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ABSTRACT

Previous studies on the relationship between corporate social responsibility (CSR)and corporate
financial performance (CFP)have not been conclusive. This paper reviews the literature on the
relationship between corporate social responsibility (CSR) and corporate financial performance
(CFP). Furthermore, it examines the factors that moderate the relationship between the two,
including corporate reputation, customer satisfaction, ethical leadership, ownership concentration,
institutional environment and market competition, based on legitimacy theory and stakeholder
theory. The results show that the relationship between CSR and corporate performance is affected
by corporate reputation, customer satisfaction, ethical leadership, ownership concentration,
institutional environment and market competition. This paper may have implications for corporate
management and policy makers.
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1. INTRODUCTION

Corporate Social Responsibility (CSR) has received a great deal of attention from practitioners and
academia due to its importance to business and society.

Marsden (2001) defines CSR as the selfless and voluntary involvement of an organization in activities
that lead to the achievement of some social benefit. It means that companies are required to contribute
to the well-being of society. Therefore, companies should pay attention to the social interests of
people in the community in their operating business decision-making process (Sarkar, 2005).

Stakeholder theory suggests that to be recognized as socially responsible, a company should consider
the interests of its multiple stakeholders, as they all impact organizational performance. (Freeman and
Dmytriyev, 2017). The current literature suggests that corporate social responsibility (CSR) and
corporate financial performance (CFP) are interrelated. Most studies (Weber, Scholz and Michalik,
2008; Callan and Thomas, 2009; Cho, 2016) emphasize the positive impact of CSR on financial
performance. For example, Bagh et al. (2017) suggest that when commercial banks in Pakistan
increase the amount of investment in CSR, the bank performance increases significantly. However, a
few studies show negative or no correlation (Moore and Robson, 2002). As the cost of CSR activities
increased, corporate profits decreased. Therefore it is believed that CSR practices are negatively
related to earnings per share (L&ez, Garcia and Rodriguez, 2007). Furthermore, Griffin and Mahon
(1997) found no link between CSR and CFP in their empirical study.

The research gap is that although most empirical studies focus on the direct relationship between CSR
and CFP, there may be mediating or moderating mechanisms that lead to unreliable results on the

Content from this work may be used under the terms of CC BY-NC 4.0 licence (https://creativecommons.org/licenses/by-nc/4.0/).
e Published by Warwick Evans Publishing.


https://doi.org/10.62051/ijgem.v5n1.09
https://wepub.org/index.php/IJGEM/index

direct impact of CSR on CFP. By overestimating the impact of CSR on CFP, ignoring intervening or
moderating factors can lead to biased results. Long et al. (2019) find that competition between firms
plays a crucial role in increasing CSR investment.

Thus, this paper mainly explores which dimensions influence the relationship between CSR and
financial performance?

The main structure of the paper is as follows: firstly, the theoretical background for studying the
relationship between CSR and CFP is presented, the factors affecting the relationship are discussed
in Section 3, and a conclusion is given in the last section.

2. LITERATURE REVIEW
2.1. Legitimacy Theory

Legitimacy theory defines that organizations should constantly try to ensure that they are legitimate
and that their social norms, values and culture adhere to their social contract to function (Deegan,
2009). Furthermore, legitimacy theory suggests that society's expectations as a whole need to be met
by the organization (Deegan, 2002; Deegan and Unerman, 2006). Therefore, firms must meet the
requirements of all stakeholders and ensure that the terms are not violated to justify their operations
to gain good legitimacy. Moreover, CSR practices help firms gain legitimacy (Guthrie et al., 2006).
Noah (2017) states that organizations can meet the needs and expectations of the public through
corporate social responsibility. Past research has also often used legitimacy theory to explain the
relationship between CSR and CFP and argues that failure to maintain legitimacy can jeopardize the
firm's survival (Mahoney and Roberts, 2007).

2.2. Stakeholder Theory

Firstly, Freeman's (1984) stakeholder theory states that the goal of a company is not only to pursue
profit but also to satisfy the needs of stakeholders from different backgrounds. The company's
stakeholders include employees, customers, shareholders and suppliers, each of whom has a
legitimate interest in the company's operations. The survival and success of a company depend on the
ability of its managers to generate sufficient wealth and satisfaction for its key stakeholders (Clarkson,
1995). The link between CSR and corporate performance has been empirically tested in many
previous studies using stakeholder theory. Freeman (1984) argues that companies that satisfy their
stakeholders create a strategic competitive advantage. CSR involvement can improve the relationship
between various stakeholder groups, thereby improving firm performance (Preston and O'Bannon,
1997).

In the short term, a company's involvement in CSR activities can positively influence stakeholders'
attitudes towards the company and increase positive stakeholder behavior in the long term (Du
Bhattacharya and Sen, 2010) as consumers are generally more likely to purchase products and
services from socially responsible companies, which in turn has a positive impact on the company's
financial performance.

2.3. CSR and Firm Financial Performance

The examination of the relationship between CSR and firm financial performance has been highly
researched in the recent literature. However, the findings are inconclusive, and three relationships
have been broadly concluded. A positive relationship, a negative relationship and no relationship.

2.3.1. Positive relationship.
Scholars argue that there is a significant positive relationship between CSR and financial performance.
According to the stakeholder theory statement (Freeman, 1898), an organization should meet the
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needs of all its stakeholders. CSR plays a positive effect on corporate financial performance. Several
studies indicated that CSR could positively affect financial performance (Van der Laan et al., 2008;
Manokaran et al., 2015). Chen and Wang (2011) found that CSR activities improved the firm's
capabilities in different ways, thus influencing the firm's financial performance in the following year.
Profits of socially responsible companies were much higher than those of less responsible companies.
Researchers believe that positive CSR practices can enhance brand image, build effective
communication bridges with stakeholders, reduce conflicts with stakeholders, and thus gain customer
and investor confidence in products and companies (Galbreath, 2010). Companies that are more
socially responsible are thought to be more attractive to talented individuals (Aguilera et al., 2007)
and have lower turnover rates, significantly reducing the cost of talent development.

2.3.2. Negative Relationship.

However, it has also been proposed that CSR harms corporate performance. Fisher-Vanden and
Thorburn (2011) found that the market may react negatively to news that a company has joined an
environmental program. It is because joining an environmental programe means upgrading
production facilities and increasing costs. Rashid and lbrahim (2002) argue that CSR imposes
additional costs on firms, leading to a shortage of capital flows and seriously undermining the
interests of shareholders. In addition, increased corporate social investment can lead to cuts in other
areas, such as employee wages, which compromise stakeholders' interests and contradicts the
company's primary objectives. A study was conducted to examine the extent of CSR and corporate
financial performance of companies listed on the Shanghai Stock Exchange.The final results showed
that the corporate performance of most companies declined with the implementation of CSR (Zhu,
2009). Therefore, some scholars argue that CSR "legitimately” costs valuable corporate resources at
the expense of the company's goal of maximizing shareholder wealth and therefore does not bring
any financial benefits to the company's shareholders (Johnson and Greening, 1999).

3. FACTORS INFLUENCE THE CSR - CFP RELATIONSHIP
3.1. Ethical Leadership

Ethical leadership is defined as "the demonstration of appropriate behavior through personal behavior
and interpersonal relationships and promoting such behavior to followers through two-way
communication” (Brown, Trevifb and Harrison, 2005: 120). Stakeholder theory suggests that
business leaders should serve the interests of all stakeholder groups. Therefore, they need to be
accountable for their actions and ensure that their subordinates are accountable for their actions.

Roeck and Farooq (2018) emphasize that leaders' behavior will strongly influence and motivate
employees' attitudes towards the organization's CSR practices. There is much past literature that
proves that organizational values have an impact on CSR outcomes (De Roeck and Farooq, 2017).
Leaders have a decisive role in developing CSR programme. Therefore, leaders play an excellent role
in leading (including employees). In a survey of Malaysian employees, it was found that ethical
leaders are more motivated to engage employees in CSR (Nejati, Salamzadeh and Loke, 2019). As
they lead by example in social enterprise activities and are more attentive to the needs of different
stakeholders. Employees are positively influenced by the ethical environment and motivated to
engage in socially responsible activities. Conversely, unethical leaders are more interested in self-
interest. According to stakeholder theory, managers need to serve the interests of all groups, and
ethical leaders will strive to improve the environment and welfare to meet stakeholder expectations.
Ethical leaders are more likely to gain acceptance and maintain relationships with all stakeholders
(Wu et al.,, 2014). Thus, ethical leadership contributes to the promotion of corporate social
responsibility.

Furthermore, ethical leadership helps to link CSR and performance to action (Pless et al., 2012). This
is because ethical leadership not only acts in an ethical manner, thus setting an example of ethical
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behavior and communicating the importance of ethics. (Brown, Trevifo and Harrison, 2005: 120).
Thus, through their actions, ethical managers reflect their values and balance the needs of each
stakeholder, thereby gaining the favor of the stakeholder to cooperate with the company and thus
bring benefits to the company. For example, for employees, ethical leadership serves as a role model,
increasing employee loyalty, thereby reducing turnover and maximizing productivity.

Additionally,as customers consider the company's sustainability initiatives when purchasing goods,
ethical leadership values communicate well to customers and build a positive brand image, thereby
increasing revenue. A survey found that 47% of consumers are more likely to buy products or services
from socially responsible "ethical companies” (Sato, 1998). However, when leaders demonstrate
weak ethics, even increased investment in CSR will not improve performance.

Therefore, ethical leadership is a mediator between corporate social responsibility and corporate
performance. Firstly, ethical management can motivate employees to engage in corporate social
practices. In addition, ethical leadership can communicate corporate values to consumers and thus
gain the goodwill of stakeholders, thus helping to increase the company's market share.

3.2. Firm Reputation

Corporate reputation mediates the relationship between CSR and CFP. CSR enhances corporate
reputation, which has a positive impact on financial performance (Bear, Rahman and Post, 2010). In
a survey of 280 firms in Australia, Galbreath and Shum (2012) found that CSR practices can improve
corporate image and reputation. Social responsibility is a competitive strategy to meet the needs of
various stakeholders (Lii and Lee, 2010).

A good reputation is crucial for organizations to achieve sustainable competitive advantage (Fombrun
and Shanley, 1990). And the involvement of companies in CSR activities is one of the ways in which
companies build their image and reputation. Corporate reputation increases with the CSR activities
initiated by the company (Aguinis and Glavas, 2012). Because the more CSR practices a company
undertakes, the more it is recognized and positively evaluated by its stakeholders.

Roberts and Dowling (2002) found that the higher the reputation of a company, the higher its return
on assets. This is because when a company follows strict social standards and fulfils its social
responsibility, it influences the positive perception of the company by all stakeholders, thus
improving the overall reputation of the company. Researchers have found that companies that
maintain higher levels of philanthropic spending play a positive role in shaping shareholder
perceptions of the company (Brammer and Millington, 2005). This means that a good reputation helps
to increase customer confidence and attract more customers, thus improving firm performance.

Besides, in their recent study, Bergh and Ketchen (2010) also support the idea that a good reputation
has a positive impact on performance. This is because 40% of employees claim that a company's
reputation attracts them to the company. Ansong and Agyemang's (2016) survey of 423 companies
in Ghana revealed a significant positive relationship between company reputation and company
performance. A high reputation helps companies retain high-level talent and thus improve operational
efficiency.

3.3. Customer Satisfaction

Customer satisfaction is a vital contributor to a company's shareholder value (Swaminathan et al.,
2013). It is also a key driver of a company's long-term profitability and market value (Gruca and
Rego, 2005), as consumers are the main stakeholders of a company and the primary source of revenue.
Scholars have shown that satisfaction can be increased through CSR (Garc B-Madariaga and
Rodr guez-Rivera, 2017).Because CSR practices allow companies to demonstrate strengths, give
customers a more comprehensive understanding of the company, and responsible companies can
better differentiate themselves from ordinary companies and thus gain a competitive advantage in the
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marketplace. The company's corporate social responsibility practices allow it to demonstrate its
strengths, give its customers a comprehensive understanding of the company and differentiate it from
ordinary companies, thus gaining a competitive advantage. Customers are more satisfied with the
products or services of a socially responsible company than those of a company that does not take
CSR seriously. (Khaled and Fares Jamiel Husain, 2020). Therefore, CSR has a positive effect on
customer satisfaction (Al-Ghamdi and Badawi, 2019).

Whereas customer satisfaction also has a positive impact on the company's financial performance
(Grewal, Chandrashekaran and Citrin, 2010). Pooser and Browne (2018) found a positive relationship
between customer satisfaction and profitability in a study of Chinese state-owned enterprises. This is
because customer satisfaction helps firms to build strong and lasting bonds with consumers. In
addition, customer satisfaction directly affects customer loyalty. This is because customers who
remain highly satisfied with a brand will tend to repurchase its products or services (Homburg,
Koschate and Hoyer, 2005). In other words, when consumers approve of the company's products or
services, it creates customer loyalty and leads to regular visit. This directly increases the revenue and
profit of the company.

On the other hand, when customers have a good experience, they will also refer their friends to the
company, which will significantly reduce the company's marketing costs. Since it is estimated that it
takes about five times as much time, money and resources to attract new customers as it does to keep
existing ones (Stank, Daugherty and Ellinger, 1997), companies save on publicity and customer
acquisition costs by building a reputation for excellence in customer satisfaction.

Thus, customer satisfaction mediates the relationship between corporate social responsibility and
financial performance. Good corporate social practices help to increase customer satisfaction, which
in turn increases customer repurchase rates and hence corporate revenues and profits.

3.4. Ownership Concentration

In general, significant shareholders are considered to be at the heart of a company because they have
a high proportion of investment and extensive decision-making power. As they invest a large amount
of money and resources, they are more interested in generating more profits.This is because
shareholders do not prioritize CSR when assessing a company.Agency theory (Fama and Jensen,
1983) describes that there is a divergence of interests between management and shareholders, which
can be detrimental to the company's interests as managers make decisions to gain personal benefits
at the expense of other stakeholders. (Zaid, Abuhijleh and Pucheta-Mart mez, 2020)

Withisuphakorn and Jiraporn (2018) show that more concentrated ownership significantly reduces

CSR engagement. When shareholders have a majority stake, they bear a more significant cost of CSR,

resulting in large shareholders not investing as much in CSR activities. While promoting CSR will

benefit other stakeholders, it will do so at the expense of the majority shareholder, whose investment

costs far outweigh the benefits. As a result, controlling majority shareholders have more discretionary

power than minority shareholders and tend to be more self-interested. Brammer and Millington (2005)
find that ownership concentration is negatively related to donations to charities. This supports the

view of agency theory. In companies with concentrated ownership, donations to charities are lower.

Therefore, the more concentrated the shareholding, the lower the propensity of companies to be

socially responsible.

Compared to concentrated ownership, dispersed shareholding implies an increase in the number of
shareholders. As ownership spreads, shareholders' expectations and demands become broader (Keim,
1978). Investors prefer to be long-term holders of shares and therefore focus on long-term
performance rather than short-term profits, which would support CSR activities or disclosure.

80



Another typical example of ownership concentration is in China, where nearly 60% of listed
companies are state-owned (Li et al., 2013).The government holds a majority stake in SOEs, thus
granting voting rights and limiting their ability to make independent decisions (Fifka and Pobiz, 2013).
In line with the agency theory issues explained above, this makes corporate social responsibility
practices of companies subject to political factors (Kimber and Lipton, 2015).

Therefore, ownership concentration negatively moderates the relationship between CSR and
corporate financial performance. The more decentralized a company's shareholding is, the more
importance it places on CSR activities, which in turn has a positive impact on firm performance.
However, as ownership concentration increases, the strength of CSR's impact on financial
performance decreases.

3.5. Institution Environment

In the context of economic globalization, social responsibility has become an essential component of
a company's core competencies. The institutional environment is a crucial determinant of corporate
social responsibility (Campbell, 2007). The institutional environment refers to rules, norms and
practices related to politics, economy and culture (Han et al., 2020). A good institutional environment
means a solid legal environment, an excellent local culture and more supportive policies (Xie et al.,
2017). This can help companies understand CSR better and encourage them to implement CSR
actively. On the other hand, government departments are the leading institutional developers and have
a decisive influence on the reform of the institutional environment.

It is noted that independent watchdog organizations and state regulation stimulate CSR-related
activities (Campbell, 2007). In contrast, governments promote laws based on employee rights and
stakeholder protection (Garcia-Sanchez, Cuadrado-Ballesteros and Frias-Aceituno, 2016). Therefore,
companies need to pay more attention to CSR practices to gain social legitimacy (Lau, Lee and Jung,
2018).

Furthermore, for employees, their rights are more secure, leading to employees contributing with
peace of mind, thus increasing operational efficiency. There are hefty fines for violators. Therefore,
this incentivises companies to perform corporate social practices and thus gain legitimacy.
Conversely, a weak regulatory environment makes it easier for companies to escape social
responsibility because they face small costs of breaking the law or have little legal awareness. For
example, Surana (2015) studied the Malaysian case and found that the lack of relevant regulations
and resources to monitor business activities has led to the implementation of CSR activities being
entirely dependent on the autonomy of business managers. Many companies only undertake short-
term social responsibility practices before preparing their annual reports.

Bhatia and Makkar (2019) find that CSR disclosure in regions with a good institutional environment
is much higher than in an immature institutional environment. The disclosure rate in the UK was
found to be as high as 98% compared to 47% in India, a difference that experts attribute to differences
in the institutional environment. Because the environmental system is well developed, people
(including customers, employees and investors) are more concerned about environmental and
sustainability issues. In contrast, regions with inadequate institutions do not take CSR seriously due
to a lack of awareness, reducing the pressure on companies to practice it. Thus, the institutional
environment can influence the motivation of companies to exercise CSR. Thus, the institutional
environment can influence the motivation of companies to exercise CSR.

In addition, CSR practices require significant amounts of investment. In a strict regulatory
environment, governments intervene and introduce policies to subsidize companies to lead more
socially responsible activities or green innovations to help them project a positive image (Lau, Lee
and Jung, 2018). As regulations become stricter, companies begin to pay more attention to
environmental issues and take a proactive approach to social responsibility and performance, which
helps build a positive image and contributes to competitive advantage and financial performance (Han
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etal., 2020). In areas where institutions are absent, managers do not see CSR as profitable in the short
term, and there is a lack of regulatory guidance. As a result, companies are forced not to consider
CSR.

Consequently, a well-developed institutional environment enhances the positive relationship between
CSR practices and financial performance. The positive effect of a mature, well-developed
institutional environment on corporate performance is more pronounced than in a less regulated
market environment.

4. CONCLUSION

Corporate social responsibility (CSR) is a critical factor in achieving the financial objectives of any
business entity (Du, Bhattacharya and Sen, 2010). This paper aims to explore the factors that
influence the relationship between CSR and financial performance. While the link between CSR and
financial performance has been a controversial topic, this paper reviews past research and finds that
while the relationship between CSR and corporate financial performance is not yet definitive, CSR
has generally become a tool for organizations to develop a competitive advantage and build reputation,
thereby positively influencing corporate financial performance. Secondly, the factors that influence
the relationship are further analyzed. Stakeholder theory and legitimacy theory were used as the
theoretical background.

This paper found that: (1) Reputation plays a mediating role in CSR and corporate performance. On
the one hand, corporate involvement in CSR helps to create and enhance a company's image (Minor
and Morgan, 2011). On the other hand, a good reputation can boost corporate revenues and thereby
increase a company's profitability; (2) Customer satisfaction plays an important mediating role
between CSR and firm performance. Customers prefer the products of high socially responsible
companies, and social practices can increase customer satisfaction and directly influence loyalty,
leading to positive profits and revenues; (3) Ownership concentration plays a negative moderating
role in the relationship between CSR and financial performance. It means that CSR activities benefit
the financial performance of companies with decentralized ownership structures. Nevertheless, as
ownership concentration increases, the strength of this relationship diminishes; (4) Ethical leadership
is an essential determinant of CSR, acting as a moderator in the relationship between CSR and
corporate performance (Den Hartog, 2015). When ethical leadership is solid and ethical, leaders can
act as role models, communicating their values to employees and thus encouraging them to commit
to corporate social practices. In addition, they can present an image to customers and investors of a
company that values social well-being and thus gain the goodwill of stakeholders. In contrast, the
opposite is true when ethical leadership is weak; (5) The degree of market competition mediates the
relationship between CSR and CFP to a certain extent. The more competitive the market is, the more
a company can win with a slight competitive advantage (Fern&ndez-Kranz and Santal@ 2010). CSR
is a means of product differentiation that helps companies gain a competitive advantage and thus
increase their market share.

Finally, given that no empirical research has been conducted in this paper, for the time being, more
data is needed in the future to support the above moderating factors.In addition, there are limitations
to the above results. Future research could compare the above moderating or mediating factors in
developed and developing countries to see if the same findings exist.
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