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Abstract

Conventional estimates of the relationship between corporate environmental performance (CEP)
and corporate financial performance (CFP) are typically based on simple OLS regression. In this
paper, I test whether this relationship holds using median regression analysis that is more robust to the
presence of outliers and unobserved firm heterogeneity. Based on panel data for British companies, I
find that the relationship between CEP and CFP is stronger when median regression are used.
© 2004 Elsevier B.V. All rights reserved.
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1. Introduction

The notion that corporate environmental performance (CEP) and corporate financial
performance (CFP) may be linked has attracted considerable theoretical and empirical at-
tention. A number of narrative reviews and theories (e.g.,McWilliams and Siegel, 2001)
have proposed conceptual explanations for the existence (or lack thereof) of a causal rela-
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tionship between corporate social/environmental performance and CFP, but failed to provide
clear answers (Orlitzky et al., 2003). Most importantly, the empirical findings are gener-
ally inconclusive (Griffin and Mahon, 1997; Balabanis et al., 1998; Edwards, 1998; Toms,
2000).

I hypothesize that this inconsistency could be due to flaws in econometric analysis.
One issue of central concern is that the prevalence and broad consequences of outliers
make them a major problem for OLS and related methods. This paper introduces robust
regression analysis methods, which have become quite popular recently in econometrics, as
alternatives to the OLS regression methods. Applied to outlier-filled data,Hamilton (1992)
argued that robust regression methods have better statistical properties than OLS. Their
theoretical advantages include efficiency and more accurate confidence intervals and tests,
since they resist extreme values and do not assume normality. Robust regression methods can
be employed regularly by corporate social and environmental responsibility researchers to
critique OLS. If robust and OLS results agree, our confidence in the conclusions concerning
the relationship between CEP and CFP will be enhanced. Robust results are generally more
convincing, since they should reflect the bulk of the data, not just a few outliers. This paper
is an attempt to begin empirical work in this area by using robust regression methods that
are less susceptible to outliers and therefore provide a model that better fits most of the data.

2. Prior research and hypothesis development

Many studies (e.g.,Russo and Fouts, 1997; Dowell et al., 2000) have reported that su-
perior environmental standards are associated with higher market valuations. Additionally,
Ullmann (1985), Pava and Krausz (1996)and Griffin and Mahon (1997)found a simi-
lar phenomena in their literature review studies. That is, the biggest number of the stud-
ies showed a positive relationship between corporate social/environmental responsibility
and CFP. A possible interpretation follows from stakeholder theory (e.g.,Freeman, 1984;
Clarkson, 1995), which suggests a positive relationship between CEP and CFP (Orlitzky et
al., 2003). Stakeholder theory argues that by matching and concentrating on the interests of
various stakeholder groups, which will lead to their satisfaction, managers can increase the
efficiency of their organization’s adaptation to external demands (Orlitzky et al., 2003). CEP
is a kind of corporate investment (McWilliams and Siegel, 2001) and as a form of corporate
investment, it creates opportunities to enhance organizational financial performance in the
future (Jones, 1995). Therefore, I predict that:

Hypothesis 1. Corporate environmental performance and its subsequent financial perfor-
mance are positively related.

3. Methods

The initial sample population chosen for this study included all companies covered by
the Management Today ‘Britain’s Most Admired Companies (MAC)’ 2000 survey in terms
of ‘Community and Environmental Responsibility’. A total of 239 companies were listed in
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