Kbi scHooL
WORKING PAPER SERIES

K DI ISR B Bl B

kDI School of Public Policy and Management



KDI SCHOOL WORKING PAPER SERIES

Business Ethics, Cost of Capital, and Valuation

Tae H. Choi

June 2009
Working Paper 09-04

K D] Sl B B i

kDI School of Public Policy and Management

This paper can be downloaded without charge at:
KDI School of Public Policy and Management Working Paper Series Index:
http://www.kdischool.ac.kr/faculty/paper.asp



Business Ethics, Cost of Capital, and Valuation
Tae H. Choi

KDI School of Public Policy and Management
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tal. The link between business ethics and firm value is examined by investigating (1) the
degree of companies’ ethical commitment, (2) implied costs of capital, and (3) valuation of
companies listed on the Korean stock market. To measure the level of companies’ ethical
behavior, the study introduces the Ethical Commitment Index. The results of the paper
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1 Introduction

The evolution of the global business environment and financial markets in the last few
decades has led to gradual increase in importance of business ethics and related issues, which
have thus become a topic that is recently drawing a great deal of attention in the global
economy. However, despite a large number of studies dealing with this topic and the fact
that the significance of business ethics is generally accepted these days, there is still a serious
lack of in depth research examining the link between business ethics and firm value. In view
of that, the purpose of this study is to examine the association between business ethics and
firm value through the investigation of ethical commitment, implied cost of equity capital,
and valuation of companies listed on the Korean stock market. !

In Korea, the importance of business ethics had not been seriously considered until the
1997 Asian economic crisis. Due to the combined effect of various factors, in late 1997 and
early 1998 Korea found its foreign exchange reserves depleted, in response to which the
cost of Korean won skyrocketed, stock price plummeted, foreign investment substantially
decreased, and Korea thus experienced the most serious economic crisis in its history. Despite
a relatively quick recovery, the 1997 economic turmoil shattered the very foundations of the
Korean economy and led to many subsequent changes in the Korean business and financial
environment. Lack of transparency and poor governance were cited as two of the key factors
contributing to the development of the crisis, and business ethics was thus brought into the
public consciousness. As a remedy to the crisis and prevention against similar situations,
substantial effort was consequently made to enhance market transparency and increase the
level of ethical commitment of market participants.

Later, after the decade of economic turmoil in Asia, the subprime mortgage meltdown
erupted in the U.S. and triggered even more devastating global economic crisis leading
to similar consequences on the emerging markets. Along with other newly industrialized
countries, Korea again sees its currency devalued due to capital outflow, and again we see
an increased awareness of business ethics among investors and the general public.

As many times before, during the present crisis we can observe that in times of economic
difficulty investors and financial institutions tend to escape from less transparent markets

and seek refuge in less risky assets. While the relationship between ethics and firm value has

IThe implied costs of capital or the expected rates of returns are not exactly equivalent to the costs of
equity capital unless market prices are efficient and analysts’s forecasts of earnings and accounting numbers
are not biased. In other words, the estimates of cost of capital are implied by market prices, analysts’ forecasts
of earnings, and accounting numbers. Nevertheless, these terms are commonly used interchangeably.



not always been empirically clear, the crises sparked an interest in business ethics, especially
due to the impact a companies’ degree of ethical commitment has on transparency and
perceived risk. Less ethical markets (companies) are usually viewed as less transparent,
leading to a higher perception of related risk, and consequently, a drop in the stock price.
In line with this reasoning, insufficient ethical standards of companies can be considered as
one of the causes of such adverse development.

However, in spite of negative consequences of low ethical commitment, companies still
appear reluctant to invest more effort into improving ethical practices. One possible explana-
tion for their behavior stems from the long-held axiom that the primary goal of companies
is to maximize profits, and, by extension, shareholders’ wealth (Friedman, 1962). While
there is no doubt that realizing financial targets is critical to increasing stock value, such
an approach overemphasizes their importance and fails to recognize the existence of the
connection between ethical behavior, a company’s bottom line and market value (Simpson
and Kohers, 2002; Choi and Jung, 2008). In this climate managers are less likely to exert
effort in areas where the results are not obvious. Another explanation may be that while
recent corporate culture emphasizes meeting short-term financial goals (Lopez and Rees,
2002; Matsumoto, 2002; Skinner and Sloan, 2002; Choi, 2009b), any positive effects of high
ethical commitment are usually materialized in the long run. Under the pressure to increase
stock prices by satisfying investors’ expectations, managers thus frequently resort to uneth-
ical practices (e.g. earnings management). 2 Managers may also be partially dismissing the
recent interest in business ethics as name calling after the fact, or because they are uncertain
about the nature of its connection to company value, and therefore uncertain about pre-
dictable outcomes, causing them to feel uncomfortable targeting valuable resources towards
specific ethical improvement tasks.

Anecdotal evidence suggests that the capital market establishes a lower value for com-

panies that are viewed as unethical. 2 Similarly, researchers and practitioners have reported

2In a survey of financial executives, 75% of CEOs said that they would sacrifice economic value to keep
earnings rising smoothly (Fox, 2006).

3For example, prior literatures reports the existence of the “Korea discount”. This term is used to refer
to the fact that in comparison to other countries the companies listed in the Korean stock market are
ceteris paribus substantially undervalued and thus traded at a discount. This phenomenon can be observed
despite the fact that the profitability of Korean firms is not lower than the profitability of the companies in
other countries (Guerrera, 2006; Suh and Sim, 2007). In relation to the “Korea discount”, various potential
explanations including the volatility of the Korean stock market (the investors in the Korean stock market
bear the characteristics of short-term speculation, (Chang, 2005)), excessive restrictions (e.g. short-selling
restrictions), and week financial systems (e.g. shareholder protection, pension funds restrictions, etc.) have
been offered by literature. Other reasons for significant undervaluation of Korean firms suggested by business
corporations are namely poor corporate governance, weak business ethics and corporate transparency (Baek
et al., 2004; Choi and Jung, 2008; Choi and Nakano, 2008), and disclosure inadequacy (Botosan, 1997;



that the stock market rewards ethical companies by increasing their valuation (Epstein et al.,
1994; Verschoor, 1999) and prior studies have documented the connection between ethical
commitment and valuation (Choi and Jung, 2008). However, the causal inference on ethical
commitment and its effects on corporate valuation has rarely been investigated.

Previous studies argue that the major valuation benefit stems from reduced firm specific
risk after controlling for the future growth prospects. As known from economic theories,
the level of risk is linked to the cost of equity capital (COC), which plays a crucial role in
corporate valuation (CV) due to its direct effect on the present value of future economic
benefits (Penman, 2006). Theoretical association among firm value, COC, and future finan-
cial performance (e.g. cash flows, dividends, earnings, etc.) can be expressed by valuation
equation (1), which suggests that firm value is positively linked to its CFP and negatively

associated with COC. 4

Firm Value = Z ufg%c)t (1)

t=1

It is obvious that on average, ceteris paribus, lower (higher) COC yields higher (lower)
firm value. The value of a company can be thus increased in two ways - by increasing CFP,
or decreasing COC. Until now, previous studies have paid more attention to the effect of
business ethics (BE) on the numerator, CFP (Epstein et al., 1994; Verschoor, 1999; Choi
and Jung, 2008), but the connection is still very vague. However, there have been no
studies examining the association between BE and the denominator (COC). It is possible to
speculate that higher commitment to business ethics (CBE) will be reflected by reduced risk,
which will lead to lower COC, and result in higher company valuation. Nevertheless, the
existence and nature of this association remains unclear since it has not been yet thoroughly
exploited.

Considering this situation, this study shifts attention to the denominator and examines
the link between CBE and the firm valuation through COC. The paper seeks to answer the
question whether companies with a high degree of ethical commitment have an advantage
as the market values them higher due to the lower implied cost of capital when compared to

the companies with less ethical commitment. Our main effort is to determine how business

Botosan and Plumlee, 2002; Poshakwale and Courtis, 2005; Dargenidou et al., 2006; Habib, 2006).

4Different valuation models use different variables to express CFP of a company, e.g. while the dividend
discount model uses dividends as the numerator in the formula, residual earnings model employs earnings,
etc.. In theory, these models are regarded as identical, as they only differ in the measures they use to express
CFP.



ethics can be empirically related to the value of companies, and we take the initial step of
finding the factors that link business ethics to corporate valuation.

The main contribution of this study to the business ethics and capital market literature
lies in the fact that it represents the first attempt to provide empirical evidence of a negative
association between the CBE and COC, and support the positive impacts of CBE on CV,
thus completing the picture of company valuation. If such relationships could be proven,
it would help facilitate international investment decisions pertaining to ethical or social
responsibility investment. Moreover, if corporate managers were to better understand the
substantially positive association between corporate business ethics and the cost of equity
capital, and its impact on the corporate valuation, the chances for an overall improvement in
corporate ethical commitment would be greatly enhanced. Prior studies suggest that as the
old saying goes, such a ‘sea change would lift all boats’; thus the long-term profit potential
for all companies concerned would be improved (Lee and Yoshihara, 1997; Verschoor, 1998;
Choi and Jung, 2008).

In summary, the first results provide strong evidence that while controlling for other
firm characteristics, the cost of equity capital decreases with an increase in firm ethical

commitment.

2 Prior Studies

Exploiting the impacts of business ethics (BE) and corporate social performance (CSP)
in the capital market has been one of the most significant research topics for recent decades
and a lot of attention has also been paid to the links between business ethics and corporate
financial performance or corporate valuation.

Extant studies have focused on the relationship between CSP and CFP (Cochran and
Wood, 1984; Aupperle et al., 1985; Spencer and Taylor, 1987; Preston and O’Bannon, 1997;
Griffin and Mahon, 1997; McGuire et al., 1988; Stanwick and Stanwick, 1998; Moore, 2001;
Ruf et al., 2001; Simpson and Kohers, 2002; Johnson, 2003; Orlitzky et al., 2003; Orlitzky,
2005), and have documented the existence of a link between the two measures. However,
while some researchers have reported a positive direction of the association, the findings of
others have suggested a negative nature of the correlation. Previous research in this field
is thus marked by mixed results. One possible explanation for the conflicting findings from

investigations of the relationship between CSP and CFP are multiple dimensions used to



measure the level of corporations’ social performance (Griffin and Mahon, 1997).°

Investigating the association between BE and CFP or CV represents another line of
research. It is a common assumption that for various reasons the financial performance of a
corporation is positively linked to its commitment to business ethics (Vogel, 1991; Verschoor,
1998, 1999; van der Merwe et al., 2003; Kulshreshtha, 2005; Choi and Jung, 2008; Jo and
Kim, 2008), ¢ however, a lot of speculation still surrounds this area.

Examination of the effects of business ethics on company valuation has been accompanied
by several issues worthy of note. First, for decades, academic literature has not clearly
differentiated between CFP and CV in the stock market and many of aforementioned studies
have used these terms interchangeably. Although the two concepts are closely related, they
are analytically as well as conceptually discrete and there is a distinct difference in conceptual
property in CFP and CV.

In case of CFP, the measures are mostly taken from company’s financial statements,
which means that the figures represent the summary of a company’s past and contempora-
neous performance. On the other hand, CV relates to achieving performance in the financial
market, since the measures needed for CV are primarily related to the stock price in the
capital market and reflect the perceptions of external stakeholders (e.g. security analysts, in-
dividual investors, and institutional investors). Separation of these two terms is appropriate
because financial as well as accounting theories show that as a market-based measure, CV is
determined not only on the basis of a company’s current financial performance, but also on
its expected future performance and other factors such as risk or economic conditions. The
association between a company’s market performance (e.g. stock price) and its financial
performance (e.g. measures in financial statements) has also been thoroughly documented
by previous studies.

Second issue concerns the measurement of the degree of companies’ ethical behavior.
Previous studies have used different proxies of corporate ethical commitment including a
rank made by Business Week (Verschoor, 1998) or a disclosure level (Jo and Kim, 2008),

and some researchers created their own corporate ethical commitment indexes (Choi and

5Prior studied have used various proxies of CSP such as: (1) survey of corporate reputation as a proxy
of CSP (Carroll, 1991), (2) Kinder, Lydenberg, Domini (KLD) index as a measure of CSP (Waddock and
Graves, 1997), (3) corporate philanthropy (Seifert et al., 2003; Brammer and Millington, 2005), or (4) their
own index for social performance (Ruf et al., 1998).

6Vogel (1991) comments that if companies’ managers do not behave ethically, they will be punished in
the form of customer and employee dissatisfaction as well as media criticism.



Jung, 2008). 7 For example, Verschoor (1998) reports that companies stating their commit-
ment to ethical behavior in annual reports show favorable corporate financial performance
when compared to those that do not, implying that the disclosure of ethical commitment in
annual reports can be used as a proxy to measure the ethical commitment of a corporation.
Similarly, past research also employed different means of measuring CFP (e.g. the use of
different indices, such as net income, earnings per share, return on equity, return on assets,
risk and/or price), which further contributed to the inconsistencies found between studies.
In many cases, it also happened that the measures for financial performance were not clearly
specified.

Despite the contribution of the previous literature, the association between company’s
valuation and its commitment to business ethics is still not well documented. One reason
is that in contrast to corporate social performance, which can be measured by a number of
relatively more reliable proxies such as company’s level of donations or reputation surverys,
there is no easy way to measure the level of ethical commitment of companies. When observ-
ing the internal controls used by an organization, or trying to gauge the ethical commitment
of management, outside stakeholders always experience difficulties, resulting in the fact that
there is no widely used source of measuring the level of corporate ethical commitment.

How is then BE linked to CV? While a lot of attention has been paid to the connection
between BE and CV via CFP to date, the link through COC has not been examined yet.
Numerous papers have examined the association of COC with various business phenomena
including transparency due to the crucial role of COC in corporate valuation. Among them,
one stream of researchers focuses on the effects of availability of corporate information
on COC. According to their approach, transparent disclosure is regarded as a proxy for
information. It is then assumed that more transparent disclosure can reduce COC through
the increase in liquidity, as better information availability attracts large investors (Diamond
and Verrecchia, 1991). In line with that, it has been documented that higher level of
disclosure leads to the decrease in COC due to the lower information asymmetry (Botosan,
1997; Botosan and Plumlee, 2002; Hail, 2002; Easley and O’Hara, 2004; Cheng et al., 2006).
Prior studies have also investigated the relationships among various business factors and
their link to CSP. They have revealed a positive association between the CSP and the level
of disclosure (Gelb and Strawser, 2001b), and a similar relationship between disclosure and

ethical reporting has also been discovered (Jo and Kim, 2008). Likewise, previous studies

7Similarly, (Ruf et al., 1998) also constructed their own index for measuring CSP.



also suggested that better disclosure and ethical reporting leads to the decrease in COC.

3 Research Design

3.1 Conceptual Model

Figure 1 illustrates causal relationships among business ethics, firm factors, and their
impacts on firm valuation. There are two lines of thought pertaining to the direction of
causality between CBE and corporate valuation. The first stream of researchers focuses on
good management theory, which argues that higher degree of CBE leads to higher market
capitalization. The downward paths represent possible associations regarding good manage-
ment arguments, namely: (1) ethical commitment can imbue companies with positive effects
by providing high quality information, reducing cost and firm specific risk, enhancing market
reputation and better corporate governance, recruiting better employees, and achieving high
CFP, although it is not apparent that the impact of ethical commitment on contemporane-
ous financial performance is significant, (2) market participants expect the positive effects
of ethical commitments on the future financial performance of companies (e.g. long-term
growth of earnings) and cost of equity capital, and (3) high long-term growth prospects and
low required rate of return (i.e. cost of capital) are simultaneously linked to high corporate
value in the stock market.

Second research stream deals with slack resource theory which argues that firms with high
market capitalization have slack economic resources to invest in business ethics. Upward
paths imply the relationship supporting slack resource hypothesis in the sense that firms
with high market capitalization have extra resources for enhancing ethical commitment,
which in turn leads to positive benefits including better market capitalization, resulting in

a virtuous cycle. 8

3.2 Survey and Ethical Commitment Index

Surveys are frequently used to gauge managers’ opinions on corporate business ethics
and they have proved to be a reliable method to measure the perceptions of corporate
managers regarding the system of internal organization employed within their respective

companies. A crucial part of any study examining the connection between ethical behavior,

8Similarly, a bidirectional association between CSP and CFP has been reported in prior literature (Wad-
dock and Graves, 1997; Simpson and Kohers, 2002; Orlitzky et al., 2003; Orlitzky, 2005).



Figure 1: Good Management, Slack Resource, and CBE-CV relationship
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firm factors, and corporate valuation is the choice of the instrument to measure the degree
of ethical commitment. Since no standardized means to measure the level of commitment
to business ethics exist, prior studies have used various proxies as surrogate measures of
ethical commitment (Verschoor, 1998; Jo and Kim, 2008; Choi and Jung, 2008). This study
exploits the relationship between business ethics and implied cost of equity capital using
the Ethical Commitment Index (ECI) created by Choi and Jung (2008). The index was
ascertained as an effective tool to measure the level of ethical commitment as other meth-
ods of observation of corporations’ internal management control usually present researches
with significant difficulties. We based ECI on self-administered anonymous questionnaires,
which were distributed and later collected by researchers visiting respondents’ companies.
The index was measured for each company according to multiple attributes considered rel-
evant in earlier literature, namely represented by: (1) implicit dimensions, such as the top
management support, corporate culture, ethical leadership, open communication channels,
and ethical training (Trevino, 1986; Genfan, 1987,7; Sims, 1992; Brenner, 1992; Weeks and
Nantel, 1992; Callan, 1992; Dean, 1992; Carlson and Perrewe, 1995; Sims and Keon, 1999;
Schwartz et al., 2005; Sauser, 2005) and (2) ezplicit dimensions, such as codes of ethics,
ethics hotlines, ethics officers, and ethics committees (Murphy, 1988; Callan, 1992; Weiss,
1994; Austin, 1994; Singer, 1995; Verschoor, 1998). The variables used for the measurement

of ECI are summarized in Table 1. The measure of the ECI is computed as the sum of



ethical commitment dimensions (e;) as follows:”

k
i=1

where

ECI; :Ethical commitment index of company j (j=1,...,n),

€; : Ethical commitment dimension ¢ (i =1,...,k).

As mentioned above, following the explicit distinction between CFP and CV, this study
treats corporate market valuation differently from the financial performance of companies.

Financial and corporate valuation variables were culled from prior accounting and finan-
cial literature. While CFP is determined utilizing accounting numbers including return on
assets (ROA) and return on equity (ROE), CV is measured using various price variables
and accounting ratios including forward price to earnings ratio (P/E), price to book value
of equity (P/B), and Tobin’s @ ratio (Tobin’s Q). Security price, the numerator of the
P/E and P/B ratios, is based on the expected future earnings that market participants pay
for (Ohlson, 1995). If market participants expect a higher future performance relative to
book value (or earnings), the P/B (P/E) ratio will show a higher value by incorporating the
market’s expectations in the numerator. Tobin’s () also captures the relationship between a
company’s market and book value of equity. In all cases, the higher the future profitability,
the higher the valuation ratios. These variables are commonly used to gauge firms’ market
performance.

Prior studies have documented the potentially compounding effects of firm risk, growth,
and/or size. Hence, several measures are tested in the analysis as controlling variables in-
cluding debt to market (D/M), capital asset pricing beta (Beta), financial leverage (FLV),
market capitalization (MV), and total assets (TA).!® While the risk associated with finan-
cial leverage of the firm can be measured by D/M and FLV, it is well documented that firm
risk is negatively correlated with firm value, since as the amount of debt in a firm’s capital

structure increases, the risk the firm takes on increases, too. This provides an incentive for

9Similarly, Ruf et al. (1998) develop an aggregate systematic measure for the Corporate Social Perfor-
mance (CSP) index using the Analytic Hierarchy Process. They consider the relative importance of the
dimensions by providing a weight (C;) for each dimension as CSP; = }7,5;;C;. In this study, equally
weighted ethics dimensions were used to avoid subjective measurement error, and tests were conducted tak-
ing into account the relative weights. Qualitatively similar results were also obtained after the same analysis
without the use of the weights.

10 Alternative financial measures were tested as controlling variables. The results were qualitatively iden-
tical.



corporate managers to act in a manner that meets creditors’ expectations of what is socially
responsible and ethical (Roberts, 1992). A positive association between the cost of capital
and leverage (Modigliani and Miller, 1958; Fama and French, 1992) was already suggested
by previous studies. The capital asset pricing model beta (Beta) is used to capture firm
specific risk related to market volatility. Given that beta captures firm specific risk, a neg-
ative correlation between beta and ECI, and a positive correlation between beta and the
cost of capital can be expected, as a high level of ethical commitment may be indicative of
a better managed firm (Gordon and Gordon, 1997; Harris et al., 2003). Total assets (TA)
and market capitalization (MV) capture the size effect of a firm. Prior studies document
that larger companies have lower cost of capital due to the increase in availability of infor-
mation (Botosan, 1997; Botosan and Plumlee, 2002; Barth and Hutton, 2004). Moreover,
slack economic resource theories argue that larger companies can afford the outlays required

to meet their ethical commitments (Waddock and Graves, 1997).

3.3 Estimation of Implied Cost of Capital

Until recently literature has paid little attention to the reverse-engineered valuation
model. However, since the last decade, the number of studies investigating issues pertaining
to the cost of equity has been growing, and reverse-engineered valuation methods have
been used as a major means to determine the implied cost of equity capital on an increasing
scale. Prior literature reverse-engineered the residual earnings and abnormal earnings growth
model to estimate the expected rate of return on equity investment (O’Hanlon and Steele,
2000; Gebhardt et al., 2001; Claus and Thomas, 2001; Easton et al., 2002; Baginski and
Wahlen, 2003; Gode and Mohanram, 2003; Easton, 2004; Easton and Monahan, 2005; Ohlson
and Juettner-Nauroth, 2005; Easton and Sommers, 2007) and many researches used the
required rates of return developed from the reverse-engineered models to test hypotheses
pertaining to the link between the required rates of return and relevant factors that may
affect them (Dhaliwal et al., 2005; Daske, 2006; Cheng et al., 2006; Easton and Sommers,
2007). An expanding body of studies has also documented international differences in the
cost of equity capital and investigated the link between the required rate of return and
potential factors (Agmon and Findlay, 1982; Damodaran, 2003; Chen et al., 2004; Koedijk
and van Dijk, 2004; Sabal, 2004; Daske, 2006; Dargenidou et al., 2006; Hail and Leuz, 2006;
He and Kryzanowski, 2007).

The primary analysis in our study consists in the comparison of the expected rates of

10



return. To estimate the implied costs of capital ', we use a reverse-engineered residual
earnings model (OJ model) developed by Ohlson and Juettner-Nauroth (2005) to determine
the equity premium. In comparison to other available methods, the OJ model shows a
few favorable features. It incorporates a relatively small number of assumptions which
usually lead to inaccuracies in the estimations. Moreover, the OJ model works with analysts’

earnings forecasts, and thus also reflects analysts’ views. The model estimates the cost of

equity capital as follows: 2
o= As 4B (o) Q
0
Where:
A= (om0 ) g g - o),
Y o= g+l
v = Long-term earnings growth rate + 1;
gs = Short-term earnings growth rate;
g = Long-term economic growth rate;
ry = Yield on 3-year treasury bond;
eps; = Analysts’ forecast of earnings per share at time t.

4 Data and Sample Selection

This study comprises financial data for companies listed in the Korean stock market. The
sample consists of annual data from the years 2004 to 2007 for companies traded either on
the KSE (Korea Stock Exchange) or on the KOSDAQ (Korea Securities Dealers Automated
Quotation). 13 Measures for the financial variables were taken from financial statements and
the stock market at the end of the fiscal year, and the companies with non-December fiscal

year-end were excluded from the sample. All per share variables for Korean companies were

11While the study uses the terms COC and r interchangeably, in a mathematical formula r is preferred.

121 also estimated the implied cost of capital from the PEG model (Easton, 2004) as follows: r =

\/%. The result was qualitatively similar.

13 As of December 31, 2007, 745 companies were listed on the Korea Stock Exchange while 1,022 companies
were listed on the KOSDAQ.

11



adjusted for stock splits and stock dividends. While the accounting data including earnings
per share, book value, sales, long-term debt, total assets, dividends, T-bond rates, prices,
and number of shares were culled from the FnGuide Pro database, the analysts’ forecasts
of earnings and standard deviation of analysts’ forecasts were obtained from FnGuide Pro
database. Earnings forecasts were derived from the last consensus forecasts available in
December.

To collect the survey data, managers working at various levels in the firms listed under
different industries in the Korean stock market served as respondents. The survey for the
2004 ECI was conducted in January 2005 and a total of 342 usable ethical commitment in-
dexes were computed from the survey questionnaires returned by publicly traded companies.
Of the candidate corporations in the sample, the firms were required to have (1) analysts’
forecasts of earnings for the next two fiscal years available from FnGuide Pro (i.e. EPS; and
EPSi11), (2) positive earnings per share for period ¢ (Gode and Mohanram, 2003; Easton,
2004), and (3) annual accounting data. These requirements yielded a final sample of 105
observations per year after extreme values for the control variables were eliminated (Belsley
et al., 2004).

Table 2 summarizes general characteristics of the sample companies and respondents,
which recruited from a wide span of managerial levels as well as company sizes. To ensure
that the respondents cover various business backgrounds, the survey was not restricted
to a particular industry. The distribution of the industries for the sample is reported in
Table 3. Despite the fact that the companies in the study were split between manufacturing
and non-manufacturing sector, a substantial number of respondents (61.0%) came from the

manufacturing industries.

5 Empirical Results

A variety of studies demonstrates that firm specific risks affect the implied costs of
capital (Gebhardt et al., 2001; Gode and Mohanram, 2003; Botosan and Plumlee, 2005).
Table 4 presents variable descriptions and descriptive statistics pertaining to the implied
costs of capital estimates and firm characteristics. In 2004, median values of P/B (0.820)
and forward P/E (6.687) were slightly lower than the historic average of the U.S. stock

market. Consistent with prior studies, the implied cost of equity capital is higher than that

12



of the U.S. corporations. '* While median Tobin’s () for the sample stands at 0.903, median
value of beta (0.926) is slightly lower than market beta. Median values for FLV, D/M, Disp,
and Sales growth are 1.861, 0.282, 0.607, and 0.116 respectively, and median Implied cost
of equity is 0.160.

Table 4 also shows temporal changes of the implied costs of capital. Consistent with
anecdotal evidence, they have been decreasing in recent years. As would be expected,
the implied costs of capital for Korean companies are on average higher than those for
the U.S. firms. The r (COC) varies from a high of 17.2% in 2005 to a low of 13.6% in
2007. However, while the table does not prove the decrease in the CAPM beta over the
same period, the valuation measures show improving pattern over the sample years. For
instance, Tobin’s @ and P/B have significantly increased from 0.903 and 0.820 in 2004 to
1.148 and 1.346 respectively. Standing at 6.687 in 2004 and 12.868 in 2007, forward P/E
has also grown over the same period. The result is in line with the argument that due to
the significant improvement in business ethics the undervaluation of stock market has been
recently eased. (Choi, 2009a)

Figure 2 shows a histogram of the r for portfolios of companies. Four portfolios of
stocks are constructed on the basis of ECI. For instance, ECI; includes the companies which
scored the bottom 25% in the ethical commitment index. Likewise, ECI4 contains the
firms with the top 25% scores in ECI. In general, the market seems to consistently reward
ethically committed companies overtime. Through that, such companies are benefited by
high valuation compared to peer companies. The same figure also displays the evolution of
Tobin’s (). We can see that on average Tobins @ is lowest for ECI;.

Table 5 presents Spearman correlation coefficients among the key variables.!® As would
be expected, ECI is significantly negatively associated with the implied cost of equity cap-
ital (-0.237). At the same time, it is positively associated with the valuation variables
including MV (0.430), P/B (0.304), forward P/E (0.269), and Tobin’s @ (0.295). The nega-
tive relationship between ECI and cost of capital, and the positive association between ECI

and valuation measures seem to back up the argument that ethical companies are traded at

14Prior studies speculate that, in general, the companies listed in developing countries have higher cost of
equity capital due to (1) the weaker financial systems (Chang, 2005), (2) poor corporate governance (Baek
et al., 2004; Black et al., 2006; Hail and Leuz, 2006), (3) lack of business ethics including corporate trans-
parency (Botosan, 1997; Botosan and Plumlee, 2002; Baek et al., 2004; Poshakwale and Courtis, 2005;
Dargenidou et al., 2006; Habib, 2006; Lambert et al., 2007; Choi and Jung, 2008; Choi and Nakano, 2008).

15Pearson and Kendall’s 7-b correlations were also tested. The results were not qualitatively different
from the Spearman correlation.
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a premium due to the lower required rate of return (i.e. cost of capital) from the market
participants. Consistent with prior studies, ROE representing financial performance (CFP)
shows insignificant association with ECI at a conventional level. (Choi and Jung, 2008)6
The result is not inconsistent with prior studies in the sense that, at least in the short term,
ethically committed companies do not necessarily show higher financial performance. The
effects of ethical behavior on a company’s financial output might exhibit a longer lead-lag
cycle which is already incorporated in the stock price. 17

Prior literature argues that companies with stable earnings have lower cost of capi-
tal (Barth and Hutton, 2004). This study estimated dispersion of analyst forecasts (Disp.)
as a proxy for earnings variability from the standard deviation of analysts’ forecasts deflated
by consensus mean forecasts (Gebhardt et al., 2001). Not surprisingly, the cost of capital
shows a positive association with Disp.

Disclosure literature investigates the role of information in the relation with a firm’s cost
of capital. The results, which were obtained by using the companies’ assets as a proxy for
the information availability, '® show that easier access to information is associated with a
lower cost of capital due to the reduced information asymmetry (Healy and Palepu, 2001;
Easley and O’Hara, 2004; Habib, 2006). Since higher ethical commitment leads to the
increase in transparency and availability of corporate information, it results in lower COC.
The slack resource studies claim that larger companies tend to be committed to business
ethics as they hope to receive greater approval from the stakeholders. As for the the TA
variable, our expectations regarding its association with other variables were confirmed by
the results proving its positive correlation with ECI (0.370) and negative correlation with
cost of capital (-0.263).

One group of previous studies argues that companies that rely more heavily on debt
financing are more ethically committed because the firms incurring a heavier debt load have
a stronger incentive to lower their cost of capital by providing more transparent information
to the market and enhancing their corporate reputation (Roberts, 1992; Gelb and Strawser,
2001a). In line with this reasoning, stronger ethical commitment of such companies may thus

enable them to achieve profits which are high enough to compensate additional financial costs

16The results of analyses conducted using other CFP proxies such as ROA are qualitatively similar.
17Similarly, Preston and O’Bannon (1997) show that there is time lag between CSP and CFP improvement.
18 After using other information environment proxies, we obtained qualitatively similar results reflecting

the fact that the information measures such as trading volume and size variables are highly correlated with
each other (Barth and Hutton, 2004).
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caused by increased debts. If these statements hold, a strong negative association between
the cost of capital and leverage variables including FLV and B/M should be expected.

Second line of reasoning says that higher leverage leads to the increase in company’s
risk, which results in a higher cost of capital required by investors. If so, the association
between leverage measures and the COC is predicted to be positive. However, the results
of our study reveal weak association between the cost of capital and leverage proxies, which
seems to imply that neither of the previous arguments is supported.

Prior studies have documented a mixed association between beta and CSP. In this study,
beta is not significantly correlated with ECI and the cost of capital. The result is not
inconsistent with prior arguments since the costs of capital estimated from historic beta
have limited usefulness in predicting the firm specific risk. '°

Table 6 presents the results of regression analysis conducted in various settings using
the key financial variables as the dependent ones and ECI as the independent variable after
controlling for risk factors. Following prior studies, we employed FLV, sales growth, and
assets as controlling variables for the leverage, growth and size respectively. Additional risk
proxies of Disp. and beta were added to the regression. 20

Panels A and B of Table 6 indicate that in agreement with the good management the-
ory, valuation variables are significantly associated with ECI, and that higher scores for
ethical commitment translate into higher valuations. Clearly, the association between eth-
ical commitment and a company’s valuation is highly significant. Such a conclusion is not
surprising given that the positive returns from ethical behavior to a company’s reputation
would have an immediate impact on its stock price since market participants revise their
expectations upward with respect to the company’s anticipated future performance. Panel
C of Table 6 shows that ROE is not significantly associated with ECI after controlling for

21 However, it is important to keep in mind that the effects

leverage, growth, and size.
of ethical behavior on a company’s financial output might exhibit a longer lead-lag cycle
already reflected by the stock price (Preston and O’Bannon, 1997).

Table 7 summarizes the results of the regression analysis where we used the cost of capital

and ECI to test whether a stronger ethical commitment leads to the lower cost of equity

19For example, Fama and French (1997, 2002) conclude that the cost of capital estimated from historic
beta is unavoidably imprecise.

20The analysis was conducted with various proxy variables. The regression results were not sensitive to
the choice of control variables.

21The use of ROA draws similar conclusion.
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capital. After controlling for risk proxies, we employed COC as the dependent and ECI as
the independent variable. As expected, ECI is negatively associated with the implied cost of

22 since higher degree

equity capital after controlling for risk, leverage, growth and/or size.
of ethical behavior translates into lower COC. However, contrary to the expectations, none
of the controlling variables except Disp. is consistently associated with the cost of equity
capital.

Table 8 reveals the relationship between ECI and key variables in the future periods.
The table also includes the correlations between the cost of capital and Tobin’s @ ratio for
the next three years and ECI in 2004, which enabled us to examine the issue of whether the
firms with high ECI exhibit the associated market rewards for a longer cycle. The results
reflect that the ECI’s impact of lowering the implied costs of equity capital lasts to the
future periods. The negative correlations between ECI and the cost of capital estimates in
2005, 2006, and 2007 are -0.231, -0.241, -0.206 respectively. In turn, ethically committed
companies also enjoy higher firm valuation partly due to the decrease in the implied cost
of capital. The Spearman coeflicients between ECI and Tobin’s @ ratio are significantly
positive at conventional level.

In sum, the findings in the research seem to emphasize the importance of business ethics.
To support the statement, we can list the following arguments: (1) ethical commitment
would lower cost of equity capital of corporations, ergo (2) the companies enjoy higher stock
market valuation, (3) the companies will continue to hedge their firm specific risks through
ever more conscientious ethical conduct. Thus, a virtuous circle exists between ethical
commitment and corporate valuation through lower costs of capital. Highly valued firms
tend to have a greater commitment to ethical behavior because they have more resources
at their disposal as well as the incentive to commit themselves to business ethics. From
the valuation perspective, ethical commitment leads to a competitive advantage over other
companies since ethical behavior usually translates into improved employee morale, lower

costs, a better reputation, and improved investor relations.

6 Concluding Remarks

For decades, there has been increasing awareness of the importance of business ethics in

many countries (Taka and Foglia, 1994; Jackson et al., 2000). Behavior considered unethical

22We also used other variables for the financial performance. The results were qualitatively similar.
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in one country is sometimes quite acceptable in another, so it behooves individuals and
organizations to understand business ethics in an international context as well as their own
country, if they are to be successful in a world that is becoming ever more integrated in the
drive towards globalization.

In view of previous research, it is clear that the connection between business ethics and
economic benefits cannot be denied, and it is also obvious that its existence has impor-
tant implications for corporate managers. Despite the fact that prior studies found that
investors value the ethical commitment of companies, which is well reflected in the stock
market (Epstein et al., 1994; Choi and Jung, 2008), reliable information about connecting
factors is still missing. It may thus appear surprising that until now the intermediary factors
explaining the association between business ethics and firm valuation have not yet been well
documented. While focusing on the investigation of the relationship between a company’s
ethical commitment and its corporate valuation, this study is an attempt to fill in this gap
in research. Its results help to extend previous knowledge regarding business ethics and
firm value, and also bear several important implications for corporate managers as well as
stakeholders.

Apart from confirming a previously demonstrated positive relationship between business
ethics and market valuation, the analysis reveals that the cost of equity capital is a key factor
in the link. By providing evidence that ethically committed companies are valued higher
due to the lower cost of equity capital, our study deepens the conclusions of previous works,
which did not make this causal distinction explicit. The findings seem to backup the good
management hypothesis and lend support to the conventional belief that in various aspects
ethical companies bear lower risks. They also lead to the conclusion that the companies that
want to decrease firm specific risk and increase their market value need to make a greater
effort to develop an ethical corporate climate and commit themselves to ethical practices.

In line with prior literature, the results of this study also demonstrate a statistically
significant relationship between the financial performance measures and market measures;
however, they do not prove the existence of a significant association between ethical com-
mitment and financial performance in the short term.

Finally, the study also tested the associations among ethical commitment, firm factors,
and corporate market valuation over a longer time period. Prevailing theories and em-
pirical studies have documented that ethical companies are valued higher because ethical
commitment leads to a competitive advantage in that ethical behavior usually translates

into improved employee moral, a better reputation, improved investor relations, lower costs,
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and higher long term financial performance. In keeping with that, our research shows the
association among ethical commitment, cost of equity capital, and corporate valuation does
not weaken considerably with the length of the examined period.

However, the results of this study should be interpreted with caution. One issue to
be wary of is the potential change in the level of ethical commitment of the investigated
companies, as the survey was conducted in 2005. We should also be aware of the fact that
the companies may still show low cost of capital and high valuation despite the fact that the
degree of their ethical behavior may have decreased, since the positive effects of companies’
ethical behavior usually materialize in the long run. Furthermore, it is important to take
into consideration that managers’ responses from our survey imply that once a company
introduces an instrument to enhance ethical behavior, it is not usually canceled even though
it may no longer be actively used. This may cause a discrepancy between the number of
tools that exist in the company and its actual ethical commitment. There is also a general
consensus among the managers that ethical standards today are not lower than in the
past. In the survey, 91% of respondents answered that companies’ ethical standards have
significantly increased during the last decade, 9% consider them about the same, and none
of them reports the standards to be lower today, 23 suggesting that the ethical commitment
level of companies has not diminished significantly in the last 10 years. 4.

It will be worthwhile if future research extends the conclusions of this study in several
directions. Due to the limited amount of available data, this study did not test how the level
(change) of the ECI leads to the level (change) in the interest variables, so more detailed
examination of this issue would be very beneficial. Furthermore, an analysis with a new
survey data set covering a longer window of time would allow the bidirectional relationship
between ethical commitment and corporate valuation to be examined more clearly. Another
issue to pay closer attention to would be the possibility that the cost of equity capital esti-
mated under different accounting regimes (e.g. GAAP or IFRS) may lead to the differences
in its estimated level (Daske, 2006; Easton, 2006). Not only ECI but also various finan-
cial factors may have have potential impact on the implied cost of capital (e.g. accounting
conservatism, corporate governance, political risks, etc.). A potential difference also exists

for cross-cultural samples since each country may show different ethical standards and ap-

23Not tabulated.
24The recent promotion of South Korea from the category of “emerging” market to “developed status”

according to the FTSE stock market index due to the improvement in the market transparency also seems
to support this conjecture
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proaches. Another worthwhile study would be also one which looks into the relationship
among business ethics, the adoption of International Financial Reporting Standard (IFRS),
and firm valuation. 2°

In sum, this study is among the first to examine the causal relationship between ECI
and firm valuation through the investigation of the cost of equity capital. Although this

analysis was conducted in one local market, the data supports a research model which can

be applied across the global business environment.

250ne of the plans of the Korean government to tackle unethical practices and increase information quality
is the early adoption of IFRS, which voluntarily starts in 2009.
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Table 1: Definitions for the Variables in the Ethical Commitment Index (ECI)

Description

1. Top managers of this company regularly emphasize the importance of
business ethics

2. Ethical behavior based on a formal business philosophy is the norm of
this company

3. This company has a disciplinary system through which unethical behavior
is strictly punished

4. This company has a code of ethics

5. In this company, employees can report unethical conduct through
an anonymous channel

6. In this company, ethics education, training, or workshops are devoted
to enhance business ethics of employees

7. This company regularly puts a significant portion of its profits
toward philanthropy

8. This company has an independent ethics department and officers

9. In this company, employees can get help regarding business ethics through

an ethics hotline or open communication channel

10.  This company has an ethics committee

11.  This company has an ethics evaluation system measured by an independent
party from the outside of the company

1 = Yes; 0 = No.
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Table 2: Descriptive Statistics: Company Size and Management Position

Descriptive Statistics (N=105) N %
Company Size: Number of Employees
1-499 29 27.6 %
500-999 30 28.6 %
1000-4999 37 352 %
5000 and more 9 8.6 %
Management Position®
Upper Management 22 21.0 %
Middle Management 50 47.6 %
Lower Management and Other 33 31.4 %

@ Upper management includes president, chairman of board, executive director, board member, functional
department head and assistant director of department; Middle management includes deputy director of
department; Lower management and other includes assistant manager, nonmanagement personnel,
supervisor, government officer.

Table 3: Descriptive Statistics: Industry

Manufacturing Non-manufacturing

Industry N % | Industry N %
Chemicals 4 3.8 % | Banks 4 38%
Drug Manufacturer 6 5.7 % | Construction 9 86%
Electronic Equipment 14 13.3 % | Insurance 4 38%
Foods 7 6.7 % | Investment Brokerage 6 57%
Iron and Steel 4 3.8 % | Other Financials 1 1.0%
Machine Tools and Accessories 1 1.0 % | Other Services 5 48%
Metals and Nonferrous metals 3 2.9 % | Real Estate Development 1 1.0 %
Oil and Gas 1 1.0 % | Retail 1 1.0%
Paper and Paper Products 4 3.8 % | Telecommunications 2 19%
Rubber and Plastics 1 1.0 % | Transportation 2 1.9 %
Textile 1 1.0 % | Utilities 5 48%
Transportation Equipment 5 4.8 % | Other Non-manufacturing 1 1.0 %
Other Manufacturing 13 124 %

Manufacturing 64 61.0% | Non-manufacturing 41 39.0%

N=105.
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Table 4: Descriptive Statistics: Firm Characteristics

2004 2005 2006 2007
Variable 5% Median 95% Std. Dev. Median Median Median
r 0.031 0.160 0.484 0.122 0.172 0.155 0.136
P/B 0.302 0.820 2.270 0.590 1.236 1.270 1.346
FLV 1.141 1.861 5.126 3.958 1.881 1.877 1.902
D/M 0.017 0.282 2.150 0.714 0.124 0.167 0.100
Beta 0.337 0.926 1.730 0.428 0.960 1.078 0.995
Disp. 0.000 0.607 0.148 0.229 0.105 0.128 0.104
A Sales -0.077 0.116 0.582 0.258 0.052 0.074 0.096
P/E 2.885 6.687 18.520 4.684 10.650 10.627 12.868
Tobin’s @ 0.536 0.903 1.566 0.319 1.084 1.054 1.148
MV 30,528 193,234 5,546,199 2,828,834 | 412,527 | 452,755 | 555,220

r: Implied cost of equity capital; P/B: Price-to-book ratio; FLV: Total assets to the book value of common equity
ratio; D/M: Debt-to-market value of equity ratio; Beta: Five-year rolling beta estimated by the Capital Asset
Standard Deviation of Analysts’ Forecasts |
- . ; A Sales:
Consensus Mean Forecasts

Pricing Model; Disp.: Dispersion of analysts’ forecasts =

< — Sales,
~ Sales;
Liability + Market Value of Equity
Total Assets

% change sale — 1; P/E: Forward price-to-earnings ratio; Tobin’s @Q: Tobin’s @ Ratio =

; MV: Market value of equity in millions.

Figure 2: Cost of Equity Capital
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FLV

D/M Beta

Table 5: Correlation between Variables in 2004
MV

Disp. TA ROE P/E

ECT T P/B

r -0.237 **

MV 0.430 *** -0.315 ***

P/B 0.304*** -0.145 0.276 **

FLV 0.074 0.087 0.094  0.089
D/M 0.007 -0.028 0.076  -0.522 ***
Beta 0.051 0.073 -0.162  0.201 *
Disp. 0.151 0.312 *** 0.040  0.108
TA 0.370*** -0.263**  0.865*** -0.073
ROE 0.081 -0.078 0.167  0.364 ***
P/E 0.269 ** -0.160 0.174  0.495 ***
Tobin’s @ |0.295*** -0.124 0.238 ** 0.954 ***

0.616 ***
0.216 *
0.402 ***
0.363***
0.049
-0.001
0.154

0.006
0.158 0.222 **
0.456***  -0.144

-0.143 0.284 **
-0.366 *** -0.066
-0.444 *** 0.201 *

0.069

-0.100 0.093

0.200 * -0.054 -0.397 ***

0.137 -0.075 0.376 *** 0.443 ***

Spearman correlations are reported in the lower triangular matrix; ECI: Ethical commitment index =
> Ethical commitment dimension; r: Implied cost of equity capital; MV: Market value of equity in millions;
P/B: Price-to-book ratio; FLV: Total assets to the book value of common equity ratio; D/M: Debt-to-market
value of equity ratio; Beta: Five-year rolling beta estimated by the Capital Asset Pricing Model; Disp.:

Dispersion of analysts’ forecasts =

Standard Deviation of Analysts’ Forecasts |,

Net Income .

Value of Equity’

Liability 4+ Market Value of Equity
Total Assets )

*p <0.1; **p < 0.05; ***p < 0.01

turn on equity = Book

Consensus Mean Forecasts
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Table 6: Regression of Financial Variables on ECI and Variables for Firm

Characteristics
Intercept ECI Beta Disp. A Sales TA FLV R?

Panel A: P/B

Model 1 0.177 0.076*** 0.300* 0.223 0.332 -4.070E-06 0.004 0.224
Model 2 0.633*** 0.064*** 0.125
Model 3 0.241*** 0.067***  0.388*** 0.198
Model 4 0.566*** 0.065*** 0.305 0.137
Model 5 0.496*** 0.073*** 0.501 0.170
Model 6 0.629*** 0.067*** -2.140E-06 0.126
Model 7 0.624*** 0.063*** 0.006 0.126
Panel B: Tobin’s @

Model 1 0.609*** 0.040*** 0.136 0.102 0.078 -6.500E-06 0.003 0.179
Model 2 0.806*** 0.031*** 0.100
Model 3 0.646*** 0.032*** 0.159* 0.142
Model 4 0.776*** 0.032*** 0.137 0.109
Model 5 0.768*** 0.034*** 0.141 0.112
Model 6 0.795*** 0.037*** -5.660E-07 0.127
Model 7 0.809*** 0.032*** -0.002 0.100
Panel C: ROE

Model 1 0.0392 0.0049 0.0605 -0.0077  -0.0671 9.871E-07  -0.0017  0.057
Model 2 0.0758*** 0.0060 0.023
Model 3 0.0311 0.0070 0.0442 0.023
Model 4 0.0749** 0.0064 0.0038 0.040
Model 5 0.0844** 0.0058 -0.0314 0.026
Model 6  0.0769*** 0.0058 5.791E-7 0.024
Model 7 0.0760** 0.0064 -0.0001  0.023

Panel A: P/Bjt = o1 + 1 - ECLj; + B2 - Betaj; + B3 - Disp'jt + B4 - ASalesj; + 85 - TAji + Be - FLVj¢ + €513
Panel B: Tobin’s Q;; = a1+ f1-ECLj; + B2 - Betaj; + 83 - Disp. j;, + B4 - ASales it + 85 - TAjt + B6 - FLV j1 +€5t;
Panel C: ROE;; = a1 + (1 - ECLj; + B2 - Betaj; + 33 - Disp.jt + B4 - ASales;j + 85 - TAjy + B6 - FLV ji 4 €.

ECI: Ethical commitment index;

I

Implied cost of equity capital;
beta estimated by the Capital Asset Pricing Model;
Standard Deviation of Analysts’ Forecasts

Disp.:

Consensus Mean Forecasts

; A Sales: % change sales = g

Beta:  Five-year rolling
Dispersion of analysts’ forecasts =

oales, 1; TA: Total Assets;

ales;

FLV: Total assets to the book value of common equity ratio; PB: Price-to-book ratio; Tobin’s @: Tobin’s @

_ Liability + Market Value of Equity

Ratio Total Assets
*p < 0.1; **p < 0.05; ***p < 0.01

; ROE: Return on equity =

Net Income
Book Value of Equity *

Table 7: Regression of Implied Cost of Equity Capital on ECI and Variables
for Firm Characteristics

Intercept ECI Beta Disp. A Sales TA FLV R?
Model 1 0.142*** -0.008*  0.033  0.260*** -0.074  -5.379E-09 0.012 0.346
Model 2 0.241***  -0.009** 0.048
Model 3 0.201***  -0.008**  0.040 0.067
Model 4  0.176*** -0.007* 0.281*** 0.317
Model 5 0.254***  -0.009** -0.046 0.057
Model 6  0.239*** -0.007* -1.260E06 0.053
Model 7 0.182*** -0.008* 0.028  0.083

rjt = Q1 —+ 51 . ECIjt —+ ﬁg . Betajt =+ ﬁ3 . DiSp.]-t —+ ﬁ4 . ASaleSjt =+ ﬁ5 . TAjt + ﬁﬁ . FLVjt =+ Ejt-

ECI: Ethical commitment index;

T:

Implied cost of equity capital;
beta estimated by the Capital Asset Pricing Model;
Standard Deviation of Analysts’ Forecasts

Disp.:

Consensus Mean Forecasts

FLV: Total assets to the book value of common equity ratio; ROE: Return on equity =
Liability + Market Value of Equity

Tobin’s @: Tobin’s @ Ratio =

*p < 0.1; **p < 0.05; **p < 0.01

Total Assets

32

; A Sales: % change sales = S
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Table 8: Correlation between Variables

ECI g Ty T2 T3 TQo TQ: TQ2
ro -0.237**
ry -0.231** 0.252**
ro -0.241** 0.289** 0.568***
r3 -0.206* 0.275* 0.311** 0.590***
TQo 0.295*** -0.124 -0.064 -0.122 -0.275
TQ1 0.212** 0.080 0.124 -0.022 -0.029 0.708***
TQ2 0.247** 0.240* 0.260** -0.135 0.018 0.397*** 0.806***
TQs 0.206™ 0.338** 0.205 0.006 -0.090 0.283 0.504*** 0.702***

Spearman correlations are reported in the lower triangular matrix; ro: Implied cost of equity capital in 2004; ry:
Implied cost of equity capital in 2005; ro: Implied cost of equity capital in 2006; r3: Implied cost of equity capital
in 2007; TQo: Tobin’s Q ratio in 2004; TQq: Tobin’s Q ratio in 2005; TQ2: Tobin’s @ ratio in 2006; TQs: Tobin’s
Q@ ratio in 2007.

*p < 0.1; **p < 0.05; ***p < 0.01
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