increasingly incorporated social and envi-
ronmental criteria in their investment decisions (Kempf & Osthoff, 2007; El 
Ghoul et al., 2011). For scholars, SRI has been a very popular field of study and 
the main question has been whether corporate social performance (CSP) creates 
an additional value for investors (Goss & Roberts, 2011). Numerous academic 
studies associate a positive abnormal return for SRI (Yamashita et al., 1999; 
Derwall et al., 2005; Kempf & Osthoff, 2007; Shalchian et al., 2012, 2014); how-
ever, socially responsible investment and its premium remain a puzzle for aca-
demicians and investors. 

The relation between corporate social performance and investors’ financial 
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performance has been investigated using different measures of CSP and different 
samples (Shalchian et al., 2015). While several studies consider “mixed” samples 
of companies (Derwall et al., 2005; Shalchian et al., 2012), others focus on one 
specific sector of an industry (Moore, 2001; Simpson & Kohers, 2002). Moreo-
ver, several studies use one specific dimension of CSP (Cohen et al., 1997; Ya-
mashita, 1999; Derwall et al., 2005) while others use multi-dimensional measures 
of social responsibility (Kempf & Osthoff, 2007; Shalchian et al., 2012). On the 
issues of dimensions of social responsibility and sector of industry, Shalchian et 
al. (2015) bring an improvement to prior studies by investigating the relation 
between different dimensions of CSP and investors’ financial performance in 
different industries. Their results suggest that different dimensions of CSP have 
different impacts on abnormal returns on stocks in different industries. 

Financial literature also suggests that stock returns can be affected by other 
risk factors such as “Liquidity”. Brennan and Subrahmanyam (1996) and Fiori 
(2000), Chordia et al. (2001), using “micro-measures” of liquidity, find that ex-
pected returns across financial assets are correlated with the liquidity risk factor. 
Other studies such as Holmstrom and Tirole (2001), using an aggregate measure 
of liquidity, show that stocks’ expected returns are related to the liquidity risk 
factor. Similarly, Pastor and Stambault (2003) show that expected stock returns 
are related to the fluctuations in aggregate liquidity. 

The objective of this study is to investigate whether the relation so-
cial-financial performance is related to the liquidity risk factor. More specifically, 
using stock performance in Shalchian et al. (2015), and Pastor and Stambault’s 
measure of liquidity, we verify whether the performance of socially responsible 
investments relative to conventional investments can be affected by the liquidity 
risk factor. 

This paper is organized as follows. In the next section, we present the theoret-
ical framework for socially responsible investments and the liquidity risk factor. 
Section 3 and 4 present, respectively, the database and our methodology. We 
present our results and conclusions in Section 5 and 6. 

2. Theoretical Framework 

Financial theory has analyzed the relation between financial performance and 
the liquidity risk factor (Brennan & Subrahmanyam, 1996; Fiori, 2000; Chordia 
et al., 2001; Pastor & Stambault, 2003). A body of theory has also analyzed the 
performance of socially responsible investments. Several studies analyze the as-
sociated risk (Robinson et al., 2008; Starks, 2009; El Ghoul et al., 2011; Bouslah et 
al., 2013) while others examine the financial performance, adjusted for the risk, 
of socially responsible investments (Derwall et al., 2005; Kempf & Osthoff, 2007; 
Shalchian et al., 2012, 2014, 2015). 

2.1. The Liquidity Risk Factor and Investment 

A body of theory suggests that fluctuations in various measures of liquidity are 
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correlated across assets and affect the volatility of stocks’ returns (Lo & Wang, 
2000; Huberman & Halka, 2001; Pastor & Stambault, 2003). For instance, Lo and 
Wang (2000) develop a dynamic equilibrium model and show that volume, 
prices and other state variables evolve through time together. Also, Eisfeldt 
(2002) presents a model in which fluctuations in liquidity are correlated with 
investment. More specifically, Eisfeldt (2002) argues that since liquidity makes 
long-term risky investments more attractive, it amplifies the effect of changes in 
productivity on volume and on investment. Similarly, Huberman and Halka 
(2001) suggest that temporal variation in the liquidity proxies affects stock re-
turns positively but affects the volatility negatively. Other studies such as Bren-
nan and Subrahmanyam (1996), Fiori (2000) and Chordia et al. (2001), using 
different measures of liquidity, find a negative relation between liquidity and 
expected returns. Several studies have also focused on the correlation between 
aggregate liquidity and stock returns. For instance, Holmstrom and Tirole 
(2001), using an aggregate measure of liquidity, show that stocks’ expected re-
turns are related to their covariance with liquidity. Similarly, Pastor and Stam-
bault (2003) investigate whether expected stock returns are related to the fluctu-
ations in aggregate liquidity. In their study, they construct a measure of market 
liquidity as the equally weighted average of the liquidity measures of individual 
stocks on NYSE and AMEX. Their results suggest that investors require relative-
ly higher expected returns on assets whose returns have higher sensitivities to 
aggregated liquidity. 

2.2. Socially Responsible Investment and the Level of Risk 

Prior research on the performance/risk of SRI can be divided into two catego-
ries. A first category analyzes firm’s irresponsible actions and their impact on 
investments’ risk. For instance, Robinson et al. (2008) and Starks (2009) analyze 
the impact of corporate social irresponsibility on the firm’s risk. Their results 
suggest that firms with socially irresponsible practices seem to have a relatively 
higher level of risk. Similarly, Shalchian et al. (2015) also suggest that investors 
perceive an additional risk and, consequently, eventual financial losses due to the 
firm’s socially irresponsible actions. Waddock and Graves (1997) argue that in-
vestors anticipating additional future costs related to the firm’s social irresponsi-
bility, perceive a relatively higher level of risk for their investment. Further, a 
second category of study analyzes firm’s socially responsible actions and their 
relation with the risk perceived by investors. For instance, Shalchian et al. 
(2014), using a theoretical framework, show that CSP affects the risk of socially 
responsible firms. Their results suggest that perception of CSP by the investor 
results in a change of the combination risk/return of the financial assets. More-
over, several empirical studies such as El Ghoul et al. (2011) and Bouslah et al. 
(2013) show that firms with socially responsible practices have a relatively lower 
level of risk. El Ghoul et al. (2011) also suggest that the relatively lower level of 
risk results in a relatively lower cost of equity and consequently a higher market 
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valuation of socially responsible firms.  
Prior research on the risk of SRI can also be divided into two categories based 

on the measures of social performance. Several studies use individual dimen-
sions of CSP. For instance, Bauer, Derwall and Hann (2009) examine the rela-
tion between the dimension “employees’ welfare” and the firm’s risk. Their re-
sults suggest that firms with better employee relations have relatively lower levels 
of risk and higher credit rates. Similarly, Salama et al. (2011) suggest that firms 
with socially responsible practices with respect to the environment and commu-
nity seem to have a relatively lower level of risk. Harrisson and Freeman (1999) 
argue that in these cases there is no mention of how these companies perform 
with respect to other dimensions of social responsibility. Similarly, Stanwick and 
Stanwick (1998) argue that social performance is a multi-dimensional concept 
and studies on the relation should take various dimensions into consideration. 
Reinforcing this point, a second category of study uses aggregate measures of 
CSP. For instance, Lee and Faff (2009), Goss (2012), using aggregate measures of 
social performance find negative relations between CSP and a firm’s level of risk. 
Similarly, Shalchian et al. (2012), analyze the relation between external dimen-
sions (combination of environment, community, product, human rights and ex-
clusionary screens) and internal dimensions (combination of employee relations, 
governance and diversity) of CSP with the performance, adjusted for risk, of so-
cially responsible investments. Their results suggest that external components of 
CSP seem to result in a relatively higher financial performance of socially re-
sponsible investments. Concerning the dimensions of CSP, Kempf and Osthoff 
(2007) and Bouslah et al. (2013) bring a significant improvement to prior stud-
ies. Analyzing several individual dimensions of CSP, Kempf and Osthoff (2007) 
show that different components of social performance have different impacts on 
the performance, adjusted for the risk, of socially responsible investments. Simi-
larly, Bouslah et al. (2013), considering several dimensions of CSP separately, 
find different relations between individual dimensions of CSP and a firm’s level 
of risk. 

Finally, prior research on the subject can be divided into two categories based 
on sampled firms. Several studies use mixed samples from different industries 
(Waddock & Graves, 1997; Chung et al., 2003). Derwall et al. (2005), using the 
Fama and French industry factor, show that the relation social-financial per-
formance tends to be industry-sensitive. Reinforcing this point, several studies 
use sampled firms from specific industries. For instance, Simpson and Kohers 
(2002) concentrate their study on the banking industry while Moore (2001) finds 
a negative relation between social and financial performance in the supermarket 
industry. Further, Griffin and Mahon (1997) suggest that social issues can 
change from one industry to another based on the nature of each firm’s activi-
ties. Reinforcing this point, Shalchian et al. (2015) investigate the relation be-
tween individual dimensions of CSP when examined separately with financial 
performance, adjusted for the risk, in different industries. Their results suggest 
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that environmentally responsible firms in the mining and manufacturing indus-
tries seem to perform better than their conventional counterparts while firms 
with respect for “employees’ welfare” show a better financial performance, ad-
justed for the risk, than their conventional counterparts in the service industry.  

In this paper, we attempt to examine the effect of a liquidity risk factor on the 
performance of socially responsible investments. Using the portfolios’ returns in 
Shalchian et al. (2015) and Pastor and Stambault’s liquidity risk factor, we verify 
whether the financial performance of socially responsible investments based on 
different dimensions of CSP and in different industries is correlated with the risk 
of liquidity. 

3. Data 

In this study, we obtain social ratings from MSCI-KLD (formerly known as 
KLD). The database includes approximately 3000 firms since 2003 and evaluates 
companies for several social criteria (environment, employees’ relation, commu-
nity, diversity, human rights, product, governance and exclusionary screens). 
For each social criteria, KLD uses multiple sub-criteria that can be divided into 
“strength” (positive social actions) and “concerns” (negative social actions). For 
example, one of KLD’s criteria for the dimension “diversity” includes female 
presence on the company’s Board of Directors. More specifically, if one third of 
the board of directors in a company consists of female executives, it is consi-
dered as strength for the dimension diversity and lack of female executives can 
be considered as a concern. We use KLD social ratings from January 1991 to 
December 2009 in order to compare the results with those in Shalchian et al. 
(2015). 

4. Method 

In this study, we use the portfolio returns in Shalchian et al. (2015). Therefore, 
our data consists of mutually exclusive portfolios in mutually exclusive indus-
tries based on three dimensions of social responsibility (environment, em-
ployees’ relation and community involvement) in order to measure and to com-
pare the exposure of socially responsible portfolios and their conventional coun-
terparts to the liquidity risk factor. Our three industries consist of mining, man-
ufacturing and services. The mining industry includes all companies with SIC 
codes 1000 to 1499 (mining and chemicals) plus companies with SIC codes from 
2800 to 2899 (manufacturing chemicals) and those with SIC codes 2900 to 2999 
(petroleum products and coal). Our manufacturing industry consists of all 
companies with SIC codes 2000 to 3999 (manufacturing industry) excluding all 
companies with SIC codes from 2800 to 2899 and from 2900 to 2999. Our ser-
vice industry regroups all companies with SIC codes 7000 to 8999 (service in-
dustry), 5100 to 5299 (wholesale industry) and 5300 to 5999 (retail industry). 

In each industry, social ratings for each dimension of CSP consist of the 
arithmetic average of strengths minus the arithmetic average of concerns. Firms 
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are classified in each industry respectively based on their environmental, em-
ployees’ relation and community involvement performance rated by KLD. Con-
sequently, our portfolios consist of “best-in-class” (high ranked) value-weighted 
portfolios with the highest 25% of companies and “worst-in-class” (low ranked) 
portfolios with the lowest 25% of companies. We then compare the exposure of 
best-in-class portfolios with those of their worst-in-class counterparts to the li-
quidity risk factor. Thus, following Shalchian et al. (2015), in each industry, we 
use “environment-sorted”, “employee-sorted” and “community-sorted” portfo-
lios. 

Further, we use a five-factor regression model in which independent variables 
consist of those in Carhart’s (1997) four-factor model plus a liquidity factor 
(Volume turnover) in Pastor and Stambault (2003) for all portfolios in the three 
industries: 

( ), , ,1 , , ,2

,3 ,4 ,5 ,                 1
i t f t i i m t f t i t

i t i t i t i t

R R R R SMB

HML PY YR LIQ

α β β

β β β ε

− = + − +

+ + + +
 

where the dependent variable, , ,i t f tR R−  is the monthly excess return on port-
folio i over the risk-free rate in month t. , ,m t f tR R−  denotes the excess return of 
the market portfolio over the risk-free rate, SMB is the return of a portfolio of 
small-cap stocks minus the return of a portfolio of large-cap stocks, HML is the 
difference between the returns of a portfolio of high and a low book-to-market 
stocks. The Momentum factor PR1YR is constructed as the return of firms with 
the highest eleven-month returns lagged one month minus lowest eleven-month 
returns lagged one month. LIQ denotes Pastor and Stambault’s liquidity factor, 
which consists of an equally-weighted liquidity measure of individual stocks on 
NYSE and AMEX. The error term in the regression is ,i tε . We use Fama and 
French’s (1993) market proxy as a relevant benchmark. The intercept (α) is an 
indicator of a performance differential between socially responsible and conven-
tional investments and the coefficient ,5iβ  represents the sensitivity of the re-
turns to the liquidity risk factor. 

5. Results 

Table 1 summarizes descriptive statistics for our portfolios for the 1991-2009 
period. The table shows that in most cases, Sharpe ratios are higher for 
best-in-class portfolios. First, we notice that in the mining industry, Sp is respec-
tively 0.73, 0.83 and 0.78 for high ranked environment-sorted, employee-sorted 
and community-sorted portfolios. Second, we note that in the manufacturing 
industry, Sharpe ratio is respectively 0.74 and 0.77 for high ranked environment 
and employee-sorted portfolios. The results suggest that even after adjusting for 
risk, high ranked portfolios perform better than their low ranked counterparts. 
The skewness and Kurtosis tests indicate only weak deviations from a normal 
distribution. Overall, our primary results suggest that high ranked portfolios 
excess returns, adjusted for volatility, are superior to those of low ranked portfo-
lios. 
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Table 1. Descriptive Statistics for socially-ranked portfolios, January 1991-December 
2009. The Best-in-class and the Worst-in-class portfolios represent respectively the 
high-ranked and the low-ranked portfolios, according to KLD social ratings.  

Portfolio Mean (%) Std.Dev (%) Sharpe ratio Skewness Kurtosis 

Mining      

Best-in-class (environment) 10.80 14.89 0.73 −0.46 3.83 

Worst-in-class (environment) 9.60 16.28 0.59 −0.59 3.96 

Best-in-class (employee) 12.10 14.55 0.83 −0.21 3.19 

Worst-in-class (employee) 12.00 16.28 0.74 −0.29 5.43 

Best-in-class (community) 10.80 13.86 0.78 −0.38 3.43 

Worst-in-class (community) 12.00 16.30 0.76 −0.29 3.72 

Manufacturing      

Best-in-class (environment) 15.60 21.13 0.74 −0.41 4.37 

Worst-in-class (environment) 12.00 19.05 0.63 −0.08 7.76 

Best-in-class (employee) 14.40 18.71 0.77 −0.21 3.19 

Worst-in-class (employee) 14.40 20.78 0.69 −0.65 5.68 

Best-in-class (community) 12.00 18.01 0.67 −0.41 4.37 

Worst-in-class (community) 18.00 18.71 0.96 −0.25 4.33 

Services      

Best-in-class (environment) 12.00 21.82 0.55 0.11 3.93 

Worst-in-class (environment) 18.00 25.98 0.69 0.80 5.73 

Best-in-class (employee) 13.20 21.82 0.60 −0.31 3.66 

Worst-in-class (employee) 9.60 16.63 0.58 −0.45 3.87 

Best-in-class (community) 9.60 20.44 0.47 0.28 5.07 

Worst-in-class (community) 13.20 22.52 0.59 0.17 5.17 

Note: This table is based on Shalchian et al. (2015). 
 

Table 2 presents evaluation results using a five-factor model in the mining 
industry. Since the focus of this paper is the exposure differentials to the liquidi-
ty risk factor between high-ranked and low-ranked portfolios, we provide the 
results in “difference” portfolios. The difference of the coefficients’ betas 
represents the degree of exposure of the portfolio to the liquidity risk factors. 
First, we note that community-sorted portfolios are the only ones to have a sig-
nificant difference of exposure to the market factor. Furthermore, we notice that 
factor loading on LIQ is mainly significant. The results show a difference of 
−0.15 for environment-sorted and −0.25 for employee-sorted portfolios and 
t-statistics show that the results are statistically significant at 10%. As for com-
munity-sorted portfolios, the difference is −0.22 and according to t-statistics, the 
result is statistically significant at 1%. Overall, our results suggest that 
high-ranked mining companies seem to be less exposed to the liquidity risk fac-
tor relative to their low-ranked counterparts. The factor loading on LIQ suggests  
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Table 2. Empirical results of five-factor regressions on value-weighted portfolios in min-
ing industry, January 1991-December 2009. Best-in-class and the worst-in-class portfolios 
represent respectively high-ranked and low-ranked portfolios according to KLD social 
ratings in each industry. T-statistics are in parenthesis. Sample alphas are annualized 
percentages. The regressions use Newey-West (1987) heteroskedasticity and autocorrela-
tion consistent standard errors to calculate the significance levels for all coefficients.  

Portfolio α (%) Rm − Rf SMB HML PY1YR LIQ Adj R2 

Best-in-class 
(environment) 

4.80** 
(2.44) 

0.72*** 
(9.85) 

−0.43*** 
(−6.75) 

0.18* 
(1.76) 

0.06 
(1.34) 

−0.05 
(−0.73) 

0.47 

Worst-in-class 
(environment) 

6.00** 
(2.55) 

0.70*** 
(9.30) 

−0.39*** 
(−4.11) 

0.20** 
(1.98) 

0.30 
(0.47) 

0.10* 
(1.68) 

0.41 

Difference PF 
−1.20 

(−0.44) 
0.02 

(0.18) 
−0.04 

(−0.20) 
−0.03 

(−0.25) 
0.03 

(0.43) 
−0.15* 
(−1.91) 

0.01 

Best-in-class 
(employee) 

7.20*** 
(3.89) 

0.76*** 
(9.47) 

−0.44*** 
(−6.51) 

−0.41 
(−6.91) 

0.04 
(0.83) 

−0.07 
(−1.55) 

0.58 

Worst-in-class 
(employee) 

4.80* 
(1.91) 

 

0.81*** 
(11.72) 

−0.14** 
(−2.14) 

0.36*** 
(4.34) 

−0.01 
(−0.15) 

0.18** 
(2.21) 

0.54 

Difference PF 
2.40 

(0.44) 
−0.05 

(−0.18) 
−0.30*** 
(−2.69) 

−0.05 
(0.20) 

 

0.05 
(0.43) 

−0.25* 
(1.91) 

0.02 

Best-in-class 
(community) 

8.40*** 
(4.17) 

0.64*** 
(8.19) 

−0.48*** 
(−7.25) 

0.02 
(0.23) 

0.05 
(0.86) 

−0.11** 
(−2.17) 

 
0.50 

Worst-in-class 
(community) 

6.00*** 
(3.24) 

0.78*** 
(10.93) 

−0.37*** 
(−4.12) 

0.19 
(1.63) 

0.05 
(0.69) 

0.11** 
(2.13) 

0.51 

Difference PF 
2.40 

(0.97) 
−0.14** 
(−2.08) 

−0.11 
(−0.90) 

−0.17 
(−1.33) 

0.00 
(1.41) 

−0.22*** 
(−3.38) 

0.07 

*Significant at the 10 percent level. **Significant at the 5 percent level. ***Significant at the 1 percent level. 
 

that in the mining industry, for the three dimensions, environment, employee 
and community, worst-in-class portfolios are tilted towards companies with 
high sensitivity to a liquidity factor. Overall, our results suggest that in the min-
ing industry socially responsible investments seem to be relatively less exposed 
to the liquidity risk factor. 

Table 3 presents evaluation results using a five-factor model in the manufac-
turing industry. First, we note that best-in-class portfolios show a higher average 
factor-adjusted annual return for an environment-sorted portfolio. Our results 
confirm those in Shalchian et al. (2015) who suggested that environment seems 
to be an important factor in the manufacturing industry. Further, we notice that 
there is no significant difference for factor loading on LIQ for environment and 
community-sorted portfolios. Our results suggest that in the manufacturing in-
dustry, socially responsible investments based on environment and community 
do not seem to be exposed to the liquidity risk factor. As for employee-sorted 
portfolios, we note a difference of 0.08 in favor of best-in-class portfolio and ac-
cording to t-statistics the result is statistically significant at 10%. Our results 
suggest that in the manufacturing industry, the best-in-class employee-sorted  
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Table 3. Empirical results of five-factor regressions on value-weighted portfolios in manu-
facturing industry, January 1991-December 2009. Best-in-class and the worst-in-class port-
folios represent respectively high-ranked and low-ranked portfolios according to KLD 
social ratings in each industry. T-statistics are in parenthesis. Sample alphas are annual-
ized percentages. The regressions use Newey-West (1987) heteroskedasticity and auto-
correlation consistent standard errors to calculate the significance levels for all coeffi-
cients. 

Portfolio α (%) Rm − Rf SMB HML PY1YR LIQ Adj R2 

Best-in-class 
(environment) 

10.80*** 
(4.18) 

1.02*** 
(23.33) 

0.05 
(0.43) 

−0.31*** 
(−5.09) 

−0.15** 
(−2.55) 

0.06 
(0.94) 

0.73 

Worst-in-class 
(environment) 

3.60* 
(1.68) 

1.02*** 
(22.72) 

0.03 
(0.35) 

0.59*** 
(6.77) 

−0.19*** 
(−2.71) 

0.06 
(1.44) 

0.77 

Difference PF 
7.20** 
(2.01) 

0.00 
(0.02) 

0.02 
(0.10) 

0.28*** 
(7.62) 

0.04 
(0.35) 

0.00 
(0.06) 

0.37 

Best-in-class 
(employee) 

7.20*** 
(4.24) 

1.07*** 
(35.55) 

0.10** 
(2.18) 

−0.29*** 
(−4.81) 

−0.08*** 
(−2.93) 

0.11* 
(1.71) 

0.80 

Worst-in-class 
(employee) 

7.20*** 
(3.59) 

1.03*** 
(22.16) 

0.20*** 
(3.28) 

0.09 
(1.05) 

−0.14*** 
(−4.17) 

0.03 
(0.70) 

0.80 

Difference PF 
0.00 

(0.28) 
0.04 

(0.98) 
−0.10 

(−1.25) 
−0.20*** 
(−3.58) 

0.06 
(1.10) 

0.08* 
(1.74) 

0.14 

Best-in-class 
(community) 

7.20*** 
(3.52) 

0.90*** 
(16.95) 

−0.08 
(1.18) 

−0.11** 
(−2.41) 

−0.17*** 
(−3.87) 

−0.00 
(−0.00) 

0.78 

Worst-in-class 
(community) 

9.60*** 
(3.34) 

1.09*** 
(31.50) 

0.01 
(0.08) 

0.08 
(0.68) 

0.02 
(0.46) 

0.02 
(0.50) 

0.75 
 

Difference PF 
−2.40 

(−0.82) 
−0.19** 
(−2.38) 

0.09 
(0.88) 

−0.19 
(−1.32) 

−0.19*** 
(−2.65) 

−0.02 
(−0.47) 

0.07 
 

*Significant at the 10 percent level. **Significant at the 5 percent level. ***Significant at the 1 percent level. 
 

portfolio is tilted towards companies with relatively higher sensitivity to the li-
quidity factor. In other words, socially responsible investment based on em-
ployees’ welfare in the manufacturing industry shows a relatively high exposure 
to the liquidity risk factor. 

Table 4 presents the performance estimates in the service industry. First, we 
note that for employee-sorted portfolios, the gap between average factor-adjusted 
annual returns is 3.60% and the difference is statistically significant at 10%. As 
for environment-sorted and community sorted portfolios, average returns of 
best-in-class portfolios are not significantly higher than their worst-in-class 
counterparts. However, the differences in LIQ coefficients are mainly in favor of 
best-in-class. The results show differences of 0.24 and 0.12 for the environment 
and employee-sorted portfolios respectively; t-statistics show that the results are 
statistically significant at 5% and 10%. Our results show that in the service in-
dustry and based on environment and employees’ relation, the socially responsi-
ble companies seem to be tilted toward relatively liquidity-sensitive companies. 
In other words, our results suggest that in the service industry, socially responsi-
ble investments based on environment and employees’ relation seem to show a 
relatively higher degree of exposure to the liquidity risk factor. 
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Table 4. Empirical results of five-factor regressions on value-weighted portfolios in ser-
vice industry, January 1991-December 2009. Best-in-class and the worst-in-class portfo-
lios represent respectively high-ranked and low-ranked portfolios according to KLD so-
cial ratings in each industry. T-statistics are in parenthesis. Sample alphas are annualized 
percentages. The regressions use Newey-West (1987) heteroskedasticity and autocorrela-
tion consistent standard errors to calculate the significance levels for all coefficients.  

Portfolio α (%) Rm − Rf SMB HML PY1YR LIQ Adj R2 

Best-in-class 
(environment) 

8.40** 
(2.25) 

0.97*** 
(15.89) 

−0.31*** 
(−3.10) 

−0.40*** 
(−4.46) 

−0.20*** 
(−3.47) 

0.19** 
(2.48) 

0.64 

Worst-in-class 
(environment) 

13.20** 
(2.31) 

0.87*** 
(5.74) 

0.04 
(0.26) 

−0.48*** 
(−4.13) 

0.08 
(0.60) 

−0.05 
(−0.40) 

0.36 

Difference PF 
−4.80 

(−0.54) 
0.10 

(0.57) 
−0.27** 
(−1.98) 

0.05 
(0.47) 

−0.12* 
(−1.71) 

0.24** 
(2.02) 

0.08 

Best-in-class 
(employee) 

8.40*** 
(3.10) 

1.01*** 
(13.43) 

−0.10 
(−0.92) 

−0.44*** 
(−4.54) 

−0.08 
(−1.21) 

0.12* 
(1.68) 

0.68 

Worst-in-class 
(employee) 

4.80* 
(1.83) 

0.69*** 
(7.70) 

0.24 
(0.26) 

0.05 
(0.38) 

−0.13* 
(−1.67) 

0.00 
(0.01) 

0.48 

Difference PF 
3.60* 
(1.87) 

0.34*** 
(2.84) 

−0.14 
(−1.30) 

−0.49*** 
(−2.83) 

0.05 
(0.53) 

0.12* 
(1.67) 

0.21 

Best-in-class 
(community) 

7.20** 
(2.12) 

0.89*** 
(12.01) 

−0.09 
(−0.89) 

−0.31*** 
(−4.17) 

−0.25*** 
(−2.67) 

0.10 
(1.64) 

0.64 

Worst-in-class 
(community) 

9.60** 
(2.54) 

0.80*** 
(7.94) 

0.38*** 
(3.26) 

−0.29*** 
(−3.51) 

−0.13 
(−1.18) 

−0.01 
(−0.15) 

0.52 

Difference PF 
−2.40 

(−0.76) 
0.09 

(0.64) 
−0.47*** 
(−3.48) 

−0.02 
(−0.24) 

−0.12 
(−1.30) 

0.11 
(1.10) 

0.10 

*Significant at the 10 percent level. **Significant at the 5 percent level. ***Significant at the 1 percent level. 

6. Conclusion 

In this paper, we analyzed whether socially responsible investments are also sub-
ject to the liquidity risk factor as well as other risk factors. Supposing that investors 
consider different dimensions of CSP separately in their decision-making process, 
we used Shalchian et al. (2015) screened portfolios based on environment, em-
ployees’ relation and community involvement and in three different industries. 
First, our results suggest that, in most cases, socially responsible portfolios per-
formed better than their conventional counterparts. The results confirm those of 
Griffin and Mahon (1997) and Shalchian et al. (2015) who suggested that differ-
ent dimensions of social responsibility seem to have a different relation with fi-
nancial performance in different industries. 

Second, results also show that the relation social-financial performance in the 
three industries and based on the three dimensions can be affected differently by 
the liquidity risk factor. Using Pastor and Stambault’s (2003) liquidity risk fac-
tor, we presented evidence that in the mining industry for environment, em-
ployee and community-sorted portfolios, worst-in-class portfolios seem to be 
tilted towards companies with relatively higher sensitivities to the liquidity fac-
tor. Our findings suggest that socially responsible investments in the mining in-
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dustry show a relatively lower exposure to the liquidity risk factor. Further, our re-
sults also suggest that in the manufacturing industry, except for employee-sorted 
portfolios, socially responsible and conventional investments show no signifi-
cant exposure to the liquidity risk factor. However, best-in-class portfolios seem 
to be tilted towards companies with relatively higher sensitivity to the liquidity 
risk factor for employee-sorted portfolios. Finally, in the service industry, for 
environment and employee-sorted portfolios, the best-in-class portfolio seems to 
be tilted towards companies with a higher degree of sensitivity to the liquidity 
risk factor. In fact, our findings suggest that in the manufacturing industry, 
based on employees’ relation and in the service industry based on environment 
and employees’ relation, socially responsible investments show a relatively high-
er exposure to the liquidity risk factor. 
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