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Jihyun Eun, PhD 
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ABSTRACT 

 
 
 Supervising Professor:  Seung-Hyun Lee, PhD 
 
 
 
 
This dissertation focuses on the theme of nonmarket strategy. Nonmarket strategy involves 

managing corporate interactions with various types of stakeholders within social, political, and 

legal environments to achieve better performance. Firms are certainly social entities; they cannot 

stand alone without interdepending on government, customers, suppliers, employees, or the 

public. Thus, the core goal of this field is to improve such social interplays and satisfy these 

stakeholders, particularly in the form of corporate political activity (CPA) and corporate social 

responsibility (CSR). However, despite the theoretical and practical implications within this idea, 

some fundamental questions remain. First, what particularly encourages firms to actively pursue 

a nonmarket strategy? Second, does it really matter? Do firms really create value through 

nonmarket strategy? The primary goal of this dissertation is to answer these two fundamental 

questions. 

This dissertation consists of three essays. The first essay (Chapter 1), which was accepted and 

published online first at Business & Society, probes the conditions under which firms become 

motivated to pursue a nonmarket strategy, typically CPA. In particular, this study explores what 

factors affect diverse decision-making practices regarding lobbying engagement. By applying the 
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aspiration concept and behavioral theoretical framework, this study argues that firms that fail to 

reach the performance level of the past self (historical aspiration) are more likely to actively 

pursue lobbying as a way to find solutions for such performance failure. On the other hand, this 

kind of tendency is reversed in the case of social aspiration; firms that fail to reach the 

performance level of their peers are less likely to pursue lobbying, given that the benefits from 

lobbying can spill over to other firms.  

The second essay (Chapter 2) explores the value-creation mechanism of CPA, particularly 

political contributions through a Political Action Committee (PAC). In general, PAC 

contributions are kept under a certain legal amount and do not involve the specific issues at hand. 

These characteristics often trigger doubts regarding the real benefits firms can attain by making 

such contributions. However, by testing the stock market returns around the proposal and 

passage of the Troubled Asset Relief Program (TARP) in the 2008 financial crisis, this study 

finds that investors actually hold political contributions in high regard.  

The third essay (Chapter 3) investigates the value-protection mechanism of CSR reputation. 

Extant research has suggested that corporate investment in CSR becomes particularly valuable 

when a firm encounters a reputational crisis. At the same time, however, the agency theory 

literature also suggests that CSR can backfire on firm value depending on the contexts, as CSR 

possibly signals the existence of sloppy management and opportunistic resource allocation by 

managers. Thus, this study tries to reconcile these contradicting theoretical perspectives and 

explore the real value of CSR by testing the effect of CSR in the context of financial 

misrepresentation. Interestingly, this study finds that CSR certainly has an insuring effect only 

when accompanied by a high level of managerial ownership.
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1.1 Synopsis 

Given corporate lobbying’s double-edged nature, previous research has been interested in 

what motivates firms to engage in lobbying. In this study, we build on previous works to analyze 

how two types of aspiration, historical aspiration, which represents the level of performance 

firms aim to achieve given past self-performance, and social aspiration, which represents the 

level of performance firms aim to achieve given competitors’ achievements, shape corporate 

lobbying decisions. Our premise is that when a firm’s product market performance is below 

historical aspirations, then the firm is motivated to engage in lobbying because the benefits of 

lobbying outweigh the potential costs. However, when a firm’s product market performance is 

below social aspirations, then decision-makers perceive that the potential challenges of lobbying 

outweigh the benefits and decide not to engage in lobbying. By examining automotive firms in 

the U.S. light vehicle market from 1998 to 2013, we find significant empirical support for our 

general premise. Using Tobit regression analysis, we find that automotive firms present 

diverging motivations for lobbying depending on whether they attend to historical or social 

aspirations for sales performance. 

1.2 Introduction 

The traditional approach for understanding corporate political activity (CPA) has been to 

discuss and identify the firm- and industry-specific variables that motivate firms to engage in 

CPA (Hillman, Keim, & Schuler, 2004; Lenway & Rehbein, 1991; Lux, Crook, & Woehr, 2011; 

Masters & Keim, 1985; Meznar & Nigh, 1995; Schuler, Rehbein, & Cramer, 2002). Departing 

from this traditional stream of research, scholars have become increasingly interested in how 

competitive goals shape a firm’s decision to engage in CPA (e.g., Bach & Allen, 2010; Baron, 
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1995; Shaffer, Quasney, & Grimm, 2000). Rudy and Johnson (2016) find that firms are more 

motivated to engage in CPA when they seek solutions for market performance problems. 

Holburn and Vanden Bergh (2014) propose that firms engage in CPA when they need to protect 

upcoming merger and acquisition (M&A) performance. In addition, Capron and Chatain (2008) 

and McWilliams, Van Fleet, and Cory (2002) suggest that firms rely on CPA to damage 

competitors’ use of resources so that they can outperform in the market. 

Even though CPA may enable firms to attain strategic benefits (Lux et al., 2011), firms 

still face certain challenges when utilizing CPA to support competitive goals and market 

performance. These challenges occur because of the distinctive characteristics of CPA as a 

nonmarket activity. For instance, although a firm may individually invest in CPA, it does not 

achieve perfect excludability in some cases; benefits from CPA can spill over firm boundaries. In 

addition, there is considerable uncertainty regarding the effectiveness of CPA, particularly 

depending on a firm’s capabilities to manage the given nonmarket environment (Bonardi, 

Holburn, & Vanden Bergh, 2006; Hadani & Schuler, 2013) and ability to specify CPA 

objectives. In this sense, therefore, it is natural to assume that in certain cases firms become 

demotivated, rather than motivated, to engage in CPA, even with the need for better market 

performance. Then, given this double-edged nature of CPA, what really motivates firms to 

engage in CPA? 

To answer this question, we first focus on corporate lobbying among various types of 

CPA. Lobbying is the most dominant form of CPA, has fewer restrictions, and deals with 

relatively specific issues (Hersch, Netter, & Pope, 2008; Lord, 2000; Ridge, Ingram, & Hill, 

2017). Thus, lobbying represents one of the most popular and efficient types of CPA for 
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influencing legislators. However, at the same time, lobbying is vulnerable to the spillover of 

benefits and requires a certain level of capabilities. Thus, we believe that the potential benefits 

and challenges of CPA become salient in the case of lobbying. 

Second, we focus on the types of aspirations, or performance goals of firms, that 

organizational decision-makers adopt. Following Rudy and Johnson (2016), we emphasize that 

firms’ motivation for lobbying becomes stronger if firms face a market performance problem, 

conceptualized in terms of performance below aspirations (e.g., Cyert & March, 1963). In such a 

case, lobbying becomes a good way to search for solutions owing to its strategic benefits (Rudy 

& Johnson, 2016). We test this mechanism in the U.S. automotive (light vehicle) market. 

However, we go one step further and propose that due to the potential challenges of 

lobbying, whether or not firms become fully motivated to engage in lobbying likely depends on 

the type of aspiration their decision-makers consider: historical versus social. Historical 

aspiration represents the level of performance a firm aims to achieve given past self-

performance, whereas social aspiration represents the level of performance a firm aims to 

achieve given competitors’ performance (Cyert & March, 1963; Shinkle, 2012). Interestingly, 

scholars such as Greve (2003b) and Kim, Finkelstein, and Haleblian (2015) have suggested that 

these two types of aspirations provide different grounds for understanding and interpretation of 

the given performance problem. As a result, decision-makers are likely to come up with 

diverging strategic responses, rather than taking similar actions, when they realize their 

organizations’ performance is below historical versus social aspirations (Kim et al., 2015; 

Shinkle, 2012). Based on this, we argue that firms are likely to become motivated to engage in 

lobbying only when product market performance is below historical aspirations. If product 
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market performance is below social aspirations, a firm’s decision-makers likely perceive that the 

challenges of lobbying outweigh the benefits; thus, they are demotivated to engage in it. 

In this study, we extend and contribute to the relevant literature in several ways. First, 

building on Rudy and Johnson’s (2016) finding that performance below aspirations may be an 

important determinant of lobbying, we contribute to the CPA literature by further presenting that 

firms’ strategic motivations for lobbying can vary particularly depending on the type of 

aspiration. The existing literature has relatively underexplored what specifically makes 

organizational decision-makers perceive the benefits of engaging in lobbying as being more 

significant than the costs and eventually become motivated to lobby. Therefore, we believe that 

this study adds insight to the literature by exploring such cost–benefit analysis and motivation 

mechanism for lobbying engagement based on two different types of aspiration. 

Second, this study also contributes to the behavioral theory literature by exploring how 

different types of aspiration trigger dissimilar subsequent strategic responses. This study thereby 

addresses the increased call for utilizing separate analytical models for historical and social 

aspirations (Kim et al., 2015; Shinkle, 2012). 

In addition, more practically, the research context of this study, the product market, 

provides a deeper understanding of how lobbying works within the given market conditions. By 

focusing on the U.S. automotive (light vehicle) market, this study provides a more nuanced 

understanding and practical implications regarding lobbying engagement. 

1.3 Literature Review: Corporate Lobbying 

Corporate lobbying refers to a firm’s attempt to “inform and persuade legislators and 

their staffs by providing specific data, analysis, and opinions on business-related public policy 
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issues” (Lord, 2000, p. 78). Lobbying has been one of the most dominant forms of corporate 

efforts to satisfy the business–government relationship, along with political contributions 

(Schuler et al., 2002). In particular, lobbying takes place with a clear purpose focusing on 

specific issues while having few restrictions (e.g., Delmas, Lim, & Nairn-Birch, 2016; Hersch et 

al., 2008; Ridge et al., 2017). Thus, it has been an especially effective way for firms to “express 

preferences for or against particular policies” (Jia, 2018, p. 309) for their own interests. 

Interestingly, corporate lobbying has a double-edged nature. It can bring either benefits or 

challenges for the participating firms. Therefore, we assume that a firm’s strategic motivation for 

lobbying may intrinsically connote a careful analysis regarding its benefits versus challenges. 

Firms generally engage in lobbying in two ways: individually and collectively (through 

associations) (Hillman & Hitt, 1999; Olson, 1965; Ozer & Lee, 2009). Both cases have their own 

benefits and challenges, but this study focuses on individual lobbying. 

Scholars have found that lobbying enables a firm to enjoy potential benefits as it manages 

opportunities and threats more effectively. First, a firm engaging in lobbying can realize 

opportunities to enhance its own advantages by affecting government decisions in its favor, such 

as securing government contracts (Ridge et al., 2017). In addition, a firm engaging in lobbying 

has opportunities to deal with competition and obtain advantages vis-à-vis its competitors within 

the same industry. For instance, a firm may regulate the strategic activities of competitors by 

framing such activities as antitrust behavior (e.g., Labaton & Helft, 2008). A firm can also raise 

the costs for its competitors by persuading policy-makers to make core resources on which its 

competitors particularly rely hard to achieve or less valuable (e.g, Capron & Chatain, 2008). 

Second, through lobbying, a firm can also minimize threats. For example, lobbying efforts can 
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mitigate unfavorable regulations (e.g., Rapoport & Andriotis, 2017) while improving 

institutional conditions in terms of price, taxation, and tariff. 

In addition, Rudy and Johnson (2016) note distinctive features of lobbying in terms of 

time and expense, compared with market-based activities such as research and development 

(R&D). First, nonmarket activities, such as lobbying, “require significantly less investment” as 

“the fixed nature of the nonmarket environment (i.e., a constant number of politicians in the 

legislative system) allows smaller investments to generate significant leverage” (Rudy & 

Johnson, 2016, p. 942). Second, lobbying can also “be taken more immediately” in comparison 

with market-based activities, which generally require firms to “rely on routines and established 

processes to develop budgets and strategic action plans” (Rudy & Johnson, 2016, p. 942). 

However, despite such benefits, lobbying still presents challenges. One complication is 

that the benefits of lobbying may spill over the firm’s boundaries. Contrary to market-based 

activities, a firm engaging in lobbying “may not be the sole beneficiary” (Hillman, Zardkoohi, & 

Bierman, 1999, p. 69). As Schuler (1996) points out, “Investment in public policy differs from 

other types of strategic investment” because “the benefits are seldom fully appropriated by the 

investing firm, but spill over to other firms” (p. 721). Thus, to minimize such a spillover, a firm 

may engage in lobbying individually when it can obtain extra benefits or appropriate the most 

benefits from the investment (De Figueiredo & Tiller, 2001). Nevertheless, even when a firm 

lobbies individually for its own purpose, it cannot always achieve perfect excludability. For 

instance, if a firm engages in lobbying to regulate its major competitor’s movements, other firms 

in the same market may still enjoy some advantages at no cost, such as weaker competition 

(although the focal firm enjoys the greatest benefit from the outcome). 
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Moreover, uncertainty regarding the effectiveness of lobbying is somewhat high. The 

political market with respect to lobbying has become more and more competitive (Drutman, 

2015; Hadani & Schuler, 2013), and lobbying efforts may not directly result in satisfactory 

outcomes. Rather, the effectiveness of lobbying depends significantly on a participating firm’s 

capabilities (Bonardi et al., 2006). To achieve the maximum results from lobbying, a firm must 

have sufficient information, knowledge, skill, and/or experience (Bonardi et al., 2006). It is also 

important for a firm to have the ability to build lobbying strategies based on a precise 

understanding of its given strengths and weaknesses, strategic position, or resource endowment 

(e.g., Fremeth & Richter, 2011). To effectively lobby, a firm must know exactly what to lobby 

for, which in turn requires the firm to identify its own lobbying objectives embedded in its 

external and internal conditions (e.g., Drutman, 2015). 

Given this double-edged nature of lobbying, then, under what conditions do firms 

become motivated versus demotivated to engage in it? To answer this question, we advance 

Rudy and Johnson (2016) in this study by focusing on a condition in which a firm fails to meet 

its aspirations within the product market. 

1.4 Theory and Hypotheses 

1.4.1 Aspirations, Corporate Lobbying, and the Product Market 

Organizational decision-makers generally set and rely on aspirations (Cyert & March, 

1963; Fiegenbaum, Hart, & Schendel, 1996), which mean the “desired performance levels” 

(Shinkle, 2012, p. 416). Cyert and March’s (1963) behavioral theory of the firm suggests that 

organizational decision-making is a process in which decision-makers allocate their limited 

attention to such aspirations. According to this theory, decision-makers tend to compare their 
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firm’s aspirations against actual performance. If they find that the actual performance falls below 

the aspiration, the negative gap attracts their attention and is perceived as indicating a problem. 

Thus, the gap motivates them to engage in strategic activities to find solutions. 

Many follow-up studies have identified these strategic activities in terms of market-based 

activities, such as R&D (W.-R. Chen & Miller, 2007; Greve, 2003a; Vissa, Greve, & Chen, 

2010) and acquisition (Iyer & Miller, 2008). However, Rudy and Johnson (2016) argue that 

performance below aspirations may motivate firms to invest not only in market-based activities, 

but also in nonmarket activity—lobbying. As decision-makers also tend to be risk averse in 

threatening situations (Staw, Sandelands, & Dutton, 1981), a firm with a performance problem 

may try to search for solutions through relatively less risky activities, particularly in the short 

term; thus, lobbying, which can be immediately deployed with relatively less expense than 

market-based activities such as R&D, may become a favorable choice (Rudy & Johnson, 2016, 

pp. 942-943). 

Interestingly, the possible role of lobbying as a solution for a performance problem is 

likely to become more salient, particularly in the context of the product market. The distinctive 

benefits of lobbying, compared to market-based activities, provide a good match with two 

primary sources of performance problems in the product market: competition and institutional 

conditions. On one hand, product market performance is an outcome of competitive dynamics, 

which refer to “interfirm rivalry based on specific competitive actions and reactions” (M.-J. 

Chen & Miller, 2012, p. 137). Competitors’ initiatives and responsive movements within the 

market mainly determine product market performance, specifically in terms of unit sales, market 

share, and new product introduction (Ferrier, Smith, & Grimm, 1999; Ketchen, Snow, & Hoover, 
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2004). On the other hand, product market performance is partly determined by the given 

institutional environmental conditions, such as political or legal arrangements. Firms are likely to 

sustain or increase sales when regulations are less demanding or when such regulations protect 

firms from outside invaders (Eden & Molot, 1996). 

Given these features, therefore, firms might increasingly need to engage in strategic 

activities to deal with both competitive dynamics and institutional conditions when they fail to 

meet their aspirations within the product market. In such a case, firms may try to analyze the 

underlying causes of unsatisfactory sales and attempt to remedy the problem by applying the best 

solution. Interestingly, in such a case, traditional market-based activities are likely to intrinsically 

address only the competition, and not the institutional conditions. However, nonmarket activity, 

particularly lobbying, provides a good match with such strategic needs. It can adapt to both 

competition and institutional conditions. For instance, a firm may utilize lobbying to put a brake 

on its competitor’s expansion through acquisitions in the product market. At the same time, it 

can also rely on lobbying to persuade legislators to build up stronger entry barriers to protect the 

product market or relax specific regulations. Therefore, lobbying can become a useful strategic 

activity to consider as a way of searching for performance solutions in the product market. 

Considering such a fit between product market performance and the benefits of lobbying, 

we can conclude that product market performance below aspirations potentially motivates a firm 

to engage in lobbying. By stating this, we do not contradict the possible effect of performance 

below aspirations on a firm’s motivation to engage in traditional market-based activities. Rather, 

as many previous studies have found (e.g., Argote & Greve, 2007), we also assume that such a 

negative performance gap has a positive effect on these market-based activities. However, in this 
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study, we emphasize the notion that firms are also likely to rely on nonmarket activity to search 

for solutions in response to the need for better market performance, in addition to firms’ well-

known reliance on market-based activities. Thus, we focus solely on lobbying while controlling 

for market-based activities such as R&D in the case of performance problems. 

Moreover, we argue that, due to the potential challenges of lobbying, firms may not 

become fully motivated to engage in lobbying. Firms likely search for solutions through 

lobbying only when their decision-makers perceive that the benefits of lobbying outweigh the 

challenges. For such a situation, the types of aspirations that decision-makers adopt are likely to 

play a determinative role, as follows. 

1.4.2 Historical Aspirations Versus Social Aspirations 

Interestingly, some scholars have found that the effects of unmet aspirations on firms’ 

subsequent strategic responses can vary, depending on the type of aspiration—typically, 

historical versus social (Kim et al., 2015). For instance, Harris and Bromiley (2007) find that 

firms’ tendencies to involve financial restatement are likely stronger when their performance is 

below social aspirations, compared to the case of historical aspirations. In a similar vein, 

Mishina, Dykes, Block, and Pollock (2010) find more significant results for social rather than 

historical aspirations. In addition, Kim and colleagues (2015) find that firms’ subsequent 

acquisition behavior can differ depending on the types of aspirations on which they rely. These 

studies add important insights: Firms respond to performance below aspirations, but different 

types of aspirations may trigger “different responses” (Shinkle, 2012, p. 448). 

One explanation of such dissimilar effects is that historical and social aspirations provide 

organizational decision-makers with different grounds for understanding the given performance 
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problem. Depending on whether they attend to historical or social aspirations, decision-makers 

may experience different levels of information uncertainty, recognize different aspects of the 

problem, and eventually attain different clues for subsequent strategic movement. For instance, 

historical aspiration reflects the past performance of a focal firm, thereby containing relatively 

less ambiguous information to interpret (Greve, 2003b). It also represents the level of 

achievement that the firm could normally reach with the given organizational characteristics and 

conditions; thus, if unmet, it can signal a problem in terms of effectiveness (Kim et al., 2015, p. 

1364). However, social aspiration reflects the performance of comparable peers, thereby 

containing relatively ambiguous and uncertain information to interpret (Greve, 2003b). If such an 

aspiration is unmet, it can signal a lack of competitive advantages and “capabilities vis-à-vis 

competitors” in the marketplace (Joseph & Gaba, 2015, p. 1962). In this sense, even though both 

indicate a performance problem, performance below historical aspirations and performance 

below social aspirations may emphasize relatively different aspects of the problem. Thus, they 

encourage decision-makers to come up with dissimilar strategic alternatives in searching for 

solutions. Because organizational decision-makers have limited cognitive ability (Simon, 1947), 

“the selection of organizational moves depends on the issues and answers that decision-makers 

attend to” (Ocasio, 1997, p. 201). This also applies to firms’ selection of lobbying as a way of 

searching for solutions. Depending on the types of aspirations to which decision-makers attend, 

the benefits and challenges of lobbying may be weighed differently. 

Product market performance below historical aspirations. Historical aspiration refers to 

the level of performance a firm aims to achieve given past self-performance (Bromiley & Harris, 

2014; Cyert & March, 1963; Shinkle, 2012). In general, information on past self-performance is 
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internally generated and less ambiguous to interpret (Greve, 2003b). Historical aspiration also 

provides an important clue about corporate effectiveness, as it reflects what a focal firm has been 

able to achieve given its organizational characteristics and conditions (Kim et al., 2015, p. 1364). 

In this sense, Greve (2003b) posits that historical aspiration becomes “an indicator of how well 

the organization can perform” as well as “how well the organization should perform” (p. 42). 

For this reason, when decision-makers attend to a situation in which their firm’s product 

market performance is below historical aspiration, they are likely to experience great pressure. 

Such an unmet historical aspiration may indicate that their firm is not as effective in managing 

the product market as it was in the past, thus inviting censure from stakeholders. Furthermore, 

given that historical aspiration represents a “trend” of performance over time (Baum, Rowley, 

Shipilov, & Chuang, 2005, p. 543), an unmet historical aspiration may signal not only a current 

sales or market share problem, but also the possibility of failing to “meet future growth 

expectations” (Joseph & Gaba, 2015, p. 1964). Nevertheless, declining performance may not 

allow the firm to invest resources in multiple activities to overcome such a negative forecast 

(e.g., Joseph & Gaba, 2015; Vidal & Mitchell, 2015). 

Given these pressures, pessimistic future forecasts, and resource constraints, decision-

makers may have greater incentive to pursue immediate recovery of corporate performance in 

the case of performance below historical aspirations. They are likely to attempt to apply 

solutions that can directly address the underlying causes of the problem and be adopted 

immediately at a lower expense. In such a situation, corporate lobbying may become a 

particularly favorable activity in which to engage. Lobbying can deal directly with both 

competition and institutional conditions, which are two fundamental determinants of product 
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market performance. Moreover, lobbying has advantages in terms of time and expenses (Rudy & 

Johnson, 2016). Firms can immediately begin to search for solutions through lobbying to satisfy 

their urgent need for performance recovery while buying “more time to make longer term and 

riskier market-related investments” (Rudy & Johnson, 2016, p. 943). 

In addition to these rationales for benefits, in the case of historical aspiration, the 

challenges of lobbying are less likely to stand out. First, in this case, decision-makers are fixated 

on their own firm rather than competitors and, therefore, likely pay less attention to how benefits 

from lobbying possibly spill over to other firms. In other words, as their reference point is on 

past achievements, the most important strategic question for decision-makers involves how their 

firm can perform better than its past self (Greve, 2003b). Thus, as long as decision-makers are 

sure that their firm will enjoy the greatest benefits from its lobbying efforts, they may not 

consider the unintended potential spillover of benefits as an important challenge; nor are they 

likely to regard such a potential spillover as a reason to discard the strategic option to lobby. 

Second, uncertainty regarding the effectiveness of lobbying is relatively low in this case. 

Because historical aspiration involves what a focal firm has achieved in the past, the firm is 

likely to have the best information and knowledge about the specific strategic aspects that it 

needs to complement in the product market to recapture the past performance level. In particular, 

decision-makers understand which strategic actions and position their firm took in the product 

market, given its specific strengths, weaknesses, and resource endowment. As a result, decision-

makers can build a lobbying strategy in a relatively easy manner. As they are more likely to have 

a clear idea about exactly what to lobby for, they are less likely to worry about uncertainty 
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regarding lobbying effectiveness. Thus, in the case of product market performance below 

historical aspirations (PPBHA), a firm is likely to become fully motivated to engage in lobbying. 

Hypothesis 1 (H1): Firms will engage in lobbying when product market performance is 

below historical aspirations. 

Product market performance below social aspirations. Social aspiration refers to the 

level of performance a firm aims to achieve given its comparable peers’ performance (Bromiley 

& Harris, 2014; Cyert & March, 1963; Shinkle, 2012). By definition, these comparable peers are 

generally firms that share similar strategic characteristics or aspects within the same reference 

group (Fiegenbaum & Thomas, 1995; Greve, 2003b; Panagiotou, 2007; Shinkle, 2012). Thus, the 

performance of these peers becomes a useful “benchmark level” (Baum et al., 2005, p. 543) for 

assessing a focal firm’s current strategic competitiveness (Kim et al., 2015). Interestingly, such a 

role of social aspiration becomes especially salient with respect to the product market. Within the 

product market, decision-makers are more likely to recognize in which strategic reference group 

their firm belongs. Depending on the firm’s product lines, it is relatively easy to identify the 

comparable peers and to observe how these firms are performing in the market. 

When decision-makers pay attention to a situation in which their firm’s performance is 

below social aspiration, they are also likely under great pressure. Their stakeholders may want 

them to achieve “at least on a par with other firms in the reference group” (Kim et al., 2015, p. 

1365). However, despite such high comparability, it is still a relatively difficult and ambiguous 

task for these decision-makers to analyze the underlying causes of such an unmet social 

aspiration. This is because information on the performance of others is externally generated 

(Greve, 2003b; Kim et al., 2015). Product market performance that lags in terms of social 
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aspiration generally does not indicate how others can outperform a focal firm; nevertheless, it 

clearly signals that the firm is losing its core distinctive features, compared with its competitors, 

and is thus failing to satisfy consumers with its products (Joseph & Gaba, 2015). 

As a result, in such a situation, corporate lobbying may become a less favorable activity 

in which to engage. Even though lobbying can bring benefits in terms of managing opportunities 

and threats and in terms of saving time and expense, the challenges of lobbying outweigh the 

benefits in this case of social aspirations. First, uncertainty regarding the effectiveness of 

lobbying is relatively high. As mentioned earlier, in the case of performance below social 

aspirations, a firm’s decision-makers may not understand exactly what made their firm lag 

socially behind its competitors in the product market (e.g., Kim et al., 2015). Decision-makers 

are less likely to have enough or precise information about the underlying motivation for the 

specific strategic actions that their firm’s competitors have undertaken in the product market, nor 

will they have a complete picture of their competitors’ up-to-date resources, strengths, and 

weaknesses in the market. Thus, this may result in relative difficulty with respect to building a 

subsequent lobbying strategy. To maximize the lobbying effectiveness, a firm must be able to 

clearly identify the lobbying objectives embedded in the external and internal conditions (e.g., 

Drutman, 2015). However, in the case of performance below social aspirations, a firm’s 

decision-makers are less likely to have enough information or knowledge about the specific 

strategic aspects that their firm needs to complement in the product market. In other words, they 

may not have a clear idea of exactly what to lobby for, compared with the case of historical 

aspirations. 
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Second, in this case, decision-makers are more likely to be concerned about the potential 

spillover of the benefits from lobbying because they are fixated on competitors rather than their 

own firm. As their reference point is on others’ achievements, the most important strategic 

question in this case concerns how to perform better than others (Greve, 2003b). Because an 

unmet social aspiration indicates that a firm lacks competitive advantage and distinctive 

capabilities in the product market, the key is to search for solutions that can bring about 

competitiveness solely for the focal firm. Thus, decision-makers are less likely to consider 

providing any benefit to other firms if those firms are already doing better than their own firm. In 

such a situation, engaging in lobbying and potentially benefiting others makes little sense to 

them, regardless of how many benefits lobbying would bring to the focal firm. As a result, 

decision-makers may try to search for a solution through other activities, possibly market-based 

activities whose potential benefits do not spill over to other firms. Thus, in the case of product 

market performance below social aspirations (PPBSA), the challenges of lobbying likely 

outweigh the benefits. Eventually, a firm is more likely to become demotivated to engage in 

lobbying. 

Hypothesis 2 (H2): Firms will not engage in lobbying when product market performance 

is below social aspirations. 

1.4.3 Moderating Effect: Dependence on the Focal Product Market 

In general, most firms operate to some extent in multiple product markets in terms of 

either business or geographic segments. By diversifying their market portfolio (i.e., engaging in 

multimarkets), firms become capable of controlling potential risks more effectively (Gimeno & 

Woo, 1999). In this sense, a firm’s strategy for a particular product market is an outcome of how 
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its market portfolio is designed and, more practically, how much more important that particular 

market is within the portfolio (Jayachandran, Gimeno, & Varadarajan, 1999). If a firm is highly 

dependent on the focal product market, then it is more likely to devote greater focus on the 

market and attempt to take more strategic actions to protect its profits from that market (M.-J. 

Chen & MacMillan, 1992). Therefore, without considering such dependence, it becomes difficult 

to understand a firm’s strategic motivation and subsequent movement in the focal product market 

when a certain event occurs. 

In this sense, the effects of product market performance that falls below historical and 

social aspirations on corporate lobbying may also change, depending on a firm’s reliance on the 

focal product market. If the firm is highly dependent on the focal product market, and if it is 

facing performance problems in that market, its motivation to search for solutions may become 

much stronger, compared with others that are relatively less dependent on that market. 

According to scholars such as Ito (1997) and Lee, Beamish, Lee, and Park (2009), a firm that is 

more committed to the focal market is less likely to have options other than to keep committing 

to that market. Moreover, as most of the firm’s profits come from a particular product market, 

failure to find proper solutions to declining performance in that market likely indicates a 

significant threat to the firm’s survival. As a result, the decision-makers may consider and 

quickly engage in as many strategic activities as their firm can afford to increase their chances of 

finding a proper solution. This is because widening the search scope can improve performance to 

some extent (e.g., Katila & Ahuja, 2002). Thus, in such a situation, lobbying can be regarded as 

an important strategic option that is difficult to disregard, even in light of its potential challenges. 
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When a firm gives up lobbying due to potential challenges, it must search for solutions 

solely through market-based activities. This can be somewhat risky, given that market-based 

activities take a relatively longer time to adopt (Rudy & Johnson, 2016) and present difficulties 

when dealing directly with institutional conditions. In this sense, if a firm is highly dependent on 

the focal product market, decision-makers will more likely endure the potential challenges of 

lobbying. They may try to increase their chances of finding proper solutions by utilizing 

lobbying, regardless of whether the product market performance is below historical or social 

aspirations. Therefore, 

Hypothesis 3 (H3): If a focal firm is highly dependent on the focal product market, the 

positive relationship between PPBHA and lobbying will be more positive. 

Hypothesis 4 (H4): If a focal firm is highly dependent on the focal product market, the 

negative relationship between PPBSA and lobbying will be less negative. 

1.5 Method 

1.5.1 Data 

We test our hypotheses by collecting panel data from the U.S. automotive (light vehicle) 

market for three reasons. First, the U.S. automotive market provides a good research setting in 

which to study the effects of product market performance. Firms operating within this market 

tend to be more concerned about sales performance, such as units sold, market share, and market 

position, in addition to pure financial performance. For instance, major automotive firms, such as 

BMW, Toyota, and Hyundai, often include their unit-sale records as supplementary information 

in their annual reports. Second, it is relatively easy to define and test the strategic reference 

groups and social aspirations as the U.S. automotive market has a limited number of operating 
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firms. Firms in this market are likely to observe and check each other, owing to their high 

visibility and comparability. Thus, we can expect that both historical and social aspirations are 

set more practically in this market. Third, the U.S. automotive market is acknowledged as a 

lobbying-intensive market. Many automotive firms in this market engage actively in CPA due to 

their high dependence on government sales and a unionized workforce. Thus, data availability is 

high. We accordingly believe that this market provides the best fit for our research focus. 

We collect sales data on light vehicles (passenger cars and light trucks) from 1998 to 

2013 from the WardsAuto database. WardsAuto provides the number of vehicle units that each 

automotive firm sells annually within the U.S. market. For the given time period, we identify 

mergers between firms, such as Chrysler and Daimler. Because their lobbying reports changed, 

depending on such mergers, we consider DaimlerChrysler (1998-2006), Daimler AG (2007-

2013), Chrysler LLC (2007-2008), and Chrysler Group LLC (2009-2013) as separate firms. 

Also, we treat Volvo Cars Corporation and AB Volvo as two separate firms, in accordance with 

their different ownerships. Our final data then consist of 26 automotive firms, which represent all 

firms operating within the U.S. light vehicle market for the given time period. 

As a second step, we gather the financial data for these firms from the S&P Capital IQ. 

Given that approximately 75% of our firms are non-U.S. firms, most of the financial data are 

recorded in their respective domestic currencies. For these non-U.S. firms, Capital IQ provides 

its own currency conversion using historical currency exchange rates. We therefore rely on this 

occurrence and convert the financial data into U.S. dollars. In addition to the currency 

conversion, Capital IQ provides financial data for firms, such as Jaguar Land Rover, that have 

been reporting their own financial statements, but Compustat provides only those of their parent 
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firms. Because we consider those firms that have separate financial statements from the parent 

firms as individual samples, we primarily rely on Capital IQ.1 

As a third step, we complement our financial data by matching them with Compustat and 

annual reports. In particular, some observations are missing with respect to the number of 

employees, R&D expenses, and advertising expenses in Capital IQ for some firms during the 

given time period. As a result, we complement these observations by referring to Compustat and 

annual reports.2 Also, as a robustness check, we compare all of our final financial data with 

Compustat data and generally find no significant difference. 

As a last step, we collect firm lobbying data from the Center for Responsive Politics, 

which provides the annual lobbying amounts and the number of lobbyists by issue and industry. 

1.5.2 Measurements 

Dependent variable. We measure corporate lobbying as the dollar amounts of lobbying 

spent by each firm for each year, particularly regarding issues relevant to the automotive industry 

in accordance with the details provided by the Center for Responsive Politics.3 

                                                 

1 For International Truck & Engine Co. and Subaru Motors, we use the financial data of their parent firms, Navistar International 
and Subaru Corporation (Fuji Heavy Industries), respectively, as Capital IQ does not provide separate financial statements for 
them. 

2 If we cannot complement the missing observations in R&D and advertising expenses, even after additionally checking 
Compustat and annual reports, we treat them as 0, following Hirschey, Skiba, and Wintoki (2012). Nevertheless, we 
additionally check our models without treating them as 0 and find analogous results for the main hypotheses. 

3 Because some of the firms in our analysis have multiple business segments with subsidiaries, we count the lobbying amounts 
spent only for the automotive segment. However, again, we also check our results by using the total lobbying amounts and find 
almost identical results. 
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Independent variable. In this study, we define product market performance as the 

number of vehicle units sold by a focal firm within the U.S. light vehicle market in a given year.4 

Based on this definition, we measure two independent variables PPBHA and PPBSA as follows. 

PPBHA. We calculate historical aspiration as an exponentially weighted moving average 

(EWMA) of the previous unit sales by each firm (Bromiley & Harris, 2014; Greve, 1998; Joseph, 

Klingebiel, & Wilson, 2016; Vissa et al., 2010). The formula is as follows: 

HA ,  =  , −1 + (1− ) HA , −1                                                     (1) 

where HAi, t – 1 is the historical aspiration of firm i at time t – 1, and Pi, t – 1 is the number of 

vehicle units sold by firm i at time t – 1. Following the literature, we gradually increase the 

weight, α, by 0.1 in the range between 0.1 and 0.9 to find the value that provides the maximum 

log likelihood. Eventually, we find the maximum log likelihood when α is equal to 0.2. 

After deriving the historical aspiration, we measure the gap between the actual unit sales 

performance and the historical aspiration. Following Mishina and colleagues (2010), the models 

calculating PPBHA and product market performance above historical aspiration (PPAHA) are 

as follows; we include PPAHA as a control variable: 

PPBHA ,  = HA ,  − ,   if  ( ,  < HA ,  )                                           (2) 

                                                            = 0 if ( ,   ≥ HA ,  ) 

PPAHA ,  = ,  − HA ,   if ( ,  > HA ,  )                                            (3) 

                                                            = 0 if ( ,  ≤ HA ,  ) 

                                                 

4 In particular, for DaimlerChrysler, we combine the units sold by Daimler and Chrysler from 1998 to 2006, as they jointly report 
corporate lobbying amounts during this time period. 
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where HAi,t is a historical aspiration of firm i at time t calculated as an EWMA of unit sales, and 

Pi,t is the number of units sold by firm i at time t. 

PPBSA. Many scholars agree that firms are likely to set their social aspirations based on 

the specific strategic reference groups to which they belong rather than using the market or 

industry mean, which is too broad (Shinkle, 2012). In this sense, to measure the effect of social 

aspiration more practically, we identify the reference groups in the U.S. light vehicle market. In 

doing so, we rely on the product segment data from Ward’s Automotive Yearbook and come up 

with three typical reference groups: Economy, Luxury, and Light Truck. In particular, from the 

Yearbook, we code all car models that are categorized into luxury segments. Then, we calculate 

how many luxury models a firm sold in a given year. If the number of luxury models sold 

accounts for more than 50% of the total units sold, then a focal firm is categorized into the 

Luxury group. Otherwise, we categorize it into the Economy group. For instance, in 1998, 

Honda sold 1,009,600 units in the U.S. light vehicle market. Of these, 31,883 units were luxury 

models. Given that this accounts for approximately 3% of the total units, Honda is categorized 

into the Economy group. We apply the same rule to the Light Truck group. For instance, Isuzu 

Motors primarily sold economy models until 2008. However, from 2009, the number of light 

truck models sold accounted for more than 50% of its total units sold. Therefore, Isuzu is 

categorized in the Economy group up to 2008 and in the Light Truck group from 2009. Table 1.1 

summarizes the list of firms within these three reference groups. 

We then calculate the firm’s social aspiration based on these three reference groups. In 

particular, the social aspiration of a focal firm is measured as the average unit sales of other firms 

within the same reference group. The formula is as follows: 
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                                       (4) 

                      

where Pj, t is the number of units sold by another firm j at time t; here, j is within the same 

reference group. N is the number of firms in the focal reference group.  

As a final step, we measure the gap between the actual unit sales performance and social 

aspiration for each firm by using the same formula we apply to obtain PPBHA and PPAHA. 

Thus, the models calculating PPBSA and product market performance above social aspirations 

(PPASA) are as follows. Again, we include PPASA as a control variable: 

                                PPBSA ,  = SA ,  − ,   if ( ,  < SA , )                                             (5) 

                                                              = 0 if ( ,  ≥ SA , ) 

PPASA ,  = ,  − SA ,   if ( ,  > SA , )                                             (6) 

                                                              = 0 if ( ,  ≤ , ) 

Moderating variable. In this study, the moderating variable is dependence on a focal 

product market, which indicates how dependent a firm is on the U.S. automotive market in terms 

of its profits. To calculate such dependence, we rely on the segment data from Capital IQ and 

measure the dependence based on two types of information: a focal firm’s revenue dependence 

on the automotive segment (business segment) and revenue dependence on the U.S. region 

(geographic segment). To do this, first, we measure each firm’s dependence on the automotive 

segment by calculating [Revenues that a focal firm attains from the automotive segment] divided  

 

 

 



 

25 

Table 1.1. Reference Groups in the U.S. Automotive (Light Vehicle) Market 

 

a For some years, the number of luxury models sold by Jaguar Land Rover does not account for more than 50% of its total units 
sold. However, as Jaguar Land Rover’s unit-sale records indicate that it mainly relies on the luxury models for most of the given 
time period, we categorize it into the Luxury group. 

 

 

Groups Firms 

Economy 
(More than 50% of total unit sales is  
from non-luxury models) 

Chrysler LLC (2007 – 2008) 
Chrysler Group LLC (FCA US LLC) (2009 – )  
DaimlerChrysler (1998 – 2006) 
Ford Motor  
General Motors  
Honda Motor  
Hyundai Motor  
Isuzu Motors (1998 – 2008) 
Kia Motors  
Mazda Motor 
Mitsubishi Motors  
Nissan Motor 
Subaru  
Suzuki Motor  
Toyota Motor  
Volkswagen 

Luxury 
(More than 50% of total unit sales is  
from luxury models) 

Audi 
BMW 
Daimler (2007 – )  
Jaguar Land Rover a 
Porsche  
Saab Automobile  
Tesla Motors  
Volvo Cars  

Light Truck 
(More than 50% of total unit sales is  
from light truck models) 

Isuzu Motors (2009 – ) 
International Trucks 
AB Volvo 
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by [Total revenues of the focal firm].5 All firms in our analysis obtain most of their revenues 

from the automotive segment, but some firms are diversified in multiple product segments (e.g., 

Suzuki Motors operates not only in the automotive segment but also in the motorcycle, 

marine/power products, and financing segments; therefore, its revenues from the automotive 

segment account for approximately 80% of total revenues). Second, we measure each firm’s 

dependence on the U.S. region by calculating [Revenues that a focal firm attains from the U.S. 

region] divided by [Total revenues of the focal firm].6 We then standardize each dependence 

(i.e., dependence on the automotive segment and dependence on the U.S. region). Finally, we 

sum those two standardized dependences to determine the focal firm’s dependence on the focal 

product-geographic (U.S. automotive) market. 

Control variables. We control for possible alternative effects by including several firm-

level, reference group-level, and market-level variables. At the firm level, we first control for 

firm size, as previous research has found that size can affect a firm’s corporate lobbying tendency 

(Hillman et al., 2004; Schuler et al., 2002). We measure this as the logarithm of the number of 

employees. Second, we control for financial resources, as firms with abundant slack are more 

likely to engage in political activities as well as search activities (Hillman et al., 2004; Schuler & 

Rehbein, 1997). Thus, we measure this as the current ratio. Third, we also include financial 

performance as a control variable, given that firms with greater financial performance are more 

                                                 

5 For those firms that do not specify their dependence on each product segment for some years as they get more than 90% of 
profits from the automotive segment (according to their annual reports), we apply 0.95 as an approximate revenue dependence 
on the automotive segment. 

6 The segment data from Capital IQ sometimes do not specify the revenues from the exact U.S. region. In such cases, we rely on 
the revenues from the North America region instead. 
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likely to engage in lobbying (Hillman et al., 2004). We measure this as the return on equity 

(ROE). Fourth, as corporate lobbying is a representative nonmarket activity, we control for the 

most representative market-based activities, R&D intensity (W.-R. Chen & Miller, 2007; Greve, 

2003a; Rudy & Johnson, 2016) and advertising intensity (Vissa et al., 2010). Fifth, given that 

foreign firms are less likely to engage in CPA (Hillman et al., 2004), we control for foreignness, 

which is coded as 1 if a focal firm is a non-U.S. firm and 0 otherwise.7 

At the reference group level, we control for whether or not a focal firm has a leader 

position within the specific reference groups of Economy, Luxury, or Light Truck. This is 

because leader firms are more likely to engage in political activities with greater commitment to 

protect the market and their status quo. Therefore, we code a focal firm as 1 if it occupies a 

group-leader position by selling the most units in a given year. As a result, our data present three 

group leaders per year. At the market level, we control for association lobbying amounts, as 

collective action may affect an individual firm’s tendency to engage in political activity (Hillman 

& Hitt, 1999). We measure this as the sum of the lobbying amounts paid by the most relevant 

associations for automakers operating in the U.S. automotive market. 

1.5.3 Analysis 

Given that our dependent variable, corporate lobbying, is left-censored with the mass of 

observations having a value equal to 0 (i.e., not all firms engage in lobbying8), a simple ordinary 

                                                 

7 In this study, DaimlerChrysler is coded as 0, a U.S. firm. This is because this merged firm surely has the characteristics of a 
U.S. firm to some extent, thanks to Chrysler’s experience and knowledge in the U.S. market. 

8 Referring to the Lobbying Disclosure Act of 1995, we regard a focal firm’s lobbying amount as zero for a given year if we do 
not find lobbying reports of the firm for that year. However, because there are some exceptions in the Lobbying Disclosure Act 
of 1995 that firms or lobbyists do not need to report the lobbying amounts (e.g., spent less than US$10,000), we additionally 
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least squares (OLS) analysis is likely to yield biased results (McDonald & Moffitt, 1980). Thus, 

we primarily rely on Tobit panel regression to test our hypotheses, following previous research 

on CPA (Cho, Patten, & Roberts, 2006; Hadani, 2007; Hill, Kelly, Lockhart, & Van Ness, 2013). 

However, we also complement our analyses with two additional regressions, firm fixed-effect 

and random-effect regressions, to double-check the explanatory power of our models. In all our 

models, we lag the independent and control variables for 1 year compared to the dependent 

variable. Also, we include reference group dummies and year dummies in our models. 

1.5.4 Results 

Table 1.2 shows the descriptive statistics and correlations for the variables used in this 

study.9 In Table 1.2, it is evident that both PPBHA and PPBSA are significantly correlated with 

corporate lobbying in positive and negative directions, respectively. However, it is also 

remarkable that PPASA is also strongly and positively correlated with lobbying. This may 

suggest that firms achieving above-mean sales of the reference group are less likely to be 

concerned about the spillover of benefits or uncertainty, which is basically an extension of our 

main arguments. 

To check the multicollinearity issue, we test the variance inflation factors (VIFs) for all 

variables and find that the mean value is 3.7, which is well below the threshold. This suggests 

that multicollinearity is not an issue in this study. 

                                                 

check our results with a more conservative approach. We find that we get almost analogous results for our hypotheses even if 
we exclude the observations without lobbying reports from our analyses rather than treating them as zero. 

9 Table 1.2 indicates that the correlation between foreignness and PPASA is particularly significant and negative. However, this 
is natural given that foreign firms are less likely to outperform in the U.S. market. Nevertheless, to ascertain that this high 
correlation does not affect the results, we additionally test our models without including the foreignness variable and find 
analogous results. 
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Table 1.2. Descriptive Statistics and Pairwise Correlations (N = 246) 

 

 

Note. Corporate lobbying and product market performance are scaled by million dollars and million units, respectively.  
PPBHA = product market performance below historical aspirations; PPAHA = product market performance above historical 
aspiration; PPBSA = product market performance below social aspiration; PPASA = product market performance above social 
aspiration; R&D = research and development. *p < .05. 

  

 

 

 

 

 Variables M SD 1 2 3 4 5 6 

1 Corporate lobbying  1.81 2.74 1.00      

2 PPBHA  0.09 0.25  .63* 1.00     

3 PPAHA  0.05 0.10  .21* - .18* 1.00    

4 PPBSA  0.42 0.46 - .52* - .24* - .22* 1.00   

5 PPASA  0.45 0.91  .83*  .37*  .21* - .45* 1.00  

6 Market dependence  0.10 1.08  .33*  .23*  .19* - .21*  .31* 1.00 

7 Firm size (logged)  11.22 1.25  .60*  .28*  .24* - .37*  .54* - .22* 

8 Financial resources  1.42 1.46 - .05 - .03 - .09 - .22* - .02 - .01 

9 Financial performance  0.33 4.87 - .02  .00 - .02 - .08 - .02 - .02 

10 R&D intensity  0.06 0.25 - .05 - .03 - .05 - .10 - .04  .30* 

11 Advertising intensity  0.02 0.02  .06  .11  .08  .20*  .01  .28* 

12 Foreignness  0.79 0.41 - .72* - .48* - .02  .45* - .72* - .44* 

13 Leader position  0.13 0.34  .33*  .30* - .07 - .35*  .45*  .16* 

14 Association lobbying  7.77 3.22  .06 .07  .10 - .04 - .08 - .03 
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Table 1.2. Continued 

 

 

Note. Corporate lobbying and product market performance are scaled by million dollars and million units, respectively.  
PPBHA = product market performance below historical aspirations; PPAHA = product market performance above historical 
aspiration; PPBSA = product market performance below social aspiration; PPASA = product market performance above social 
aspiration; R&D = research and development. *p < .05. 

 Variables 7 8 9 10 11 12 13 14 

1 Corporate lobbying          

2 PPBHA          

3 PPAHA          

4 PPBSA          

5 PPASA          

6 Market dependence          

7 Firm size (logged)  1.00        

8 Financial resources  - .15* 1.00       

9 Financial performance  - .04  .01 1.00      

10 R&D intensity  - .40* - .03 - .01 1.00     

11 Advertising intensity  - .20* - .22* - .05  .04 1.00    

12 Foreignness  - .19*  .02 - .12 - .21* - .03 1.00   

13 Leader position   .22*  .10 - .01 - .03 - .16* - .28* 1.00  

14 Association lobbying  - .04 - .06  .03  .03  .19*     .07 - .02 1.00 
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Table 1.3 shows the results of the Tobit panel regression with seven models. Model 1 in 

Table 1.3 includes only our control variables. 

Model 2 tests our Hypothesis 1 by including the variables related to historical aspiration. 

Here, we put PPBHA and PPAHA at the same time to test the effect of PPBHA while controlling 

for PPAHA. Hypothesis 1 proposes a positive relationship between PPBHA and corporate 

lobbying. Model 2 shows that the estimated coefficient of PPBHA has a positive value at the 

significance level of .001 (p < .001). Also, the coefficient of PPBHA is significantly positive in 

Model 4 (p < .001), which includes both independent variables (PPBHA and PPBSA) as a full 

model for the main effects. Therefore, Hypothesis 1 is supported. 

Model 3 tests Hypothesis 2 by including the variables related to social aspiration. Again, 

we test the effect of product market performance exhibited below social aspiration (PPBSA) 

while controlling for above social aspiration (PPASA). Hypothesis 2 suggests a negative 

relationship between PPBSA and lobbying. From Model 3, we find that the estimated coefficient 

of PPBSA has a negative value at the significance level of .01 (p < .01). This is also reflected in 

Model 4, which includes both PPBHA and PPBSA as a full model for the main effects (p < 

.001). Therefore, we also conclude that Hypothesis 2 is supported. 

In addition to these coefficients, we check whether the log likelihood of the Tobit model 

significantly increases from the base model (Model 1, –301.75) to the model with two 

independent variables (Model 4, –279.64). The change in log likelihoods is 22.11, which 

indicates that the explanatory power on corporate lobbying improves by including PPBHA and 

PPBSA in our models. Thus, our main hypotheses are supported. 
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Table 1.3. Results: Tobit Panel Regressions (α = 0.2) (N = 246) 

 

Note. PPBHA = product market performance below historical aspiration; PPAHA = product market performance 
above historical aspiration; PPBSA = product market performance below social aspiration; PPASA = product 
market performance above social aspiration; ROE = return on equity; R&D = research and development. 
†p < .1. *p < .05. **p < .01. ***p < .001. 
 
 
 

 

 

Dependent variable: lobbying Model 1 Model 2 Model 3 Model 4 Model 5 Model 6 Model 7 

PPBHA  (H1)  
1.57*** 
(0.39) 

 
2.80*** 
(0.42) 

1.40* 
(0.63) 

2.79*** 
(0.42) 

1.56* 
(0.66) 

PPAHA  
2.29** 
(0.85) 

 
0.97 

(0.84) 
0.65 

(0.82) 
0.99 

(0.85) 
0.66 

(0.85) 

PPBSA  (H2)   
- 2.10** 
(0.65) 

- 2.27*** 
(0.48) 

- 2.14*** 
(0.34) 

- 2.26*** 
(0.49) 

- 2.31*** 
(0.47) 

PPASA   
-0.11 
(0.23) 

0.87*** 
(0.22) 

0.96*** 
(0.16) 

0.87*** 
(0.22) 

0.93*** 
(0.21) 

PPBHA   
   ×  Market dependence (H3) 

    
1.26** 
(0.43) 

 
1.05* 
(0.45) 

PPBSA   
   ×  Market dependence (H4) 

     
0.06 

(0.29) 
0.10 

(0.28) 

Market dependence 
0.14 

(0.18) 
0.08 

(0.18) 
0.02 

(0.18) 
0.04 

(0.14) 
0.06 

(0.11) 
0.02 

(0.16) 
- 0.04 
(0.16) 

Firm size (logged) 
0.98*** 
(0.24) 

0.98*** 
(0.21) 

0.67** 
(0.24) 

0.39* 
(0.19) 

0.47** 
(0.14) 

0.39* 
(0.19) 

0.38* 
(0.19) 

Financial resources 
0.09 

(0.06) 
0.09 

(0.06) 
0.06 

(0.06) 
0.05 

(0.06) 
0.08 

(0.05) 
0.05 

(0.06) 
0.06 

(0.06) 

Financial performance (ROE) 
- 0.01 
(0.03) 

- 0.02 
(0.03) 

- 0.01 
(0.03) 

- 0.03 
(0.03) 

- 0.03 
(0.04) 

- 0.03 
(0.03) 

- 0.03 
(0.04) 

R&D intensity 
0.32 

(0.42) 
0.37 

(0.40) 
0.19 

(0.42) 
0.13 

(0.36) 
0.22 

(0.33) 
0.14 

(0.36) 
0.17 

(0.35) 

Advertising intensity 
8.23 

(6.83) 
8.24 

(6.42) 
8.17 

(6.74) 
6.07 

(5.66) 
3.72 

(4.93) 
6.08 

(5.68) 
5.96 

(5.55) 

Foreign 
- 4.22*** 

(0.66) 
- 3.93*** 

(0.59) 
- 3.56*** 

(0.65) 
- 1.66** 
(0.49) 

- 1.47*** 
(0.34) 

- 1.68** 
(0.50) 

- 1.65** 
(0.48) 

Leader position 
1.09 

(0.77) 
0.79 

(0.71) 
1.20† 
(0.67) 

- 0.03 
(0.47) 

- 0.45 
(0.30) 

- 0.02 
(0.47) 

- 0.22 
(0.46) 

Association lobbying 
0.25** 
(0.09) 

0.20* 
(0.08) 

0.17† 
(0.09) 

0.20* 
(0.08) 

0.19* 
(0.08) 

0.20* 
(0.08) 

0.18* 
(0.08) 

Constant 
- 8.51** 
(2.98) 

- 8.74** 
(2.70) 

- 3.80 
(3.11) 

- 2.73 
(2.44) 

- 3.60† 
(1.87) 

- 2.73 
(2.45) 

- 2.40 
(2.40) 

Year dummies Yes Yes Yes Yes Yes Yes Yes 

Reference group dummies Yes Yes Yes Yes Yes Yes Yes 

Log likelihood - 301.75 - 292.50 - 296.96 -279.64 - 277.32 - 279.61 - 276.90 

Changes in log likelihood    22.11   2.74 
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Models 5 and 6 test the moderating effects of a firm’s dependence on the focal product 

market, the U.S. automotive market, in this case. Our Hypothesis 3 suggests that the positive 

relationship between PPBHA and corporate lobbying becomes more positive when a firm is 

dependent on the focal product market. From Model 5, we see that the estimated coefficient of 

the interaction term between PPBHA and market dependence is significantly positive (p < .01). 

Also, this is the same as in Model 7 (p < .05), which includes both interaction terms (PPBHA × 

Market Dependence, PPBSA × Market Dependence) as a full model for interaction effects. Thus, 

we conclude that Hypothesis 3 is supported. 

However, Model 6 suggests that our Hypothesis 4, which asserts that the negative 

relationship between PPBSA and lobbying is less negative when a firm is dependent on the focal 

product market, is not supported. The coefficient of the interaction term between PPBSA and 

market dependence is not significant, which is the same as in the full model, Model 7. This 

finding may suggest that a firm’s decision-makers indeed perceive the potential challenges of 

lobbying as more significant than the benefits when their firms’ reference point is on 

competitors; thus, they may become demotivated to utilize lobbying to support market 

performance, even if their firm is highly dependent on the focal product market. Therefore, our 

moderating hypothesis is eventually supported only for the case of performance below historical 

aspiration (Hypothesis 3). 

As the estimated coefficients in the Tobit model actually represent the effects of 

independent variables on the latent dependent variable (McDonald & Moffitt, 1980), we 

additionally test the marginal effects at means (MEM) for the observed dependent variable. 

Based on this, we find that, when all other variables are at their means, a one-unit increase in 
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PPBHA leads to a 1.52-dollar increase in corporate lobbying. However, a one-unit increase in 

PPBSA leads to a 2.10-dollar decrease in lobbying. 

1.5.5 Robustness Checks 

Table 1.4. Robustness Checks: Firm Fixed Effect and Random Effect (N = 246) 

 
 
Note. PPBHA = product market performance below historical aspirations; PPAHA = product market performance above 
historical aspiration; PPBSA = product market performance below social aspiration; PPASA = product market performance 
above social aspiration; FE = fixed effect; RE = random effect. †p < .1. *p < .05. **p < .01. ***p < .001. 

 

To check the robustness of our findings, we additionally test our hypotheses with two 

other regressions, firm fixed effect and random effect. Table 1.4 summarizes the results. 

Table 1.4 suggests that Hypotheses 1 to 3 are also supported in both fixed-effect and 

random-effect regressions (in full models). However, Hypothesis 4 is not supported at all, which 

is the same as the result from the Tobit regression. 

Dependent variable:  
Corporate lobbying 

FE (best fit at α = 0.1) RE (best fit at α = 0.1) 

Partial Full Partial Full 

PPBHA  (H1) 
2.72** 
(0.81) 

2.04* 
(0.85) 

2.62*** 
(0.26) 

1.59** 
(0.49) 

PPAHA 
0.56 

(0.91) 
- 0.07 
(0.94) 

0.80 
(0.66) 

0.57 
(0.66) 

PPBSA  (H2) 
- 1.12 
(0.79) 

- 1.43† 
(0.79) 

- 1.49*** 
(0.29) 

- 1.57*** 
(0.29) 

PPASA 
1.47* 
(0.62) 

1.91** 
(0.64) 

1.29*** 
(0.14) 

1.28*** 
(0.14) 

PPBHA  ×  Market dependence (H3)  
0.91* 
(0.38) 

 
0.79* 
(0.32) 

PPBSA  ×  Market dependence (H4)  
0.31 

(0.36) 
 

- 0.05 
(0.14) 

Control variables Included Included Included Included 

Year dummies Yes Yes Yes Yes 
Reference group dummies Yes Yes Yes Yes 
Observations 246 246 246 246 
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1.6 Discussion 

This study explores a firm’s diverging motivation for engaging in lobbying depending on 

two types of organizational aspiration: historical versus social. Based on the distinctive benefits 

and costs of lobbying as a nonmarket activity, we propose that firms are more (less) likely to 

engage in lobbying when their product market performance is below historical (social) 

aspirations. We argue that decision-makers of the firms may perceive the benefits of engaging in 

lobbying as being more significant than the challenges when underperforming historical 

aspirations in the product market. However, this is reversed if their firms fail to reach social 

aspirations. When their firms are underperforming social aspirations, decision-makers may 

become more concerned about the potential spillover of lobbying’s benefits to other firms. 

Moreover, they may experience difficulties in specifying their lobbying objectives, thus facing a 

higher level of uncertainty regarding lobbying effectiveness. As a result, firms’ decision-makers 

are likely less motivated to engage in lobbying in the case of underperforming social aspirations. 

Our analyses of automotive firms in the U.S. market from 1998 to 2013 strongly support our 

arguments. In particular, we find a positive relationship between a firm’s PPBHA and lobbying 

amounts. In addition, a firm’s PPBSA has a negative relationship with lobbying amounts. 

Furthermore, we find that the positive relationship between performance below historical 

aspirations and lobbying is positively moderated by a focal firm’s dependence on the U.S. 

market. 

1.6.1 Contributions 

We believe that this study contributes to two research streams: CPA literature and 

behavioral theory literature. First, this study contributes to the CPA literature by presenting what 
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may affect divergent strategic motivations for corporate lobbying. Although corporate lobbying 

has both strategic benefits and challenges, determining how decision-makers perceive such 

benefits and challenges and, more importantly, what makes them conclude the benefits as being 

more significant than the challenges remains relatively underexplored. In other words, less 

attention has been devoted to identifying under what conditions a firm’s decision-makers become 

fully motivated to engage in lobbying. Thus, building on Rudy and Johnson (2016), we try to 

contribute insights to the existing literature by further presenting that firms’ strategic motivation 

for lobbying can vary, particularly depending on two types of aspiration. 

Our analyses of the U.S. automotive market support the claim that firms are indeed more 

likely to rely on lobbying as a way of searching for solutions when performing below historical 

aspirations in the product market. However, this tendency shifts toward the opposite when a firm 

is performing below social aspirations. This finding suggests that a firm’s decision-makers 

perceive the potential challenges of lobbying as being more significant than the benefits when 

their reference point is on other firms. Thus, this study intrinsically posits that, in identifying a 

motivation mechanism for corporate lobbying, it is important to understand decision-makers’ 

performance goals and what they attend to for their organizations. 

Second, this study also contributes to the behavioral theory literature by exploring how 

different types of corporate aspirations differently influence a firm’s behavior. Unlike the 

traditional perspective, recent behavioral studies have called for utilizing separate analytical 

models on historical and social aspirations (Shinkle, 2012). This is because increasing numbers 

of behavioral scholars have agreed that these different types of aspirations are likely to provide 

different cognitive grounds for interpretation and rationalization. Thus, we believe that this study 
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is in line with such a new research stream, contributing to both theoretical and empirical 

frameworks in the field. 

 More practically, the research context of this study, product market, provides a deeper 

understanding of how CPA works within the given market conditions. In general, CPA evolves 

with a firm’s operations in a specific regional product market. This is especially the case with 

respect to corporate lobbying, which is the most dominant form of CPA (Ridge et al., 2017). 

Lobbying is issue-specific, so it is impossible to understand the overall picture without exploring 

which policies and regulations are targeted within specific product markets. In this sense, by 

focusing on a firm’s performance feedback from the specific chosen product market, the U.S. 

automotive (light vehicle) market, this study provides a more nuanced understanding and 

practical implications regarding lobbying engagement. 

1.6.2 Limitations and Future Research Directions 

Despite the identified contributions, this study has several limitations. First, a 

generalizability issue exists, as the study relies on the specific research context of the U.S. 

automotive (light vehicle) market. This product market is particularly characterized by high 

visibility, which is more likely to facilitate the member firms to observe one another’s 

performance and is likely to involve strong social comparisons based on relatively clear social 

aspirations. Thus, it would be worthwhile to study the effect of social aspiration on corporate 

lobbying, particularly with different samples from other types of product markets, where the 

number of operating firms is relatively large so that visibility is sufficiently low. 

 Second, this study focuses on the different effects of historical and social aspirations. We 

argue that a firm’s motivation or demotivation to engage in lobbying in response to market 
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performance problems likely depends on the type of aspiration: historical versus social. 

However, this study does not identify how or why a firm’s decision-makers pay attention 

specifically to one of the two types. Indeed, such a mechanism is beyond the research focus of 

this study and thus invites a new research question. As a result, future research may reveal 

further opportunities for analysis by exploring how decision-makers allocate their attention 

between historical and social aspirations. 

1.7 Conclusion 

This study contributes to the CPA literature and behavioral theory literature by exploring 

the different effects of historical and social aspirations on a firm’s strategic motivation for 

corporate lobbying. Within the context of the product market, we find that a firm’s decision-

makers are likely to search for solutions through corporate lobbying only when the firm’s sales 

performance is below historical aspiration. This tendency is further strengthened when the firm is 

highly dependent on the focal product market. In the case of performing below social aspiration 

in the product market, however, these decision-makers are likely instead to become demotivated 

and thus reduce their firm’s lobbying investments. 
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2.1 Synopsis 

What is the real value of political connections? In this study, we investigate how political 

connections enable firms to enjoy benefits, with a focus on a specific type of political 

connections, Political Action Committee (PAC) contributions. Based on their distinctive 

characteristics, we conceptualize PAC contributions as a special type of social capital prepared 

for future contingencies and propose that firms benefit from making such contributions when 

facing a sudden government intervention, such as the Troubled Asset Relief Program (TARP) in 

the 2008 financial crisis. In particular, we explore this value-creation mechanism not in terms of 

the traditional firm-government relationship, but the firm-investor relationship. We argue that, 

during the proposal and approval of the TARP, financial institutions that made PAC 

contributions would enjoy greater firm value in the stock market. Investors at that time were 

searching for cues to infer whether those financial institutions would be covered by the U.S. 

government’s rescue plan. As PAC contributions generally enable firms to maintain meaningful 

political channels that can be utilized when needed, investors were more likely to favor financial 

institutions that had contributed through PACs than those that had not contributed. Our event 

study analysis with three news announcements during the time of TARP proposal and approval 

support the value-creation mechanism of PAC contributions from the investors’ perspective.   

2.2 Introduction 

For decades, scholars have explored the value of political connections (Boddewyn & 

Brewer, 1994; Hillman, Keim, & Schuler, 2004; Shaffer, Quasney, & Grimm, 2000). Firms may 

establish political connections throughout various political activities, which in turn enable them 

to influence the policy-making system and deal with the subsequent regulations set by the 
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government (Hillman & Hitt, 1999). Literature on political strategy has conceptualized political 

connections as a form of corporate resource or capital, which allows firms to improve their 

survivability, efficiency, and profitability (Frynas, Mellahi, & Pigman, 2006; Shaffer & Hillman, 

2000). 

In this sense, the fundamental research focus of prior studies has been primarily on the 

relationship between political connections and the beneficial outcomes of these connections 

(Faccio, 2006; Fisman, 2001). While political connections are considered to be corporate 

resources, do they really help firms achieve better performance? The results regarding this 

question are somewhat mixed. On the one hand, some scholars have found that political 

connections based on various corporate political activities and strategy indeed have a positive 

impact on firm performance and profitability (Faccio, Masulis, & McConnell, 2006; Hillman, 

Zardkoohi, & Bierman, 1999; Shafffer et al., 2000). On the other hand, others have proposed that 

there is no significant impact of such connections on performance and profitability or that even a 

negative impact exists (Aggarwal, Meschke, & Wang, 2012; Hersch, Netter, & Pope, 2008). As a 

result, the direct benefits of political connections have remained in question.  

Furthermore, when it comes to establishing political connections throughout 

contributions or donations, such as Political Action Committee (PAC) contributions, it becomes 

more difficult to identify the direct benefits compared to the cases of issue-specific political 

activities, such as corporate lobbying. This is because such contributions are usually made 

without specific conditions to be met. Scholars such as Milyo, Primo, and Groseclose (2000) 

have raised a question regarding the influence of corporate political contributions over the 

policy-making system; they argue that PAC contributions are relatively small amounts and have 
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no clear purpose compared to issue-specific political activities and thus do not have a 

considerable impact on both the contributing firms and recipients. In a similar vein, 

Ansolabehere, de Figueiredo, and Snyder (2003) question the effectiveness of political 

contributions in terms of shaping more favorable policies and argue that it is not clear whether 

such contributions truly lead to meaningful legislative behavior and consequently to better 

corporate performance.   

The question is therefore as follows: What is the real value of political contributions? 

Under what conditions do corporate PAC contributions create benefits for firms? This study aims 

to answer these questions. Corporate PAC contributions, our research focus, comprise the formal 

but legally bounded political activities of firms to finance campaigns and support candidates. 

Following Lee, Ozer, and Baik (2018), in this study we conceptualize corporate PAC 

contributions as strategic moves by firms, particularly for future contingencies. Even though 

PAC contributions are relatively small amounts without clear purpose, such contributions likely 

enable firms to secure relatively long-term political channels, which can be utilized when needed 

(Chin, Bond, & Geva, 2000; Lee et al., 2018; Snyder, 1992). In other words, PAC contributions 

are a special type of social capital with the government that firms build up for future 

contingencies, compared to the issue-specific political activities such as lobbying.  

In this sense, we expect that corporate PAC contributions can create value for firms 

especially when the market expects a high level of investment uncertainty due to sudden 

government intervention. More specifically, we investigate this value-creation mechanism not in 

terms of the traditional firm-government relationship but the firm-investor relationship. We 

argue that PAC contributions indeed enable the contributing firms to attract investors effectively 
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in such a situation by presenting that they are ready to deal with upcoming changes in the 

regulatory environment. This appeal can eventually help relieve the market from investment 

uncertainty, making investors react more favorably to firms with such contributions. To test this, 

we focus on the 2008 financial crisis as our context of research, referring to Lee et al. (2018), 

and investigate the impact of corporate PAC contributions on the stock market returns.  

In 2008, the financial crisis generated severe economic turbulence and eventually resulted 

in the U.S. government’s intervention in the financial sector, particularly in terms of the 

Troubled Asset Relief Program (TARP) based on the Emergency Economic Stabilization Act of 

2008. Through TARP, the U.S. government eventually purchased the assets of troubled financial 

institutions to help stabilize the economy (Public Law 110-343, 2008). However, until the final 

passage of the Act (and approval of the TARP) in October 2008, it was relatively uncertain 

whether the U.S. government’s intervention would be realized. Indeed, during the process, the 

House of Representatives once rejected the proposed rescue plan by the Treasury Department on 

September 29, 2008 (Bajaj & Grynbaum, 2008; Isidore, 2008). Moreover, it was also uncertain 

which financial institutions would be rescued and to what extent. 

Given these findings, during September and October 2008, investors paid attention to and 

relied on cues that help them infer the possibility of government intervention and thus reduce 

investment uncertainty. We argue that, in such a context, firms’ PAC contributions would be 

perceived by investors as an important cue to consider, because it is a special type of social 

capital which insures the contributing firms against exclusion from the government’s rescue. 

Thus, we examine the different stock market responses for firms that contributed through PACs 

and those which had not contributed, along with the three specific news announcements. These 
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announcements took place around the time of the proposal and approval of the TARP and were 

indicative of whether the U.S. government was positive toward intervening in the financial 

sector. 

2.3 Literature Review: Corporate PAC Contributions as Social Capital 

In his seminar paper, Coleman (1988) explains the value of social capital based on the 

“credit slip” (p. S102) concept. He asserts that social actors are likely to develop expectations 

and obligations for each other when they form ties and relationships and are embedded within 

them. Even though the trustworthiness of the structure has an effect, those ties and relationships 

basically enable the actors to repeatedly receive and return favors. In other words, reciprocity 

from social embeddedness enables the actors to accumulate and enjoy social capital. In this 

sense, Nahapiet and Ghoshal (1998) propose that “the central proposition of social capital theory 

is that networks of relationships constitute a valuable resource for the conduct of social affairs” 

(p. 243). By forming social ties and relationships, actors are likely to become interdependent on 

and attain both tangible and intangible benefits from each other (Inkpen & Tsang, 2005). Adler 

and Kwon (2002) define this mechanism of social capital as the “goodwill” (p. 17) of others who 

are engaging in relationships with a focal entity, which enable the entity to enjoy benefits that 

otherwise are hardly achieved; as a result, goodwill itself becomes a valuable source of 

competitive advantage.  

Along with social capital theory, many scholars have extended the concept of social 

capital to a firm’s political connections with governmental authorities, such as legislators 

(Boddewyn & Brewer, 1994). The government is among the primary stakeholders that are likely 

to determine the survivability and profitability of corporations. In particular, the government 
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plays a role in providing fundamental infrastructures and setting the rules of the game to govern 

the market (Hillman & Keim, 2001). As a result, establishing social capital with the government 

enables firms to develop an “ability to influence government policy” (Shaffer & Hillman, 2000: 

176) and attain advantages in various forms based on the government’s goodwill toward them.

 Interestingly, among the various types of political connections, corporate PAC 

contributions particularly have some distinctive features as a special type of social capital 

compared to others. A PAC is set up to support candidates by financing election campaigns 

(Federal Election Commission, 2018; Milyo et al., 2000). In general, U.S. firms are not allowed 

to directly make contributions to individual candidates or parties but allowed to set up “separate 

segregated funds (SSFs)” (Federal Election Commission, 2018: 1) to contribute. These 

corporate-sponsored SSFs, simply called corporate PACs, must register with the FEC especially 

in the case of financing for a federal election. In order to operate and raise money, corporate 

PACs can receive “a maximum of $5,000 per calendar year” as a donation from any individual, 

entity, or other PAC (Federal Election Commission, 2018: 18). At the same time, corporate 

PACs can give an individual candidate $5,000 per each election at maximum and a national party 

$15,000 per each year at maximum, in case they are a multicandidate committee (Federal 

Election Commission, 2018: 21-22).  

PAC contributions have been regarded as one of the “most prevalent and visible” 

(Schuler, Rehbein, & Cramer, 2002: 660) political activities of firms along with lobbying 

(Hillman et al., 1999), but present unique characteristics and differ from lobbying in several 

ways. First, PAC contributions are under legal control, particularly in terms of the contribution 

amount and, therefore, usually end up at a relatively small scale (Lee et al., 2018; Milyo et al., 
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2000). As mentioned above, corporate PACs are allowed to contribute $5,000 to an individual 

candidate per election and $15,000 to a national party per year at maximum (Federal Election 

Commission, 2018: 21-22). Even though there is no limit regarding the number of candidates to 

which corporate PACs may contribute, such legal limits on the contribution amount are strict and 

obvious compared to corporate lobbying. Second, PAC contributions do not involve specific 

issues, while lobbying does. Those contributions are motivated by “particular interests rather 

than specific issues” (Chin et al., 2000: 534), whereas lobbying usually takes place in order to 

deal with a specific legal act and target a clear goal (Hersch et al., 2008). As a result, these 

aspects of PAC contributions often provoke scholarly debates regarding their real impacts on 

both contributing firms and recipients (e.g., Ansolabehere et al., 2003; Milyo et al., 2000).   

 However, a relatively small scale and a lack of clear purpose does not mean PAC 

contributions are less valuable. Rather, scholars such as Lee and his colleagues (2018) regard 

that PAC contributions are of value as they play a role of insurance (pp. 302-303). Indeed, 

contributing through PACs represents a way to invest in social capital with the governmental 

authorities that are expected to take an active part for future contingencies. In particular, PAC 

contributions enable firms to explicitly build and manage long-term-based channels with 

legislators, compared to other types of political activities (e.g., Chin et al., 2000; Kroszner & 

Stratmann, 2005; Snyder, 1992). Corporate PAC contributions tend to constantly take place over 

time from a long-run exchange perspective in order to support individual candidates, especially 

those who represent “clear and consistent policy positions” (Stratmann, 2005: 147). In particular, 

corporate PACs often contribute to legislators who are serving on particular committees or 

subcommittees in Congress and thus have policy-making authorities, particularly over the fields 
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salient to the sponsoring firms (e.g., Grier & Munger, 1991; Kroszner & Stratmann, 2005; 

Romer & Snyder, 1994). For instance, Romer and Snyder (1994) interestingly find that 

agricultural PACs tend to contribute to political candidates who are the members of the 

Agriculture Committee in Congress, whereas banking PACs tend to give more to those who are 

the members of the Banking Committee over time (p. 767). 

Even though PAC contributions are generally made without clear purpose or specific 

issues at hand, this kind of tendency by nature provides opportunities for the contributing firms 

to maintain meaningful interactions with legislators who share similar interests in relevant fields. 

Consequently, by making contributions through PACs, firms can secure valuable access to the 

policy-making system that they can utilize when needed. In particular, such interaction and 

access become more valuable when sudden regulatory changes occur so that firms face an urgent 

need for, and greater competition over, reaching legislators (e.g., Lee et al., 2018). As PAC 

contributions enable firms to attract the “time and attention” (Schuler et al., 2002: 661) of 

legislators in advance, firms that have made contributions through PACs are likely to respond 

promptly and seize the opportunity to utilize such regulatory changes for their benefits.    

In this sense, we can argue that by nature PAC contributions are for future contingencies. 

The real value of contributing through PACs is to secure political channels that may protect the 

contributing firms’ interests in response to a sudden regulatory change in future (Lee et al., 

2018). Although those contributing firms may not know exactly when they are going to utilize 

such channels and rely on the governmental authorities’ goodwill, they can at least be somewhat 

prepared for an uncertain future.  
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Of note is that such a role of PAC contributions for future contingencies can satisfy the 

needs of not only the contributing firms themselves, but also investors who are interested in 

those firms as well. When regulations suddenly change or a sudden government intervention 

occurs, the investment environment is also likely to be affected in the sense that investment 

uncertainty increases. In such a circumstance, it is particularly important for investors to infer 

how ready firms are to deal with such a turbulence and to shape more favorable conditions for 

themselves at the end. As a result, a firm’s social capital with the government, especially the one 

that is inherently prepared for future contingencies, might be regarded by investors as an 

effective reference to evaluate the real value of the firm. This was especially the case during the 

2008 financial crisis. 

2.4 Theory and Hypotheses 

2.4.1 2008 Financial Crisis and Troubled Asset Relief Program (TARP) 

Every investment decision is made under uncertainty (Dixit & Pindyck, 1994; Spence, 

1973). However, investment decisions made in the 2008 U.S. stock market faced a particularly 

high level of uncertainty and expected to bring substantial damages if not successful, because of 

the severe financial crisis.  

 During 2008, the U.S. economy experienced severe challenges that can be comparable to 

those of the Great Depression (e.g., Schwert, 2011). Since then, a number of causes for the 2008 

financial crisis have been pointed out. Even though it is not easy to pinpoint the exact causes, 

many scholars and politicians have agreed that it was an outcome of the financial institutions’ 

improper risk management along with the failures in the regulations of the financial sector 

(Diamond & Rajan, 2009; Levin & Coburn, 2011; Suttmeier, 2011). In particular, in their report 
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by the U.S. Senate Permanent Subcommittee on Investigations, Levin and Coburn (2011) 

summarize that, before the financial crisis, banks heavily relied on the “high risk mortgage 

lending” as a way to pursue an aggressive growth strategy (p. 2). During the early 2000s, a 

housing boom occurred, thanks to the lowered Federal funds rate, and this resulted in “an 

explosion in risky subprime lending and securitization” (Financial Crisis Inquiry Commission, 

2011: xvii). Banks not only provided mortgage loans to unqualified individual borrowers without 

sufficient credit histories, but also dramatically increased the trading of mortgage-backed 

securities (MBS); these securities were highly risky, given the high possibility of subprime 

borrower defaults, but credit rating agencies approved of them without concern (Diamond & 

Rajan, 2009; Financial Crisis Inquiry Commission, 2011; Levin & Coburn, 2011; Suttmeier, 

2011). As a result, when the housing boom began to burst, many of the U.S. financial institutions 

found themselves with ‘troubled assets.’ 

 Fear of the collapse of the U.S. financial sector became real with the Lehman Brothers’ 

filing for bankruptcy on September 15, 2008 (Diamond & Rajan, 2009). A series of sales of 

major banks, such as Merrill Lynch, followed (Levin & Coburn, 2011). As a result, the U.S. 

stock market experienced a dramatic shock, while the entire economy faced a serious threat. This 

eventually triggered the U.S. government’s urgent intervention in the financial sector in the form 

of the Emergency Economic Stabilization Act of 2008, as well as the Troubled Asset Relief 

Program (TARP) (Levin & Coburn, 2011). The U.S. government purchased the assets of 

troubled financial institutions via TARP and thus enabled them to overcome the default threat 

(Public Law 110-343, 2008).  
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However, the process was not smooth enough to finally reach the Emergency Economic 

Stabilization Act of 2008, as well as TARP. At the time of the proposal of the Act and TARP, it 

was uncertain if the U.S. government would really intervene in the market. Indeed, even though 

the rescue plan was proposed by the Treasury Department on September 20, 2008, the House of 

Representatives rejected it on September 29, 2008 (Bajaj & Grynbaum, 2008; Isidore, 2008). 

Furthermore, it was also uncertain which financial institutions would be rescued and to what 

extent, even if the intervention became real. Under this kind of circumstance, investors had very 

little to fall back on, upon learning about the government’s intention regarding the TARP. As the 

investment environment turned out to be extremely uncertain, the information and signals they 

had normally relied on to make investment decisions might not be sufficient to reduce such a 

high level of uncertainty.  

In this sense, it is easily inferred that investors’ motivation to search for and rely on cues 

that particularly enable them to infer the possibility of government intervention might 

significantly increase around the time of the proposal and approval of TARP. In other words, in 

order to reduce the level of investment uncertainty, investors, particularly those interested in the 

financial institutions, might need to make a good guess if their financial institutions would be 

covered by the government’s rescue plan. Indeed, Ni and Ratti (2007) have found that, if 

unexpected things happen in the investment environment, investors’ perception of “subjective 

uncertainty” (p. 1) significantly strengthened; in turn, increased uncertainty and reduced 

confidence are likely to motivate investors to search for more new cues, which may convey 

complementing information and support their investment decisions (e.g., Loibl & Hira, 2009).  



 

51 

What could such cues be for investors around the proposal and approval of TARP in 

2008? What makes financial institutions more likely to be covered by the government’s rescue 

plan or shape more favorable conditions in the process of selecting the TARP beneficiaries? We 

argue that PAC contributions, the special type of social capital of firms with the government, 

would have been important cues for the investors, because financial institutions that had 

contributed through PACs already secured meaningful political channels with legislators and 

therefore were expected to draw out more favorable treatment based on the government’s 

goodwill. By showing that they were ready to deal with such a sudden government intervention, 

financial institutions that had invested in the PAC contributions could attract investors and 

eventually reduce the investment uncertainty to a certain degree. 

2.4.2 PAC Contributions and Stock Market Returns Surrounding Three Events 

Based on the social capital theory and the distinctive characteristics of PAC 

contributions, in this study, we argue that firms’ contributions through PACs would bring more 

significant stock market returns during the 2008 financial crisis. In particular, we test this idea 

with three specific events that occurred around the proposal and approval of the Emergency 

Economic Stabilization Act and TARP. On September 20, 2008, the Treasury Department 

submitted to Congress the proposal for the Act and TARP. We identify this as our Event 1: The 

Treasury Department’s submission of the proposal for the rescue plan. However, on September 

29, 2008, the proposal was rejected by the House of Representatives. We identify this as our 

Event 2: The House’s rejection of the proposed plan. Lastly, on October 3, 2008, the amended 

plan was finally passed by the House and enacted immediately with President Bush’s approval. 

We identify this as our Event 3: Approval and enactment of the rescue plan.    
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Event 1 (The Treasury Department’s submission of the proposal for the rescue plan). 

After the filing of the Lehman Brothers’ bankruptcy and subsequent drop in the stock market, it 

was evident that stabilizing the U.S. economy was almost impossible without the government’s 

timely intervention (e.g., Financial Crisis Inquiry Commission, 2011). For this reason, the 

Treasury Department submitted the proposal for the rescue plan on September 20, 2008. In 

particular, the rescue plan stipulated that the U.S. government will purchase the mortgage-related 

assets of the troubled financial institutions with the TARP funds. This was the first official 

movement of the U.S. government that reveals its strong intention to intervene in the financial 

sector and stabilize the economy. In this sense, it would have been significantly encouraging 

news for the investors and the U.S. stock market. Indeed, with the growing expectation toward 

the government intervention, the stock market experienced a relatively positive wave during that 

week (Solomon & Paletta, 2008).   

 However, in the early stage of proposing the rescue plan, the detailed outlines of the 

TARP were not yet specified; it was known that the TARP funds would be up to $700 billion and 

that large financial institutions, such as AIG, will be affirmatively included as beneficiaries (e.g., 

Stout, 2008). Otherwise, it was unclear if the TARP would be approved quickly or which 

financial institutions would be rescued and to what extent (CBS News, 2008; Hitt, 2008). In such 

a situation, investors would have reacted more favorably to financial institutions that had 

contributed through PACs compared to those which had not, since the increased investment 

uncertainty made them strongly willing to devote their attention to a firm’s social capital with the 

government as a meaningful cue to infer the possibility to be covered by the rescue plan. In 

particular, from the investors’ perspective, financial institutions that had made PAC 
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contributions might be expected to secure their political channels in order to insure themselves 

against exclusion form the policy-making process regarding the TARP. Financial institutions 

with PAC contributions might be expected to respond promptly to the proposal in order to shape 

more favorable conditions for themselves; moreover, they might be expected to undertake 

necessary political activities, such as lobbying, more easily and effectively when specific issues 

and details regarding the Act and TARP become feasible at some point in future. Therefore,  

Hypothesis 1: On September 20, 2008, in response to the announcement of the Treasury 

Department’s submission of the proposal for the rescue plan, stock market returns are 

likely to be more positive for financial institutions that had contributed through PACs. 

Event 2 (The House’s rejection of the proposed rescue plan). Despite the growing 

expectation regarding the government intervention, the proposed rescue plan by the Treasury 

Department was rejected by the House of Representatives on September 29, 2008. Given that the 

stock market was rallying thanks to the possibility of rescuing the troubled financial institutions, 

this would have been significantly depressing news for investors. Indeed, the U.S. stock market 

immediately responded to the news on that day, showing one of the most significant drops ever 

in the history of Dow Jones (Gingrich, 2008; Lueck, Paletta, & Hitt, 2008).   

 As investors were expecting to see the government intervention, this negative news 

would have made the investors realize that the financial institutions that had maintained the 

interactions with legislators through PACs may not have a chance to utilize such channels. In 

other words, as the U.S. government did not show strong intention to intervene in the financial 

sector, it became clear that the financial institutions that had prepared for future contingencies 

through PAC contributions might not seize the opportunity to rely on the government’s goodwill. 
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Thus, this news would have made investors reconsider the real value of such political 

contributions as social capital. Even though those institutions had spent additional time, money, 

and effort, their investments in political channels turned out to be of no value at that time. As the 

PAC contributions were no longer valuable, investors would have not valued those financial 

institutions that had contributed through PACs accordingly. Therefore, 

Hypothesis 2: On September 29, 2008, in response to the announcement of the House’s 

rejection of the proposed plan, stock market returns are likely to be more negative for 

financial institutions that had contributed through PACs. 

Event 3 (Approval and enactment of the rescue plan). After the expectations and 

disappointments that arose toward the end of September, the House finally passed the amended 

version of the Emergency Economic Stabilization Act, and President Bush immediately 

approved of it on October 3, 2008 (Levin & Coburn, 2011). The approval of the rescue plan 

clearly indicated that the U.S. government had finally expressed its strong intention to intervene 

in the financial sector. Thus, the news of the approval and enactment of the Act and TARP 

would have relieved investors in the stock market, making them expect that the chaotic situation 

will be dealt with soon. Moreover, the news would have made investors reconsider the value of 

political contributions that had been made by financial institutions. As the U.S. government 

finally decided to rescue the troubled firms, financial institutions that had maintained good 

interactions with legislators through PACs now faced the opportunity to rely on the 

government’s goodwill; they might utilize their political channels to ensure that they would be 

covered by the rescue plan. In other words, the social capital they had prepared for future 

contingencies now turned out be of clear value. It is then natural to assume that the news would 
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help investors restore confidence in the financial institutions that had contributed through PACs. 

Therefore, 

Hypothesis 3: On October 3, 2008, in response to the announcement of the approval and 

enactment of the rescue plan, stock market returns are likely to be more positive for 

financial institutions that had contributed through PACs. 

2.5 Method 

2.5.1 Sample and Events 

To examine the effect of PAC contributions on the subsequent stock market returns 

around the proposal and approval of the TARP, we rely on a group of financial institutions that 

have been covered by the rescue plan of the U.S. government. In particular, first, we collect the 

list of the TARP beneficiaries, particularly those financial institutions covered by the Capital 

Purchase Program, from the Treasury Department’s report in December 2015. According to the 

report, as of December 2015, the U.S. government purchased the troubled assets of 707 financial 

institutions in total.  

Second, we then identify public firms among those 707 financial institutions by matching 

with COMPUSTAT. In this process, we rely on the COMPUSTAT lookup function on the 

WRDS website. During the matching process, we remove financial institutions from the sample 

if their city and state information on the COMPUSTAT are totally different from those in the 

Treasury Department’s report. As a result, 271 financial institutions remain in our sample.  

Third, we then match these 271 financial institutions’ observations with the CRSP-

COMPUSTAT Merged (CCM) database from the WRDS to obtain the PERMNOs. In this 
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process, we remove the financial institutions for which we do not find the PERMNOs from the 

CCM database. As a result, 251 financial institutions remain in our sample.   

Fourth, using the PERMNOs we retrieved from the CCM database, we then run the 

EVENTUS from the WRDS. We perform the event study analysis based on the three specific 

news announcements: Event 1 (September 20, 2008), Event 2 (September 29, 2008), and Event 3 

(October 3, 2008). In particular, our Event 1 was on a Saturday, and the information about the 

submission of the rescue plan by the Treasury Department was already available before that day. 

Thus, it is possible that the stock market returns were affected by this information leakage. 

Therefore, we decide to consider September 19 (Friday) as the first event day, instead of 

September 20 (Saturday), to calculate the cumulative abnormal returns. For this, we rely on the 

Autodate function of the EVENTUS and check the Back option, which allows users to get the 

stock returns on one day before the event date if there is no stock trading on the event date (e.g., 

weekends). After the process, there was only one firm that we do not get the EVENTUS 

outcome. As a result, our final sample consists of 250 financial institutions for each event.  

Last, we collect the political data for these 250 financial institutions from the Center for 

Responsive Politics. In particular, we focus on the PAC contributions and lobbying data. 

2.5.2 Measurements 

Dependent variables. In this study, our dependent variables are stock market returns 

around the proposal and approval of the rescue plan (TARP). We measure these as cumulative 

abnormal returns (CARs) on the three specific event dates. In particular, overall, we expect to see 

the positive CARs in the case of Event 1 (September 20, 2008, Treasury Department’s 

submission of the proposal for the rescue plan) and Event 3 (October 3, 2008, Approval and 
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enactment of the rescue plan); however, for Event 2 (September 29, 2008, the House’s rejection 

of the proposed rescue plan), we might find the negative CARs. What our hypotheses propose is 

that, for all three events, financial institutions with PAC contributions are likely to experience 

more significant stock returns compared to those financial institutions without such 

contributions. In other words, for Events 1 and 3, the CARs for financial institutions that had 

contributed through PACs are likely to be more positive than those of financial institutions that 

had not contributed; however, for Event 2, the CARs for financial institutions that had 

contributed through PACs are likely to be more negative than those of financial institutions that 

had not contributed.  

 Even though we try to consider multiple windows of the events, we still focus on 

relatively short-term CARs in order to minimize any possible external factors’ effects on the 

stock returns (e.g., McWilliams & Siegel, 1997). In particular, we rely on the three-day (from 

day -1 to day 1: CAR(-1, +1)) and two-day (from day -1 to day 0: CAR(-1, 0) or from day 0 to 

day 1: CAR(0, +1)), as well as the abnormal returns (AR(0)) on the event date itself.  

We obtain the ARs and CARs by relying on the cross-sectional event study on the 

EVENTUS from WRDS. In particular, we select a market model based on a value-weighted 

CRSP index and set the maximum estimation window as 255 days, which ends 46 days prior 

each event. We report our OLS regressions based on the CAR (-1, 0).              

Independent variable. The independent variable is a dummy variable measuring if a 

focal financial institution had established political channels by contributing through PACs. Based 

on the two-year-election cycle, we focus on whether our sample financial institutions made PAC 

contributions for the 2005-2006 election cycle, which is the most recent contribution cycle 
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available before the 2008 financial crisis. We code the PAC dummy as 1 if a focal financial 

institution made contributions to federal candidates through PACs in the 2005-2006 election 

cycle and 0 otherwise. 

Control variables. To explore the effect of PAC contributions on the stock market returns 

in detail, we try to control for other variables that are firm-level relevant, as well as industry-

level relevant. For the firm-level, first, we take into consideration firm size, since the size of the 

financial institutions might be among the most important determinants for selecting the TARP 

beneficiaries. As investors in the stock market might devote attention to this mechanism, we 

therefore control for the potential size effect by considering the market value of equity of each 

sample financial institution, following previous event studies in the accounting and finance fields 

(Choi & Jeter, 1992). The market value of equity is measured by a multiply between the stock 

price and the total number of common stocks outstanding in the year of 2007.  

Second, in a similar way, we control for the price-to-book ratio as another proxy for the 

effect of ‘size’ in the stock market (e.g., Lee et al., 2018). This is measured as the closing price 

of share divided by the book value per share in the year of 2007. 

Third, we consider the performance of sample financial institutions. Those financial 

institutions’ performance can also be an important determinant of the selection of the TARP 

beneficiaries. Thus, performance is measured by the return on assets (ROA), which is the net 

income divided by total assets in the year of 2007.  

Fourth, we control for the debt-to-equity ratio, since it represents the financial health of 

the focal financial institution. The debt-to-equity ratio is driven by dividing total debt by total 

equity.  
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Fifth, we also consider corporate lobbying as another type of corporate political 

connections. Even though lobbying is an issue-specific political activity, it can still mitigate the 

effect of PAC contributions to a certain degree. In this sense, we control for corporate lobbying 

as a dummy variable. If a focal financial institution engaged in corporate lobbying during the 

year of 2007, it is coded as 1 and otherwise 0.  

For the industry level, we control for SIC code (6020). This is because commercial banks 

represent the majority of the TARP beneficiaries (e.g., Lee et al., 2018). Therefore, we include a 

dummy variable coded as 1 for a financial institution with SIC code of 6020 and 0 otherwise. 

2.5.3 Results 

Table 2.1 reports the mean ARs and CARs of our sample financial institutions around the 

three main events. In particular, we report the ARs on each event day with three CARs, which 

are CAR (-1, 0), CAR (0, +1), and CAR (-1, +1). For the convenience of interpretation, here we 

present the ARs and CARs in percentage (%). Interestingly, we find that the mean CARs of our 

sample financial institutions are overall positive and significant for Events 1 and 3. However, for 

Event 2, in which we expect the overall negative stock market returns because of the House’s 

rejection of the proposed rescue plan by the Treasury Department, we do not find negative stock 

market returns. This may be because stock market returns around Event 2 were already 

significantly negative compared to the normal situation, so the stock market return rate did not 

change in a negative direction as we predicted.   

In Table 2.1, we also divide our sample financial institutions into two groups: one 

including financial institutions that had contributed through PACs during the 2005-2006 election 
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cycle, and another including financial institutions that had not contributed. Table 2.1 clearly 

shows that there are significant differences in the ARs and CARs between the two groups.  

 

Table 2.1. Mean Abnormal Returns and Cumulative Abnormal Returns 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 
AR and CARs are in percentage (%) 
***p<0.001, ** p<0.01, * p<0.05, † p<0.1 

 

Mean  
AR and  
CARs 

Event1 
(09/20/2008) 

Treasury Department’s 
Submission of the Rescue 

Plan 

Event 2  
(09/29/2008) 

House’s Rejection of 
the Proposed Rescue 

Plan 

Event 3  
(10/03/2008) 
Approval and 

Enactment of the 
Rescue Plan 

All financial institutions (N=250) 

AR (0) 1.15* 1.56*** - 0.01 

CAR (-1, 0) 7.37*** 1.91*** 3.09*** 

CAR (0, +1) - 1.00† 0.46† 1.17* 

CAR (-1, +1) 5.22*** 0.81** 4.26*** 

Financial institutions that had contributed through PACs (N=42) 

AR (0) 3.47 - 1.49 0.59 

CAR (-1, 0) 11.95 0.64 5.22 

CAR (0, +1) - 0.75 - 0.03 4.13 

CAR (-1, +1) 7.73 2.09 8.76 

Financial institutions that had not contributed through PACs (N=208) 

AR (0) 0.68 2.18 - 0.13 

CAR (-1, 0) 6.45 2.17 2.65 

CAR (0, +1) - 1.05 0.55 0.57 

CAR (-1, +1) 4.71 0.55 3.35 
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In particular, first of all, for Event 1 (September 20, 2008), on which the Treasury 

Department submitted the proposal for the rescue plan in the form of TARP, financial 

institutions that had contributed through PACs experienced about 3.47% positive AR (0), while 

financial institutions which had not contributed experienced about 0.68% positive AR (0). 

Similarly, CARs based on the two-day (-1, 0) and three-day (-1, +1) event windows are 11.95% 

and 7.73%, respectively, for financial institutions with PAC contributions, whereas the CARs for 

those without such contributions are 6.45% and 4.71%.   

Secondly, for Event 3 (October 3, 2008), in which the House and President Bush finally 

approved and enacted the rescue plan, financial institutions that had contributed through PACs 

experienced about 0.59% positive AR, whereas those which had not contributed experienced 

0.13% negative AR. Moreover, CARs based on (-1, 0), (0, +1), and (-1, +1) are 5.22%, 4.13%, 

and 8.76%, respectively, for financial institutions with PAC contributions; however, those CARs 

are 2.65%, 0.57%, and 3.35%, respectively, for those without such contributions.  

In this sense, Table 2.1 suggests that, for Events 1 and 3, stock market returns for 

financial institutions that had contributed through PACs were indeed more positive, compared to 

the returns for financial institutions that had not contributed, as our Hypotheses 1 and 3 propose.   

Nevertheless, for Event 2 (September 29, 2008), in which the House of Representatives 

rejected the proposed rescue plan, financial institutions that had contributed through PACs 

experienced somewhat mixed results. On the event date, they experienced 1.49% negative AR. 

Also, their CAR (0, +1) was negative and 0.03%. However, when it comes to the two-day (-1, 0) 

and three-day (-1, +1) event windows, their CARs were positive and 0.64% and 2.09%, 

respectively. The interesting pattern is that financial institutions that had not contributed through 
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PACs experienced all positive AR and CARs, while those institutions with PAC contributions 

experienced mixed results.  

To check the differences between these two groups in detail, we conduct the t-test as 

presented in Table 2.2. It shows that, for Event 1, the mean difference between financial 

institutions that had contributed through PACs and those that had not contributed is significant 

and positive at the 10% level for AR (0). Also, the mean differences are significant and positive 

at the 1% and 10% levels, respectively, for CAR (-1, 0) and CAR (-1, +1).   

 

Table 2.2. T-Test Results: Mean Differences between Two Groups 

 
AR and CARs are in percentage (%) 
***p<0.001, ** p<0.01, * p<0.05, † p<0.1 

 

For Event 2, the mean difference between the two groups is significant and negative at 

the 5% level for AR (0). However, none of the CARs were significant at all, even though the 

mean differences are negative for CAR (-1, 0) and CAR (0, +1). Moreover, the mean difference 

is positive for CAR (-1, +1), in contrast to the result in AR (0) and our prediction.  

Mean Differences of AR(0) and CARs 

 
Event1 (09/20/2008) 

Treasury Department’s 
Submission of the Rescue Plan 

Event 2 (09/29/2008) 
House’s Rejection of the 

Proposed Plan 

Event 3 (10/03/2008) 
Approval and Enactment 

of the Rescue Plan 

AR (0) 2.79† - 3.66* 0.72 

CAR (-1, 0) 5.50** - 1.53 2.57* 

CAR (0, +1) 0.30 - 0.59 3.56* 

CAR (-1, +1) 3.02† 1.55 5.41** 
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For Event 3, the mean difference for AR(0) is positive but not significant. However, the 

mean differences are all positive and significant at the 5%, 5%, and 1% levels, respectively, for 

CAR (-1, 0), CAR (0, +1), and CAR (-1, +1).   

The results in Table 2.2 provide overall support for our Hypotheses 1 and 3. When the 

U.S. government decided to intervene in the financial sector, financial institutions that had 

contributed through PACs experienced more significantly positive stock market returns. 

However, Hypothesis 2 is not clearly supported, as it turned out that financial institutions that 

had contributed through PACs experienced more significantly negative returns only on the event 

date itself (AR(0)), when the U.S. government decided not to intervene in the market.   

In addition to the t-test, we then run the Ordinary Least Squares (OLS) regressions with 

robust standard errors in order to control for other factors that could affect the abnormal stock 

returns. Tables 2.3, 2.4, and 2.5 summarize the descriptive statistics and pairwise correlations for 

Event 1, Event 2, and Event 3, respectively.  

Table 2.6 exhibits the OLS test results of Hypothesis 1, including the positive stock 

market returns for financial institutions with PAC contributions on the event during which the 

Treasury Department submitted the proposal for the rescue plan (Event 1). The main model in 

Table 2.6 presents that the coefficient of the PAC dummy is significantly positive at the 5% 

level, even when several firm-level and industry-level factors are controlled for. This result and 

the t-test results in Table 2.2 support our argument that the U.S. government’s decision to 

intervene in the market made financial institutions with PAC contributions enjoy greater positive 

stock market returns. Thus, we conclude that our Hypothesis 1 is supported. 
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Table 2.3. Descriptive Statistics and Pairwise Correlations for Event 1 (September 20, 2008) 

 

 

CAR is not in percentage (%) 
***p<0.001, ** p<0.01, * p<0.05, † p<0.1 

 

 

 

 

 

N=250 Mean S.D. 1 2 3 4 5 6 7 8 

CAR (-1, 0) 
 

0.07 0.11 1.00        

 
PAC dummy  
(2005-2006 
cycle) 
 

0.17 0.37 0.19* 1.00       

 
Firm size 
 

4993 20736 0.07 0.45* 1.00      

 
Price-to-book 
ratio 
 

1.32 0.54 -0.14* 0.24* 0.23* 1.00     

Performance 
(ROA) 
 

0.01 0.00 0.03 0.15* 0.10 0.52* 1.00    

 
Debt-to-
equity ratio 
 

2.11 1.90 0.01 0.26* 0.39* 0.16* -0.12 1.00   

Lobbying  
(for 2007) 

0.10 0.30 0.12 0.43* 0.62* 0.19* 0.09 0.34* 1.00  

Commercial 
bank dummy 
(SIC=6020) 

0.84 0.37 0.11 -0.07 -0.12 0.06 0.08 -0.34* -0.19* 1.00 
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Table 2.4. Descriptive Statistics and Pairwise Correlations for Event 2 (September 29, 2008) 

 

 

CAR is not in percentage (%) 
***p<0.001, ** p<0.01, * p<0.05, † p<0.1 

 
 
 
 
 
 
 
 
 

N=250 Mean S.D. 1 2 3 4 5 6 7 8 

CAR (-1, 0) 
 

0.02 0.11 1.00        

 
PAC dummy  
(2005-2006 
cycle) 
 

0.17 0.37 -0.05 1.00       

 
Firm size 
 

4993 20736 0.02 0.45* 1.00      

 
Price-to-book 
ratio 
 

1.32 0.54 0.08 0.24* 0.23* 1.00     

Performance 
(ROA) 
 

0.01 0.00 -0.00 0.15* 0.10 0.52* 1.00    

 
Debt-to-
equity ratio 
 

2.11 1.90 -0.06 0.26* 0.39* 0.16* -0.12 1.00   

Lobbying  
(for 2007) 

0.10 0.30 -0.06 0.43* 0.62* 0.19* 0.09 0.34* 1.00  

Commercial 
bank dummy 
(SIC=6020) 

0.84 0.37 0.04 -0.07 -0.12 0.06 0.08 -0.34* -0.19* 1.00 
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Table 2.5. Descriptive Statistics and Pairwise Correlations for Event 3 (October 3, 2008) 

 

 

CAR is not in percentage (%) 
***p<0.001, ** p<0.01, * p<0.05, † p<0.1 

 

 

 

 

 

N=250 Mean S.D. 1 2 3 4 5 6 7 8 

CAR (-1, 0) 
 

0.03 0.08 1.00        

 
PAC dummy  
(2005-2006 
cycle) 
 

0.17 0.37 0.13* 1.00       

 
Firm size 
 

4993 20736 -0.04 0.45* 1.00      

 
Price-to-book 
ratio 
 

1.32 0.54 -0.00 0.24* 0.23* 1.00     

Performance 
(ROA) 
 

0.01 0.00 0.07 0.15* 0.10 0.52* 1.00    

 
Debt-to-
equity ratio 
 

2.11 1.90 0.08 0.26* 0.39* 0.16* -0.12 1.00   

Lobbying  
(for 2007) 

0.10 0.30 0.01 0.43* 0.62* 0.19* 0.09 0.34* 1.00  

Commercial 
bank dummy 
(SIC=6020) 

0.84 0.37 0.11 -0.07 -0.12 0.06 0.08 -0.34* -0.19* 1.00 
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Table 2.6. OLS Regressions: Event 1 (September 20, 2008) 

 

CAR (-1, 0) Base Model Main Model 

PAC dummy  
(2006 election cycle) 

 
0.06* 
(0.02) 

Firm size  
0.00 

(0.00) 
- 0.00 
(0.00) 

Price-to-book ratio 
- 0.06*** 

(0.02) 
- 0.06*** 

(0.02) 

Financial performance 
3.70† 
(1.93) 

3.36† 
(1.81) 

Debt-to-equity ratio 
0.00 

(0.00) 
0.00 

(0.00) 
Lobbying dummy 
(for Year 2007) 

0.06 
(0.04) 

0.04 
(0.04) 

Commercial Bank dummy 
(SIC 6020) 

0.05** 
(0.02) 

0.05** 
(0.02) 

Constant 
0.06** 
(0.02) 

0.06** 
(0.02) 

No. of Observations 250 250 

R-square 0.09 0.12 

 
 
Robust standard errors in parentheses 
CAR is not in percentage (%) 
*** p<0.001, ** p<0.01, * p<0.05, † p<0.1 

 

Table 2.7 presents the results of testing Hypothesis 2, including the negative stock market 

returns for financial institutions with PAC contributions for the event during which the House 

rejected the proposed rescue plan (Event 2). The main model in Table 2.7 indicates that the 

coefficient of PAC dummy is negative, but not statistically significant. Based on this result and 

the t-test results in Table 2.2, therefore, we conclude that our Hypothesis 2 is not supported. 
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Table 2.7. OLS Regressions: Event 2 (September 29, 2008) 

CAR (-1, 0) Base Model Main Model 

PAC dummy  
(2006 election cycle) 

 
- 0.02 
(0.02) 

Firm size  
0.00* 
(0.00) 

0.00* 
(0.00) 

Price-to-book ratio 
0.03† 
(0.02) 

0.03† 
(0.02) 

Financial performance 
- 2.05 
(2.73) 

- 1.94 
(2.75) 

Debt-to-equity ratio 
- 0.01 
(0.00) 

- 0.01 
(0.00) 

Lobbying dummy 
(for Year 2007) 

- 0.04 
(0.03) 

- 0.04 
(0.03) 

Commercial Bank dummy 
(SIC 6020) 

- 0.00 
(0.02) 

0.00 
(0.02) 

Constant 
0.01 

(0.03) 
0.01 

(0.03) 

No. of Observations 250 250 

R-square 0.02 0.03 

 
Robust standard errors in parentheses 
CAR is not in percentage (%) 
*** p<0.001, ** p<0.01, * p<0.05, † p<0.1 

 

Table 2.8 reports the results of testing Hypothesis 3, the positive stock market returns for 

financial institutions with PAC contributions for the event during which the rescue plan was 

finally approved and enacted (Event 3). The main model in Table 2.8 shows that the coefficient 

of PAC dummy is positive and significant at the 5% level, while controlling for other factors. In 

other words, in response to the U.S. government’s final intervention decision, financial 

institutions with PAC contributions indeed enjoyed greater positive stock market returns 

compared to those without such contributions. Thus, we conclude that this result and the t-test 

results in Table 2.2 support our Hypothesis 3. 
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Table 2.8. OLS Regressions: Event 3 (October, 2008) 

CAR (-1, 0) Base Model Main Model 

PAC dummy  
(2006 election cycle) 

 
0.03* 
(0.02) 

Firm size  
- 0.00† 
(0.00) 

- 0.00* 
(0.00) 

Price-to-book ratio 
- 0.01 
(0.01) 

- 0.02 
(0.01) 

Financial performance 
2.31* 
(1.17) 

2.11† 
(1.16) 

Debt-to-equity ratio 
0.01** 
(0.00) 

0.01** 
(0.00) 

Lobbying dummy 
(for Year 2007) 

0.01 
(0.03) 

0.00 
(0.03) 

Commercial Bank dummy 
(SIC 6020) 

0.03* 
(0.01) 

0.03* 
(0.01) 

Constant 
- 0.01 
(0.02) 

- 0.01 
(0.02) 

No. of Observations 250 250 

R-square 0.05 0.07 

 

Robust standard errors in parentheses 
CAR is not in percentage (%) 
*** p<0.001, ** p<0.01, * p<0.05, † p<0.1 

 

2.6 Discussions 

This study explores how financial institutions’ previous contributions through PACs 

made differences in the stock market returns during the 2008 financial crisis. Our results from 

both the t-test and OLS regression indicate that PAC contributions resulted in greater firm value 

in the stock market around the news announcements regarding the U.S. government’s 

intervention decision (Hypotheses 1 and 3). However, we do not find support for our Hypothesis 

2, which proposes that PAC contributions would result in more negative firm value in the stock 
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market when the U.S. government decided not to intervene in the market. This result may 

indicate that, investors are less likely to adjust their evaluation of firm value even though the 

firms’ investments in establishing political channels turn out to be no longer valuable. 

2.6.1 Contributions 

By exploring the effect of PAC contributions on the stock market returns around the 

proposal and approval of the Emergency Economic Stabilization Act of 2008 and TARP, this 

study expects to contribute to the corporate political activity (CPA) literature in unique ways. 

First, based on the social capital theory and following previous studies such as Lee et al. (2018), 

this study conceptualizes that political contributions, particularly corporate PAC contributions, 

are a special type of social capital, which is prepared for future contingencies. This new 

approach adds insight to the literature to understand the real value of corporate political 

contributions. In particular, this study focuses on the meaning of contributing through PACs in 

order to secure political channels throughout the government authorities’ goodwill and suggests 

that PAC contributions create value for firms, especially when a sudden government 

intervention, such as the TARP in 2008, occurs. By exploring the condition under which PAC 

contributions create firm value, this study complements previous research on corporate political 

strategy.  

Second, this study opens up further research opportunities by investigating the value of 

political contributions, not from the traditional firm-government relationship, but from the firm-

investor relationship. Previous studies have focused on the benefits of CPA mainly from the 

firm-government perspective in terms of favorable government treatments; thus, various 

underlying mechanisms in which political activities create value for firms have remained 



 

71 

underexplored. However, by showing that financial institutions that had contributed through 

PACs enjoyed more significantly positive stock market returns around the proposal and approval 

of the TARP in 2008 financial crisis, this study suggests that political contributions do create 

significant value from the firm-investor perspective as well. Investors do care about such 

contributions when investment uncertainty particularly increases because of a sudden 

government intervention. 

2.6.2 Limitations and Future Directions 

Despite the contributions mentioned above, this study also has some limitations. First, 

there can be an issue of generalizability, because this study focuses solely on the effect of a 

specific type of political activity – PAC contributions – on corporate value during the 2008 

financial crisis. Hence, other types of political activities remain underexplored. Even though 

PAC contributions have distinctive characteristics of strong social capital compared to other 

political activities, such as corporate lobbying, which are relatively issue specific and based on a 

short-term perspective, there can still be some other types of political activities with no specific 

issue at hand and from a relatively long-term perspective in order to benefit future contingencies. 

To invite the government officials as a member of board of directors can offer one example. 

Therefore, it would be worthwhile to study the effects of such types of political activities in 

future research.  

Second, the effect of PAC contributions as social capital may vary depending on to 

whom corporate PACs make contributions. In particular, corporate PACs’ support for chairs of 

Congressional committees may bring more significant impacts on the contributing firms’ value, 

because those chairs are likely to have greater influence over the policy-making system. 
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Therefore, further research on the effects of corporate PAC contributions on value creation, 

particularly regarding contributions to chairs of Congressional committees, would be promising. 

2.7 Conclusion 

This study extends the concept of PAC contributions as strong social capital prepared for 

future contingencies and tests the impact of such contributions on corporate value by 

investigating the stock market returns in the 2008 financial crisis. As investors are willing to take 

into consideration the political channels that firms had already established in such a situation, we 

find strong support that the stock market reacts more positively for financial institutions with 

PAC contributions than those without such contributions when the government decided to 

intervene in the market. 
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3.1 Synopsis 

Do firms really benefit from CSR? To answer this fundamental question, in this study, we 

focus on the value-protection mechanism of CSR in a reputational crisis. Based on the two 

contradicting theoretical perspectives, risk-management versus agency theory, we argue that 

CSR can have either an insuring or endangering effect on firm value, particularly in terms of the 

context of financial misrepresentation. Stakeholders generally perceive high CSR as a positive 

signal representing a firm’s strong ethical orientation; thus, high CSR protects firm value from 

stakeholders’ sanction in a reputational crisis. However, at the same time, stakeholders might 

focus their attention on the possibility that high CSR is a proxy of sloppy management. This is 

especially the case when it comes to the context of financial misrepresentation, because 

stakeholders are particularly concerned about the potential managerial opportunism in such a 

context. Thus, we test these competing hypotheses with financial misrepresentation data from the 

U.S. Government Accountability Office between 1997 and 2006. Our analysis indicates that 

neither an insuring nor an endangering effect of CSR on firm value exists when financial 

misrepresentation is announced. However, we find that stakeholders likely interpret CSR in a 

more positive way when high CSR commitment is accompanied by high managerial ownership. 

Our conclusion is that CSR protects firm value in a reputational crisis only when combined with 

good corporate governance. 

3.2 Introduction 

For decades, scholars have witnessed a rapidly growing body of research on corporate 

social responsibility (CSR) as well as more diversified research interests on the subject (Aguinis 

& Glavas, 2012). In particular, diverging from the traditional focus on the potentially positive 
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relationship between CSR and firm value, recent studies have broadened the research scope to 

identify through which mechanisms CSR has such a positive effect (Barnett & Salomon, 2006; 

Brammer & Millington, 2008; Flammer & Luo, 2017; Fombrun, Gardberg, & Barnett, 2000; 

Godfrey, 2005). Indeed, the most controversial aspect of CSR is that it requires a firm to invest a 

certain level of organizational resources in activities with no obvious direct link to benefiting 

shareholders (e.g., Hubbard, Christense, & Graffin, 2017). Some believe that CSR activities 

“unnecessarily raise a firm’s costs” (Barnett & Salomon, 2006: 1102), while dissipating 

resources otherwise can be directly used to increase shareholders’ wealth (Friedman, 1970). 

Thus, more recently, scholars question what leads a firm to enjoy a greater value of its 

investment in CSR in comparison with the opportunity costs it inevitably confronts.  

 The perspective on CSR as “an insurance mechanism” (Koh, Qian, & Wang, 2014: 1464) 

contributes to the response to this question. According to this risk-management perspective, 

investments in CSR work as a safety net and thus become particularly valuable when a firm 

encounters a reputational crisis (Godfrey, 2005; Godfrey, Merrill, & Hansen, 2009; Husted, 

2005). As CSR enables a firm to establish “moral capital” (Godfrey, 2005: 777), stakeholders are 

likely to give credit to the firm with high CSR commitment and interpret its underlying motive in 

a more favorable way when it engages in a certain negative event. As a result, CSR can buffer 

scrutiny from stakeholders, and thus eventually mitigate the shocks in firm value, even in a 

reputational crisis. On this subject, scholars such as Schnietz and Epstein (2005) and Shiu and 

Yang (2017) have found that high CSR reputation indeed makes investing firms experience less 

negative stock market reactions when they are accused of socially irresponsible behavior. 
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 Despite such prosperity of the literature on risk-management perspective, however, there 

still remains doubt regarding the real value of CSR as insurance. In particular, some recent 

research based on the agency theory perspective asserts that a firm’s high CSR commitment can 

be interpreted in a more negative way, depending on the context stakeholders experience. This is 

because CSR can be a good proxy of sloppy management on the flip side, possibly representing 

managers’ attempt to dedicate organizational resources for their own purposes. For instance, 

LópezPuertas-Lamy, Desender, and Epure (2017) have found that firms with both high and low 

levels of CSR commitment tend to experience higher audit fees, as auditors likely devalue high 

CSR commitment at the same time. Moreover, Hubbard and his colleagues (2017) have noted 

that high CSR in a bad performing situation consolidates the suspicion toward managers of 

wasting organizational resources and eventually intensifies CEO dismissal. Therefore, these 

recent findings inherently question if high CSR commitment always benefits firms.  

 Thus, based on these two contradicting perspectives, our first research question is as 

follows: Does CSR insure or endanger firm value in a reputational crisis? To answer this 

question, we explore how a firm’s previous CSR commitment affects the scrutiny from 

stakeholders, particularly investors, and determines firm value in a reputational crisis. In 

particular, in this study, we focus on financial misrepresentation as our research context. 

Financial misrepresentation refers to the disclosure of incorrect or misleading financial records 

that results in subsequent restatements (Gangloff, Connelly, & Shook, 2016; Harris, 2008; Harris 

& Bromiley, 2007). It represents one of the critical reputational crises firms encounter (e.g., 

Kang, 2008) and negatively affects firm value, as it indicates not only an accounting reporting 

problem but also potential managerial opportunism (Gomulya & Boeker, 2014). Stakeholders in 
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this context, therefore, likely try to figure out both ethical orientation of the firm and managerial 

credibility as an agent in order to decide the level of sanction. Thus, given this distinctive 

feature, we believe that financial misrepresentation is the best type of reputational crisis for us to 

investigate not only the risk-management perspective but also the agency theory perspective on 

CSR. In particular, based on these two contradicting perspectives and signaling theory, we 

propose competing hypotheses: either the insuring or endangering effect of CSR on firm value 

exists when financial misrepresentation is announced.  

 We aim to pursue this perspective one step further. Our second but more important 

research question is this: Under what condition does CSR’s role as insurance become strongly 

feasible in a reputational crisis? To address this, we focus on the concept of multiple signals 

from signaling theory. Signaling literature has revealed that the multiple signals that firms send 

at the same time may have “synergistic effects” (Price & Dawar, 2002: 186) in the sense that one 

signal can strengthen the credibility of another (e.g., Miyazaki, Grewal, & Goodstein, 2005; 

Price & Dawar, 2002). Based on this finding, we propose that CSR’s role as insurance becomes 

strongly feasible in the given context if high CSR is combined with another signal which may 

convince investors that managers do care about organizational resources and that such an 

intensive CSR commitment is not the result of sloppy management. We conceptualize this 

additional signal as a level of managerial ownership of the firm. When managers of a firm hold 

enough equity, it is likely that their personal interests are aligned with those of principals; thus, 

managers are expected to more carefully manage and allocate firm resources (Jensen & 

Meckling, 1976; Jensen & Murphy, 1990). Thus, we argue that managerial ownership positively 
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moderates the relationship between CSR and firm value in the context of financial 

misrepresentation.    

3.3 Literature Review: CSR as an Ambivalent Signal 

Even though there has been a long-standing debate regarding the strategic role of CSR, 

scholars have identified CSR as one of the signals that firms can utilize to deliver their 

unobservable ethical, “other-considering” orientation to stakeholders (Godfrey et al., 2009: 428). 

In general, an information asymmetry issue exists when it comes to the relationship between 

firms and stakeholders, as those stakeholders do not clearly know if the firms have the intention 

to align with societal demands. Thus, by making an investment in CSR ex ante, firms can 

successfully reveal their commitment to ethical and responsible behavior, thus reducing such 

information asymmetry when needed. From the risk-management perspective, therefore, such a 

signaling mechanism works as effective insurance for future contingencies (e.g., Godfrey et al., 

2009; Husted, 2005; Koh et al., 2014).  

Indeed, CSR becomes a valuable investment particularly when a firm faces a negative 

event or reputational crisis (Godfrey, 2005; Godfrey et al., 2009; Husted, 2005; Koh et al., 2014; 

Lins, Servaes, & Tamayo, 2017; Schnietz & Epstein, 2005; Shiu & Yang, 2017). This is because 

information asymmetry between a firm and stakeholders is likely stronger in such a situation. 

When a firm engages in a negative event or is accused of bad behavior, stakeholders are required 

to infer the underlying motive of the firm and decide the level of sanction based on such an 

inference. Literature on CSR has explored the claim that a firm’s previous CSR can serve as an 

important signal in that inference process, effectively reducing information asymmetry (Godfrey 

et al., 2009; Koh et al., 2014). CSR helps a firm to build upon “moral capital” (Godfrey, 2005: 
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777), which makes stakeholders believe that the firm is “not completely self-serving” (Shiu & 

Yang, 2017: 457) but altruistic to some extent. In other words, stakeholders may become 

convinced that CSR commitment signals “an ‘other-considering’ disposition” of firms (Godfrey 

et al., 2009: 428). When stakeholders need to evaluate the underlying motive of the firm in a 

reputational crisis, therefore, they likely believe that the firm with previously high CSR might 

engage in the given wrongdoing, not intentionally but because of negligence. As a result, high 

CSR commitment may reduce the level of scrutiny from stakeholders while preserving the firm’s 

value.  

Despite such a positive interpretation of CSR, on the other hand, some studies have 

interestingly suggested that a firm’s previous CSR commitment can also be interpreted as a 

totally different meaning. In particular, agency theory perspective on CSR suggests that CSR 

commitment possibly signals a managerial opportunistic orientation (e.g., Brammer & 

Millington, 2008; Friedman, 1970; Hubbard et al., 2017; LópezPuertas-Lamy et al., 2017). This 

is because high CSR commitment can be a good proxy of managers’ attempt to dedicate 

organizational resources to serve their own purposes while disregarding shareholders’ wealth 

(Hubbard et al., 2017). For instance, LópezPuertas-Lamy et al. (2017: 1283) state as follows: 

“Specifically, managers may use CSR to increase their own reputation and awareness 

level within social circles, to further political or career agendas, as part of an 

entrenchment strategy…, or to create an impression of transparency and ethical 

behaviour among stakeholders to cover up corporate misconduct… or earnings 

management... These opportunistic motivations of managers to engage in CSR might lead 

to excessively high levels of CSR performance…”  
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In a similar vein, scholars such as Barnea and Rubin (2010) and Cheng, Hong, and Shue 

(2013) have found that there is a negative association between CSR and insider ownership, thus 

presenting that CSR commitment is possibly determined by an agency problem. Thus, this 

opposing research stream has intrinsically raised an important question of whether CSR 

commitment always involves a positive signaling and brings an insuring effect to firm value.   

Indeed, some scholars have found that stakeholders may interpret the signaling of a 

firm’s previous CSR commitment in a negative way, rather than a positive way, particularly in 

the context of questioning the appropriateness of such CSR. Specifically, Hubbard and his 

colleagues (2017) suggest that stakeholders and board members become more suspicious of the 

quality of CEO in adversity if the CEO had intensively committed to CSR previously. In such a 

situation, CSR is likely to become a proxy of the CEO’s neglect of duty to properly allocate 

resources; therefore, the board is more likely to dismiss the CEO to deal with the possible agency 

problem as well as sloppy management. Moreover, Richardson and Welker (2001) find that, 

unlike conventional wisdom, a firm’s disclosure of social performance is likely to result in the 

increased cost of equity capital particularly when the firm is lagging behind its competitors. 

These studies intrinsically present that stakeholders can rather devalue a firm’s CSR 

commitment, depending on the contextual clues they rely on; the more concerned they are about 

the managers’ opportunistic or irresponsible resource allocation in the given context, the more 

they devalue high CSR commitment of the firms.  

Based on these contradicting perspectives on and different interpretations of CSR, 

therefore, we aim to fill the research gap by exploring the insurance mechanism of CSR in a 

reputational crisis. Specifically, we propose that high CSR might not always bring an insurance-
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like effect on firm value regardless of contextual clues that stakeholders experience. For 

instance, when it comes to a certain reputational crisis, especially in which stakeholders, 

especially investors, are required to make a judgment on managerial credibility, it is possible that 

they may attend to the negative signaling of CSR as well. As those investors are already aware of 

or worry about managers’ potential intention of pursuing self-interests in such a context, there is 

no guarantee that they will interpret the CSR commitment as a positive one. In other words, CSR 

is an ambivalent signal, and thus there can be competing predictions on CSR’s effect on firm 

value in such a context; it can either insure or endanger firm value. To explore this possibly of 

contradicting effects of CSR, we specifically focus on financial misrepresentation, which 

represents a reputational crisis, typically requiring stakeholders’ judgment on managerial 

credibility. 

3.4 Theory and Hypotheses 

3.4.1 Research Context: Financial Misrepresentation 

Financial misrepresentation refers to a situation in which a public firm has been 

announced to restate its previous financial records due to incorrect or misleading information 

(Gangloff et al., 2016; Harris, 2008; Harris & Bromiley, 2007). In particular, scholars have 

identified financial misrepresentation especially in terms of a material restatement (e.g., Arthaud-

Day, Certo, Dalton, & Dalton, 2006; Gangloff et al., 2016; Gomulya & Boeker, 2014; Gomulya 

& Mishina, 2017; Ndofor, Wesley, & Priem, 2015). Compared to the routine restatement, a 

material restatement is distinguishable in the sense that it generally originates from “significant 

accounting problems” (Arthaud-Day et al., 2006: 1120) rather than mere reporting mistakes. The 

U.S. Government Accountability Office (2006: 5) describes such a type of restatement as an 
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outcome of ““aggressive” accounting practices, intentional and unintentional misuse of facts 

applied to financial statements, oversight or misinterpretation of accounting rules, and fraud.”   

In general, financial misrepresentation causes reputational damage for several reasons. 

First, restating previous financial reports due to misleading information clearly violates social 

demands (Arthaud-Day et al., 2006). Thus, it significantly threatens the credibility of the firm 

and managers (Harris & Bromiley, 2007; Gangloff et al., 2016; Gomulya & Mishina, 2017). 

Second, financial misrepresentation likely provokes doubt regarding the leadership of CEOs and 

the top management teams (e.g., O’Connor, Priem, Coombs, & Gilley, 2006) as well as the 

monitoring capability of board of directors (e.g., Kang, 2008). Lastly, the visibility of financial 

misrepresentation is relatively high, thanks to the relevant regulations and government 

monitoring. Thus, the level of media coverage and scrutiny is also substantial (Gomulya & 

Boeker, 2014). As a result, financial misrepresentation generally results in negative stock market 

returns (Karpoff, Lee, & Martin, 2008; Palmrose, Richardson, & Scholz, 2004). 

Baseline Hypothesis. Firm value in the stock market surrounding the announcement of 

financial misrepresentation will decrease. 

One of the distinctive features of financial misrepresentation as a reputational crisis is 

that stakeholders are likely to consider it as a strong proxy of ‘fraudulent motive’ or ‘intention of 

cheating’ (Gomulya & Boeker, 2014; Harris & Bromiley, 2007; Staubus, 2005). In particular, 

stakeholders may have a strong suspicion that it is a result of managerial attempt to manipulate 

core achievements of the firm for self-interests (e.g., Zardkoohi, Harrison, & Josefy, 2017). This 

kind of perception is particularly salient in the literature on financial misrepresentation and 

managerial consequences (e.g., Habib & Hossain, 2013). For instance, Arthaud-Day and 
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colleagues (2006) find that firms involving financial misrepresentation tend to experience CEO 

dismissals more than two times than others in order to satisfy stakeholders and recover 

legitimacy. Moreover, Gangloff and colleagues (2016) find that investors positively react when a 

firm appoints an outsider as a new CEO, rather than an insider, following financial 

misrepresentation. These studies present the strong skepticism on managerial credibility that 

investors generally exhibit in the context of financial misrepresentation.  

In the case of financial misrepresentation, the level of sanction from investors may 

largely depend on the extent to which they attribute the misrepresentation to managerial 

opportunism. Thus, any behavioral or structural signals of the firms that make those investors 

resolve a suspicion about managers’ underlying intention of cheating is likely to protect firm 

value. For instance, scholars such as Cumming, Leung, and Rui (2015) and Carcello, Neal, 

Palmrose, and Scholz (2011) have found that firms with governance structure which can reduce 

managerial opportunistic behavior or CEO power are likely to experience less negative market 

reactions, even when engaging in financial misrepresentation. 

3.4.2 Competing Hypotheses: CSR in the Context of Financial Misrepresentation 

Given that CSR reveals the unobservable ethical orientation of firms, previous CSR 

behavior of the firms exhibiting financial misrepresentation likely be one of the meaningful 

signals for investors to determine the level of scrutiny. However, as a firm’s previous CSR 

commitment is a signal that possibly provokes contradicting interpretations, how investors 

interpret the given CSR may largely depend on what they particularly focus on in the context of 

financial misrepresentation.  
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According to the signaling literature, firms engage in sending a costly signal in hoping 

that they successfully deliver their unobservable quality or intention to outsiders and thus 

differentiate themselves from others (Connelly, Certo, Ireland, & Reutzel, 2011; Spence, 1973, 

2002). Nevertheless, the effectiveness of signaling is not solely determined by the sender-firms’ 

efforts. As signaling is a two-way interaction between signal sender and receiver(s), the signaling 

outcome also largely depends on how receivers understand and interpret the signal in the given 

context or environment (e.g. Drover, Wood, & Corbett, 2018; Gulati & Higgins, 2003; Perkins & 

Hendry, 2005). Indeed, although a same signal is given, receivers are likely to interpret it in 

various ways, particularly depending on the interpretation contexts they experience (e.g. 

Connelly et al., 2011; Lester, Certo, Dalton, Dalton, & Cannella, 2006). This is because the 

interpretation contexts can affect receivers’ attention, leading them to focus on “different sets of 

factors” (Gulati & Higgins, 2003: 128). Many studies on various aspects of management have 

explored how divergent contexts, competitive situations, or institutional environments lead 

receivers to “look for a specific set of criteria” (Alsos & Ljunggren, 2017: 571) to interpret the 

given signal, thus increasing or decreasing the value of the signal (e.g., Dineen & Allen, 2016; 

Hubbard et al., 2017; Park & Partel, 2015; Prabhu & Stewart, 2001; Wei, Shen, Zhou, & Li, 

2017). For instance, Jia and Zhang (2014) investigate that investors in the IPO context hardly 

conclude if pre-IPO social performance is valuable, because those investors particularly focus on 

the level of risk in such a context. Generally speaking, pre-IPO social performance can attract 

stakeholders, but considering the future risk level, such a pre-investment raises the level of 

stakeholders’ expectation and thus possibly backfires in a post-IPO period.  
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When interpreting CSR in the context of financial misrepresentation, such a mechanism 

becomes especially salient. Unlike other types of reputational crisis, such as product recalls or 

lawsuits for which attribution for blame is relatively hard to achieve right away, financial 

misrepresentation is easy to blame for managerial opportunistic behavior. Such a context, 

therefore, affects investors’ attention and leads them to particularly focus on the trustworthiness 

of managers. In other words, one of the most important questions that investors might ask in this 

context is if managers of those involved firms are ‘trustable agents.’ Investors might want to 

check if those managers are behaving on behalf of principals and are neither intentionally 

cheating outsiders nor pursuing self-interests at most. In that sense, previous CSR commitment 

of the firms that have been caught for financial misrepresentation is more likely to present “a 

dilemma” (Jia & Zhang, 2014: 436). This possibly triggers opposite responses from investors.  

On one hand, high CSR commitment indicates that a focal firm is caring of others, 

particularly outsiders (Godfrey, 2005; Godfrey et al., 2009; Shiu & Yang, 2017). It shows that 

those managers of the firm may be “not completely self-serving” (Shiu & Yang, 2017: 457) but 

trying to behave on behalf of various types of stakeholders. As high CSR commitment signals an 

effort to be altruistic, investors likely resolve the suspicion to some extent that managers of the 

firm might engage in the misrepresentation to pursue their self-interests. Moreover, high CSR 

commitment also indicates that managers might be eager to reduce information asymmetry 

between outsiders and themselves (e.g., Gao, Lisic, & Zhang, 2014; Lopatta, Buchholz, & 

Kaspereit, 2016) and pursue financial transparency (e.g., Fieseler, 2011). Thus, if investors find 

that firms involving financial misrepresentation had committed intensively to CSR, they likely 

regard the managers of those firms not to have a strong underlying intention to cheat. Given this 
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positive signaling of CSR, therefore, investors are more likely to value high CSR commitment of 

firms in the context of financial misrepresentation.  

  On the other hand, high CSR commitment possibly signals sloppy management, 

particularly in terms of managers’ opportunistic resource allocation (Barnea & Rubin, 2010; 

Cheng et al., 2013; Hubbard et al., 2017; LópezPuertas-Lamy et al., 2017). From the investors’ 

perspective, it is relatively difficult to figure out whether managers dedicated organizational 

resources to CSR so intensively because it was really necessary, or just for their own purposes. It 

is possible that those managers might utilize CSR to further their own reputation or career while 

disregarding shareholders’ wealth (Hubbard et al., 2017). Thus, if investors find that firms 

caught engaging in financial misrepresentation had committed to CSR intensively, those 

investors likely regard the managers of those firms to be pursuing their self-interests by taking 

advantage of organizational resources. In other words, high CSR commitment can lead investors 

to believe that the managers of those involved firms do not care about costs or preserving limited 

resources on behalf of principals. This can intrinsically confirm their suspicion that the managers 

of the involved firms are not trustable agents. Thus, investors might end up understanding the 

given misrepresentation as an outcome of managers’ intentional attempt to manipulate financial 

records to achieve better compensation. As the context itself generates interest among investors 

in the trustworthiness of managers as agents and eventually also attends to this negative signaling 

of CSR, investors are less likely to value high CSR in the context of financial misrepresentation. 

Given this dilemma, therefore, we propose competing hypotheses. From the positive 

signaling of CSR, there is an insuring effect of CSR on firm value in the context of financial 
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misrepresentation. However, from the negative signaling of CSR, there is rather an endangering 

effect of CSR on firm value. 

Hypothesis 1a. CSR has an insuring effect on firm value surrounding the announcement 

of financial misrepresentation (i.e., positive relationship).  

Hypothesis 1b. CSR has an endangering effect on firm value surrounding the 

announcement of financial misrepresentation (i.e., negative relationship). 

3.4.3 Interaction Effect: Synergistic Effect of Managerial Ownership 

According to the signaling literature, firms may engage in sending multiple signals, rather 

than focusing on a one-type, single signal (Connelly et al., 2011). Many scholars have 

interestingly noted that signaling outcomes also largely depend on how these multiple signals 

interact with one another (e.g., Biswas, Dutta, & Biswas, 2009; Connelly et al., 2011; Gao, 

Darroch, Mather, & MacGregor, 2008; Miyazaki et al., 2005; Price & Dawar, 2002). For 

instance, Biswas and colleagues (2009) have found that the effectiveness of a given signal 

changes depending on the level of strength of another signal combined. In a similar vein, Price 

and Dawar (2002) have argued that a firm’s multiple signals may interact with one another, 

resulting in “the potentially synergistic effects” (p. 186). In their study of a joint effect of brand 

and warranty, they have found that signal receivers indeed perceive the unknown brands’ product 

quality in a more positive way when warranty information is simultaneously given. This shows 

that one signal can strengthen the credibility of another, thus enhancing the signaling outcome in 

a more effective way.    

 This is also the case regarding a firm’s CSR commitment. By nature, a firm’s previous 

CSR commitment in the context of financial misrepresentation is an ambivalent signal; investors 
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can interpret it either positively or negatively. Even though it conveys information about the 

ethical orientation of a firm, a high level of CSR commitment also simultaneously provokes 

doubt regarding the possibility of sloppy management. Therefore, when it comes to the signaling 

effectiveness of CSR, it is important to assure investors that managers do care about firm 

resources and that those managers had intensively engaged in CSR not because of opportunistic 

resource allocation but because of real necessity. In other words, if CSR is combined with other 

signals which might indicate a low possibility of sloppy management, CSR’s positive signaling 

is likely to become stronger, while negative signaling is attenuated in this context.  

  One such possible synergistic signal is the level of managerial ownership of the firm. 

Managerial ownership means that top executives hold stocks of their firm to some extent (Ofek 

& Yermack, 2000). Given the structure of modern corporations (i.e., separation of ownership and 

management), this has represented an important question in terms of how effectively aligned the 

personal interests of managers are with those of shareholders, as managers are assumed to 

opportunistically behave according to their self-interests (e.g., Fama, 1980; Fama & Jensen, 

1983; Hölmstrom, 1979; Jensen & Meckling, 1976). One of the most traditionally argued 

suggestions is to give managers incentives for speaking for owners by encouraging them to hold 

firm stocks (i.e. equity ownership) (Dalton, Daily, Certo, & Roengpitya, 2003; Dalton, Hitt, 

Certo, & Dalton, 2007; Eisenhardt, 1989; Jensen & Meckling, 1976; Jensen & Murphy, 1990). 

When managers have a certain level of equity ownership, then their personal wealth is largely 

dependent on organizational performance; therefore, managers are more likely to aim to improve 

firm value, eventually making decisions and behaving in a way that maximizes shareholders’ 

wealth (e.g., Jensen & Meckling, 1976; Nyberg, Fulmer, Gerhart, & Carpenter, 2010). Even 



 

89 

though there have been scholarly debates on whether managerial ownership truly leads to better 

financial performance (Dalton et al., 2003), scholars have found that equity ownership generally 

entices managers to more carefully allocate organizational resources (e.g., Sanders, 2001).  

 Given that managerial ownership signals a low possibility of opportunistic resource 

allocation, we expect that it can strengthen the credibility of a firm’s previous CSR commitment. 

When investors find that firms caught engaging in financial misrepresentation had committed to 

CSR intensively while having a high level of managerial ownership, those investors may believe 

that such an intensive investment in CSR was a result of careful decisions rather than sloppy 

management. In other words, if high CSR commitment is combined with a high level of 

managerial ownership, investors are less likely to pay attention to the negative side of CSR. As a 

result, CSR’s role as insurance likely becomes stronger in the context of financial 

misrepresentation. Thus, we propose that managerial ownership positively moderates the 

relationship between CSR commitment and firm value in the given context.   

Hypothesis 2.  There will be a positive interaction effect between CSR and a level of 

managerial ownership on firm value surrounding the announcement of financial 

misrepresentation. 

(If CRS has a positive relationship with firm value (insuring effect), then the positive 

relationship will be more positive if managerial ownership is high.)   

 (If CSR has a negative relationship with firm value (endangering effect), then the 

negative relationship will be less negative if managerial ownership is high.) 
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3.5 Method 

3.5.1 Data 

To test the hypotheses, we collect our sample firms from the U.S. Government 

Accountability Office (GAO)’s Financial Restatement Database. We believe that the GAO 

database presents a particularly good opportunity to explore how the stock market reacts to a 

reputational crisis triggered by financial misrepresentation and how CSR works as an important 

signal in such a context, due to its distinctive characteristics. In general, it is well known that the 

GAO database focuses on financial misrepresentation categorized as “accounting irregularities” 

(Harris & Bromiley, 2007: 351) rather than that involving mere “routine reporting issues” (GAO, 

2006: 5). Interestingly, however, not all financial misrepresentation included in this database 

eventually turns out to be fraud; indeed, Hennes, Leones, and Miller (2008) find that many 

restatement cases that GAO provides can be eventually attributed to errors rather than fraudulent 

purposes. In that sense, scholars in the accounting field define the GAO database as a more 

inclusive source of financial misrepresentation compared to other relevant databases. Thus, by 

relying on the GAO database, we can focus on a set of misrepresentation that is serious enough 

to have a significant impact on the stock market but still requires a certain level of interpretation 

and judgment by investors for further direction.  

The GAO Financial Restatement Database consists of two reports: GAO (2003) (GAO-

03-395R) and GAO (2006) (GAO-06-1053R). The former includes 919 announcements of 

financial restatement from January 1, 1997, to June 30, 2002; the latter includes 1,786 

announcements of restatement from July 1, 2002, to June 30, 2006. We rely on both reports in 

this study.  
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As a very first step, we complement the observations in the GAO database particularly in 

terms of the ticker. The GAO database provides information such as company name, ticker, 

stock market (NYSE, NASDAQ, or OTC), date of announcement, number of shares traded in the 

market, prompter, as well as reasons for restatement. In the database, some firms involve 

multiple observations as GAO counts multiple announcements from the media. However, we 

find that some observations have different tickers, even though they are from the same firm. For 

instance, Autobytel, Inc., is included in the database twice for the announcements made on 

November 15, 2004, and March 15, 2005; nevertheless, the one in 2004 has a ticker of ABTL, 

whereas the other in 2005 has a ticker of ABTLE, which is not correct. We also find that some 

observations from the same firm have different tickers due to their different share classes. For 

instance, Bandag, Inc., appears in the database twice on January 20, 2005, and June 22, 2006; 

however, the former has a ticker of BDG, whereas the latter has two tickers of BDG and BDGA 

at the same time. Therefore, by relying on the CRSP code-lookup function from the Wharton 

Research Data Services (WRDS), we fix such ticker errors, particularly for those firms that 

involve multiple observations. Eventually, we have corrected tickers for 51 observations.  

As a second step, we merge these observations with the CRSP daily stock data from 

WRDS in order to get PERMNOs. Among the observations that are matched with CRSP, we find 

that some firms have more than one PERMNO from CRSP due to multiple share classes (e.g., 

Share A and B). In such a case, we select the share class that has a greater trading volume on the 

event date, following the literature (Cashman, Gillan, & Jun, 2012). Then, we merge these GAO-

CRSP matched observations with CRSP/COMPUSTAT Merged databased (CCM) from WRDS 

by using PERMNOs to get the financial data. In particular, we obtain financial data from one 
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year prior to each misrepresentation announcement date. As our observations from the GAO list 

are between 1997 and 2006, the company name and ticker are out of date for many of our sample 

firms. Thus, to minimize the possible mismatches while merging the databases, we decide to rely 

on CRSP and CCM, rather than directly on COMPUSTAT, because CRSP enables us to trace the 

historical changes in company name, ticker, cusip, SIC, and so forth, over time. 

As a third step, we use these GAO-CRSP-CCM matched observations to get cumulative 

abnormal returns (CARs) from EVENTUS. In particular, we rely on the cross-sectional event 

study methodology provided by EVENTUS. In the process, we drop observations that do not 

yield CARs, because there are not enough days to calculate CARs or because there was no stock-

trading on the exact event date (e.g., holidays).  

As a fourth step, we merge these remained observations with the MSCI ESG database, 

previously known as the Kinder, Lydenberg, and Domini (KLD) database. MSCI database 

provides information such as company name, ticker, CSR scores, and Corporate Social 

Irresponsibility (CSI) scores. As we did for the financial data, we obtain one-year lagged 

CSR/CSI ratings of each sample firm depending on the misrepresentation announcement date. 

During the process, we keep the observations that do not have MSCI’s CSR scores, because we 

select the Heckman two-stage model in the later Analysis section.   

As a last step, we merge these observations with COMPUSTAT’s Execucomp database 

to get information about our sample firms’ governance structure. Because of many missing 

observations in the Execucomp database, our final sample consists of 819 financial 

misrepresentations from 580 firms. 
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3.5.2 Measurements 

Dependent variable.  Our dependent variable is firm value in the stock market; that is, 

operationalized as cumulative abnormal returns (CARs) of firms being announced to engage in 

financial misrepresentation. To calculate CARs, we rely on the event study. In particular, all of 

the calculation is done by EVENTUS cross-sectional analysis on the WRDS website. While 

conducting the EVENTUS analysis, we rely on the market model along with the CRSP index 

(both of equally-weighted and value-weighted indices used, but we report the results with the 

value-weighted one). To avoid any possible confounding effect, we try to shorten our event 

window (e.g., McWilliams & Siegel, 1997) and particularly use two-day (from day 0 to day 1) 

and three-day (from day -1 to day 1) windows to report our main and robustness-check results. 

Also, our estimation window is set as 255 days (from -300 days to -46 days before the 

misrepresentation announcement date) to calculate the normal stock return for each sample firm.  

Independent variables.  Our independent variable is a firm’s CSR commitment in a prior 

year to the financial misrepresentation announcement. To measure this, we rely on MSCI’s 

social performance ratings. In particular, MSCI provides the ratings of corporate social 

performance in terms of strengths and weaknesses (concerns) in the context of several qualitative 

dimensions. Following Koh and colleagues (2014), we measure a firm’s CSR commitment as the 

sum of strength ratings over five dimensions: community, diversity, employee, environment, and 

product. Each dimension was standardized before summing up.    

Moderating variable. Our moderating variable is a level of managerial ownership. We 

measure this as a dummy variable. First, we calculate each firm’s percentage of managerial 

ownership as the number of shares owned by the top five executives divided by total shares 
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outstanding. Then, we code 1 if a focal firm’s percentage of managerial ownership is greater than 

the average ownership of our sample firms; otherwise, we code it as 0.  

Control variables. Referring to previous studies, we consider several factors to control 

for the possible alternative explanations on the stock market reaction to financial 

misrepresentation announcement. As a first step, we include several firm-specific factors. In 

particular, we control for firm size, which is calculated as the number of employees. We also 

control for firm performance, which is measured by the ratio of return on assets (ROA) 

(Gomulya & Boeker, 2014). We then control for the Price-to-Earning (PE) ratio of the firm, 

which is driven by dividing closing price of a share by earnings per share. In addition, we control 

for Debt-to-Equity ratio, which is measured as the total debt divided by total equity, to take into 

consideration the financial leverage of the firm (e.g., Cumming et al., 2015). As a second step, 

we include corporate governance factors. We specifically control for CEO duality, which is 

measured as a dummy variable (i.e., we code it as 1 if the CEO is also a chairperson of the board, 

and 0 otherwise) (Paruchuri & Misangyi, 2015). In addition, we also control for CEO 

compensation, which is measured as the total compensation for CEO including option grants 

(Paruchuri & Misangyi, 2015). As a third step, we include a context-level factor. As our research 

context is financial misrepresentation, we control for the Sarbanes-Oxley Act of 2002 (e.g., 

Burks, 2011). We code this as 1 if the given misrepresentation was announced after year 2002; 

otherwise, we code it as 0. Lastly, we include industry dummies and year dummies. In particular, 

for industry dummies, we rely on the Fama-French’s 12-industry classifications in this study. 

This is because we need more simplified industry classifications rather than focusing on the 2-

digit or 4-digit SIC classifications, given the limited number of our observations.   
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3.5.3 Analysis 

In this study, we employ the Heckman two-stage model due to the potential selection bias 

in our sample. In particular, even though we collect all of the firms listed by GAO from 1997 to 

2006, the final sample included in our final analyses are only those firms engaged in CSR. If 

there are certain but unobservable differences between firms with CSR engagement and those 

without such engagement, and if such differences affect our regressors and eventually distort our 

results, then a sample selection bias could exist (Kang, 2013: 102-103). Thus, to resolve such an 

issue, in this study, we rely on the two-stage model. In particular, we first conduct a probit 

regression (in terms of CSR engagement) as a first-stage selection model. Following previous 

studies such as Kang (2013), we include firm size, performance, revenue, resources, and 

industry/year dummies to calculate the Inverse Mills Ratio (IMR). In particular, in this first-stage 

selection model, we include firm resources as a variable which likely determines if firms engage 

in CSR but less likely affects the cumulative abnormal returns in the second-stage OLS 

regressions. Firms are more likely to commit to socially responsible behavior when they have 

sufficient organizational resources (e.g., Zhang, Li, Jiang, Zhang, Hu, & Liu, 2018). However, 

when it comes to the stock market returns in the context of financial misrepresentation, investors 

are less likely to concern about the level of organizational resources when they decide the level 

of penalty. Thus, we include firm resources measured as cash and cash equivalent divided by the 

liabilities. Then, we calculate the IMR and include it into our second-stage regression. Table 3.1 

summarizes the first-stage probit regression. In total, 819 firm-restatement observations are used 

for this probit regression. 
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In addition, given that some of our sample firms involved multiple restatement 

observations, we analyze our models based on the robust standard errors clustered by firms to 

control for any potential autocorrelation of residuals. This follows previous research on financial 

misrepresentation (Feng, Ge, Luo, & Shevlin, 2011). 

 

Table 3.1. First-Stage Probit Model (Selection Model) 

 

Dependent variable CSR engagement 

Firm size                    
(No. of employees) 

0.0219***                    
(0.0067) 

Firm performance (ROA) 
0.5718  

(0.4814) 

Firm revenue 
0.0000* 
(0.0000) 

Firm resources          
- 0.1076  
(0.0850) 

Constant 
 - 1.8956*** 

(0.4900) 

Industry dummies       (Fama-
French 12 industries) 

Included 

Year dummies                     Included 

No. of observations 819 

Wald chi-square 207.21 

Pseudo R-square 0.3771 

 
Robust standard errors clustered by firms,                  

                          * p<0.1, ** p<0.05, *** p<0.01 
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3.5.4 Results 

Before we proceed with the second-stage regression, we firstly check the overall stock 

market responses to financial misrepresentation. Table 3.2 summarizes the event study results for 

our total 819 firm-misrepresentation observations, regardless of their CSR engagement. 

 

Table 3.2. Event Study Results for the Firms involved Financial Misrepresentation 

Event 
Window 

N 
Mean Cumulative 
Abnormal Returns 

Positive / Negative Patell Z 
Generalized 
Sign Z 

 (- 1,  0) 819 - 1.53% 338 / 481 - 10.70**** - 4.24**** 

 ( 0 , +1) 819 - 2.99% 315 / 504 - 20.23**** - 5.85**** 

 (- 1, +1) 819 - 3.21% 301 / 518 - 17.09**** - 6.83**** 

 
N = 819 financial misrepresentation from 580 firms. 
**** p < 0.001 
One-tailed tests.   

 

We find that our sample firms caught for these misrepresentation cases experienced 

2.99% and 3.21% declines on average in their 2-day (0, +1) and 3-day (-1, +1) stock returns, 

respectively. This shows that the firm value surrounding the announcement of financial 

misrepresentation significantly decreases, as our baseline hypothesis suggests. 

Then, we move on to the second-stage regression to check how a firm’s previous CSR 

commitment affects firm value surrounding the announcement of financial misrepresentation. 

Table 3.3 presents the summary statistics of the variables included in our second-stage regression 

models.  
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Table 3.3. Descriptive Statistics and Pairwise Correlations (DV= CAR (0, +1)) 

 
CARs (Cumulative Abnormal Returns) in percentage (%); Firm size (No. of employees) in thousands. 
Correlations in bold are significant at 5% level. 
 

Table 3.3. Continued 

 

 

 

 

 

 

 

 

 

CARs (Cumulative Abnormal Returns) in percentage (%); Firm size (No. of employees) in thousands. 
Correlations in bold are significant at 5% level. 

N =582  Mean   SD (1) (2) (3) (4) (5) 

(1) CAR (0, +1) -1.8682 8.1483 1.0000     

(2) CSR 0.6470 3.8505 -0.0381 1.0000    

(3) Managerial ownership 
     (dummy) 

0.1753 0.3805 -0.0439 -0.0855 1.0000   

(4)  Firm size  (Employees) 33.1480 63.1819 0.0036 0.3409 -0.0748 1.0000  

(5)  Firm performance 
     (ROA) 

0.0102 0.1427 0.1727 -0.0151 -0.0343 0.0112 1.0000 

(6)  Price-to-earnings ratio 4.3877 261.9428 -0.0204 -0.0407 0.0311 -0.0154 0.0283 

(7) Debt-to-equity ratio 0.0595 23.0992 -0.0719 -0.0382 0.0109 -0.0351 0.0236 

(8) CEO duality 0.6392   0.4807 -0.0442 0.0983 0.0264 0.1477 -0.0282 

(9) CEO compensation 6.8307 14.4123 0.0161 0.1295 -0.0374 0.3049 -0.0370 

(10) Sarbanes-Oxley Act 
       (dummy) 

0.7560 0.4299 0.1047 0.0736 0.0514 -0.1082 0.0365 

N =582 (6) (7) (8) (9) (10) 

(1) CAR (0, +1)      

(2) CSR      

(3) Managerial ownership 
     (dummy) 

     

(4)  Firm size (Employees)      

(5)  Firm performance 
     (ROA) 

     

(6)  Price-to-earnings ratio 1.0000     

(7) Debt-to-equity ratio 0.0029 1.0000    

(8) CEO duality 0.0947 -0.0417 1.0000   

(9) CEO compensation 0.0013 0.0297 0.0805 1.0000  

(10) Sarbanes-Oxley Act 
       (dummy) 

-0.0031 -0.0263 -0.0853 -0.2412 1.0000 
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Our second-stage OLS regression results with standard errors clustered by firms are 

provided in Table 3.4. In particular, Table 3.4 reports the regression results based on the two-day 

(0, +1) CARs. Model 1 in Table 3.4 includes only the control variables. 

 
Table 3.4. Second-Stage OLS Regressions 

DV = CAR (0, +1) Model 1 Model 2 Model 3 

CSR  
- 0.0945  
(0.0789) 

- 0.1400 * 
(0.0812) 

CSR  X   Managerial Ownership   
0.5367** 
(0.2687) 

Managerial Ownership (dummy) 
- 0.7195  
(0.9630) 

- 0.7677  
(0.9694) 

- 0.7473  
(0.9643) 

Firm size (No. of employees) 
0.0032  

(0.0044) 
0.0052  

(0.0050) 
0.0062  

(0.0051) 

Firm performance (ROA) 
8.9552*  
(4.5938) 

8.9219* 
(4.5864) 

9.0853** 
(4.5987) 

Price-to-earnings ratio 
- 0.0009  
(0.0008) 

- 0.0009  
(0.0008) 

- 0.0010  
(0.0008) 

Debt-to-equity ratio 
- 0.0240*** 

 (0.0039) 
- 0.0242***  

(0.0042) 
- 0.0245***  

(0.0043) 

CEO duality (dummy) 
- 0.6528  
(0.7478) 

- 0.5881  
(0.7532) 

- 0.5560  
(0.7477) 

CEO compensation 
0.0396  

(0.0404) 
0.0394  

(0.0393) 
0.0370  

(0.0390) 

Sarbanes-Oxley Act of 2002 (dummy) 
- 1.2435  
(4.6786) 

- 1.4346  
(4.6018) 

- 1.3285  
(4.5245) 

IMR 
0.8225  

(2.1120) 
0.7024  

(2.1147) 
0.7672  

(2.1070) 

Constant 
1.6475  

(5.2027) 
1.9017  

(5.1353) 
1.5564  

(5.0769) 

Industry dummies (Fama-French 12)      Included Included Included 

Year dummies Included Included Included 

No. of observations 582 582 582 

R-squared 0.1055 0.1070 0.1112 

 
Robust standard errors clustered by firms,                 
CSRs (Cumulative Abnormal Returns) in percentage (%) 
* p<0.1, ** p<0.05, *** p<0.01 

 



 

100 

Our Hypotheses 1a and 1b are competing hypotheses; Hypothesis 1a suggests that CSR 

has an insuring effect on firm value surrounding the announcement of financial 

misrepresentation, whereas Hypothesis 1b proposes that CSR has an endangering effect. Model 2 

in Table 3.4 presents that the coefficient of CSR is negative, but not significant. This is also the 

case when we test our models with the three-day (-1, +1) CARs later during the robustness 

check. Thus, we conclude that neither Hypotheses 1a nor 1b is supported. In other words, we 

find that neither an insuring effect nor an endangering effect of CSR on firm value exists in the 

context of financial misrepresentation. Indeed, we believe that this result actually confirms the 

underlying assumption of this study that CSR possibly has both positive and negative signaling 

mechanisms when it comes to the context of reputational crisis in which stakeholders question 

the managerial credibility. It may be possible that positive and negative signaling of CSR cancels 

each other out so that investors do not feasibly respond to CSR.   

However, very interestingly, we find significant support for our interaction hypothesis. 

Model 3 in Table 3.4 includes the interaction term between CSR and our moderating variable, 

level of managerial ownership. In Model 3 we find that the coefficient of the interaction term 

between CSR and managerial ownership is statistically significant and positive (p < 0.05), while 

the coefficient of CSR becomes significantly negative compared to that in Model 2. We interpret 

this result with two points. First, CSR alone is an ambivalent signal so that its signaling 

mechanism is not effective enough in this context. Its signaling becomes feasible only when 

combined with another signal, which can provide investors additional information about the 

management quality. Second, even though CSR itself does not have a positive (i.e., insuring) 

effect on firm value surrounding the announcements of financial misrepresentation, it can bring a 
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certain insuring effect for those with a relatively high level of managerial ownership. In other 

words, CSR’s role as insurance in this context likely becomes salient if an engaging firm can 

assure investors that managers had carefully allocated organizational resources to CSR rather 

than opportunistically using them. 

 

Table 3.5. Second-Stage OLS Regressions: Tested by Groups 

DV = CAR (0, +1) 
Group 1  Group 2 

Managerial Ownership is LOW 
(i.e. Dummy= 0) 

 
Managerial Ownership is HIGH 

(i.e. Dummy= 1) 

CSR 
- 0.1530* 
(0.0919) 

 
0.5594*** 
(0.2018) 

Firm size (No. of employees) 
0.0064  

(0.0087) 
 

0.0152* 
(0.0077) 

Firm performance (ROA) 
16.7036**  
(7.1943) 

 
6.4326  

(3.9758) 

Price-to-earnings ratio 
- 0.0010*  
(0.0006) 

 
- 0.0282* 
(0.0169) 

Debt-to-equity ratio 
- 0.0255***  

(0.0048) 
 

0.2015  
(0.8961) 

CEO duality (dummy) 
- 0.1170  
(0.8642) 

 
- 1.9083  
(1.6819) 

CEO compensation 
0.0113  

(0.0544) 
 

0.0213  
(0.0476) 

Sarbanes-Oxley Act of 2002 (dummy) 
- 3.5789  
(5.4923) 

 
15.5263*** 

(4.3775) 

IMR 
- 1.4561  
(2.6770) 

 
9.2778** 
(4.6482) 

Constant 
4.8242  

(6.2689) 
 

- 23.7566*** 
(6.5119) 

Industry dummies (Fama-French 12) Included  Included 

Year dummies Included  Included 

No. of observations 480  102 

R-squared 0.1368  0.3885 

Robust standard errors clustered by firms,                 
CSRs (Cumulative Abnormal Returns) in percentage (%) 
* p<0.1, ** p<0.05, *** p<0.01 
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To explore this interesting interaction effect in greater detail, we conduct an additional 

analysis by dividing our sample observations into two subgroups: one with a low level of 

managerial ownership (i.e., managerial ownership dummy is 0) and the other with a high level of 

managerial ownership (i.e., managerial ownership dummy is 1). Table 3.5 summarizes the results 

of this additional test by group. Very interestingly, we find that the coefficient of CSR is 

negative (p < 0.1) for the group of observations which have managerial ownership lower than or 

equal to the average; however, the coefficient of CSR is very significant and positive (p < 0.01) 

for the group, with managerial ownership greater than the average level.     

This positive interaction effect between CSR and level of managerial ownership on the 

firm value is also visualized in Figure 3.1. Figure 3.1 presents that, when managerial ownership 

is high, a firm’s previous CSR commitment has a positive effect on firm value. Therefore, based 

on all of these results, we conclude that Hypothesis 2 is supported. 

Figure 3.1. Hypothesis 2: Interaction Effect of CSR and Managerial Ownership 
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3.5.5 Robustness Checks 

To test the robustness of the findings, in this study, we additionally conduct the analysis 

with a different window for CARs. Table 3.6 summarizes the results of our second-stage 

regression with the three-day (-1, +1) CARs.  

 

Table 3.6. Robustness Checks: with Different Window (CAR (-1, +1)) 

DV = CAR (-1, +1) Model 1 Model 2 Model 3 

CSR  
- 0.1066  
(0.0825) 

- 0.1492*  
(0.0853) 

CSR  X   Managerial Ownership   
0.5037* 
(0.2733) 

Managerial Ownership (dummy) 
- 1.0132 
 (1.0241) 

- 1.0676  
(1.0316) 

- 1.0485  
(1.0268) 

Firm size (No. of employees) 
0.0028  

(0.0048) 
0.0051  

(0.0054) 
0.0061  

(0.0055) 

Firm performance (ROA) 
10.0622** 
(4.3698) 

10.0246** 
(4.3622) 

10.1781** 
(4.3713) 

Price-to-earnings ratio 
- 0.0010 
 (0.0008) 

- 0.0011 
 (0.0008) 

- 0.0012 
(0.0008) 

Debt-to-equity ratio 
- 0.0225*** 

(0.0041) 
- 0.0227*** 

(0.0043) 
- 0.0230*** 

(0.0044) 

CEO duality (dummy) 
- 1.3488*  
(0.7855) 

- 1.2758  
(0.7924) 

- 1.2457  
(0.7877) 

CEO compensation 
0.0549  

(0.0465) 
0.0547  

(0.0453) 
0.0525  

(0.0446) 

Sarbanes-Oxley Act of 2002 (dummy) 
- 1.3008  
(4.8984) 

- 1.5163  
(4.8042) 

- 1.4166  
(4.7326) 

IMR 
0.5026  

(2.2364) 
0.3671  

(2.2408) 
0.4280  

(2.2376) 

Constant 
3.3685  

(5.4921) 
3.6550  

(5.4134) 
3.3309  

(5.3603) 
Industry dummies (Fama-French 12)      Included Included Included 
Year dummies Included Included Included 
No. of observations 582 582 582 
R-squared 0.1138 0.1156 0.1188 

 
Robust standard errors clustered by firms,                 
CSRs (Cumulative Abnormal Returns) in percentage (%) 
* p<0.1, ** p<0.05, *** p<0.01 
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From Models 2 and 3 in Table 3.6, we find almost analogous results; there is no 

significant effect of CSR alone on firm value, but there is a significantly positive interaction 

effect between CSR and the level of managerial ownership.   

3.6 Discussion and Conclusions 

Our analyses based on the financial misrepresentation data from the U.S. GAO suggest 

that a firm’s previous CSR commitment has neither an insuring nor endangering effect on firm 

value in the stock market when it comes to the context of financial misrepresentation. However, 

at the same time, we also find that CSR brings a certain insuring effect on firm value when 

accompanied by a high level of managerial ownership in this context. Our findings suggest that it 

is therefore important for firms to assure stakeholders that their CSR commitment is not an 

outcome of sloppy management or opportunistic resource allocation when they consider 

strategically relying on the insurance mechanism of CSR in a reputational crisis.  

 By investigating the effect of CSR on firm value in a reputational crisis, this study 

contributes to the relevant literature in unique ways. First, this study conceptualizes and shows 

that CSR can be an ambivalent signal depending on the context, thus potentially reconciling two 

different perspectives—risk-management and agency theory perspectives—toward CSR. The 

finding that CSR is not an absolute insurance-like investment inherently suggests that it is 

important to take into consideration the contextual factors when studying the real value of CSR 

in a reputational crisis. In some types of reputational crises, in which stakeholders are especially 

aware of or worry about a potential managerial opportunism or credibility issue, previous CSR 

commitment might not be an effective enough signal to protect firm value.   
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 Second, this study introduces further research opportunities by identifying under what 

condition CSR’s role as insurance in a reputational crisis becomes salient. In particular, this 

study suggests that there can be a meaningful positive interaction effect between CSR and the 

level of managerial ownership, thus defining managerial ownership as another signal which can 

help firms to appeal to investors the low possibility of sloppy management. This is a relatively 

new perspective on the role of managerial ownership when it comes to the field of CSR, because 

previous studies have mainly paid attention to the causal relationship between managerial 

ownership and subsequent CSR tendency (e.g., Barnea & Rubin, 2010; Jia & Zhang, 2013; Oh & 

Chang, 2011; Wang & Coffey, 1992). However, the finding of this study suggests that high 

managerial ownership can actually strengthen the credibility of CSR as a positive signal in a 

certain context. We expect that this may inspire future research on the synergistic interactions 

between a firm’s ownership structure and CSR commitment.   

 Simultaneously, this study also contributes to the signaling literature. The signaling 

literature has called for more scholarly attention on how firms’ multiple signals affect the 

signaling outcome (e.g., Connelly et al., 2011). By presenting the positive interaction between 

CSR and the level of managerial ownership, this study responds to such a call and eventually 

proves that multiple signals indeed possibly determine one another’s signaling credibility and 

effectiveness.  

 Despite all of these findings, this study also has several limitations and thus calls for 

future research. First, a generalizability issue can arise due to the research focus on financial 

misrepresentation. We suggest that CSR is an ambivalent signal in some types of reputational 

crisis, in which stakeholders are especially aware of or worry about potential managerial 
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opportunism. However, in this study, this concept is tested only with the specific type of 

reputational crisis, financial misrepresentation. Therefore, it would be worthwhile for future 

studies if they examine the role of CSR in more diverse types of reputational crisis that originate 

from potential managerial opportunism in addition to financial misrepresentation.  

 Second, because of the GAO database’s given time period, this study focuses on the firm 

value in the context of financial misrepresentation only between 1997 and 2006. This possibly 

makes this study unable to update the findings with the more recent trends. In particular, even 

though our research timeframe includes the Sarbanes-Oxley Act of 2002, it only covers about 

four years of the post Sarbanes-Oxley Act period. As many studies have found that investors’ 

responses to financial misrepresentation significantly changed after the enactment of the 

Sarbanes-Oxley Act of 2002 (e.g., Burks, 2011), future research will benefit from exploring firm 

value in financial misrepresentation, with greater focus on the post Sarbanes-Oxley Act period. 
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