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Literature Review


1. Summary

There are increasing demands from various stakeholders on the business to take up the social responsible activities.  The topic of sustainable development and business ethics have drawn wide discussion from the community in the past decades.  The business finds it no longer acceptable to focus on the profits maximisation in the short-term at the expense of societal demands.  The demands from the employees, customers and public in the areas of employee welfare, safety, human rights, climate and environment need to be addressed.  However, to satisfy all these stakeholders demands is costly and what are the relationship between SCR and financial performance.  The question is whether the business should be held responsible to the societal demands and, if yes, the extent of responsibilities that the business should take up.  What are the costs and benefits for the business to take up social responsible activities?  The first section of this paper will perform literature review of previous 10 research studies on the relationship between SCR and financial performance in the past decade.  The second section will comment the research study by Lin & Dang 2015 on the methodology adopted in the research study.

2. Research issues

Archie B Caroll’s (1991) definition of Corporate Social Responsibility (“CSR”) has been widely used in the recent study on the subject.  CSR is described as a pyramid of responsibilities, namely economic, legal, ethical and philanthropic responsibilities.  Carolls’ definition of CSR has extended from the traditional economic and legal responsibilities to ethical and philanthropic responsibilities.  This is in response to the increasing concerns from the community on the ethical issues in business (Wikipedia, 2018).  
There is no consensus on what constitute corporate social responsibilities.  The issues are complex across nations and culture.  Recent developments in modern economy has caused the corporates to shift their attention from a merely financial aspect to a wider perspective on legal, social and moral aspects.  Customer and investor demands are increasing and there are higher expectations on corporates to be held responsible for the social performance.  There are more concerns on world climates, pollutions, environments and human rights from the green societies and employee organisations.  According to the World Business Council for Sustainable Development, CSR is the continuing commitment by business to behave ethically and contribute to the economic development, while improving the quality of life of the workforce and their families as of the local community at large (Van, 2008).
The social performance may be good for society, but is CSR likely to pay off to the business?  Are there theories and empirical studies to support that the payoff for CSR activities in financial terms is guaranteed?  Caroll stated that the social responsibilities of business include the economic, legal, ethical and other expectations that society has of organisations at a given point of time.  But it seems to business managers that these moral and ethical behaviours of organisations are not financially and economically beneficial.  

The research work on the relationship between CSR and firm financial performance is complicated.  There is no consensus on the measurements of CSR and financial performance.  
A wide spectrum of research issues on CSR have been addressed in the past.  However, the research matter is relatively new in the academic study.  The development in the new economy on the ethical responsibility and sustainable developments has aroused the interests of academia and practitioners on the area in the past decade.  

There are some areas that I would like to explore on the relationship between CSR and firm financial performance.  I hope to find the answers by the literature review of previous studies in the past 10 years.  First, can we prove that the CSR and firm financial performance are related in the first place?  Second, is it causal relationship and what is the direction of relationship, i.e. CSR affect financial performance or financial performance affect CSR.  Third, are the regression analysis and quantitative approach adequate to support the conviction that they are related?  Fourth, what are the mediating and moderating factors that affect the relationship?  Fifth, how can we identify the confounding variables that contribute to the different results in different industries, sectors and countries. 


3. Knowledge building


There have been contradictory viewpoints on the relationship between socially responsible activities and firm financial performances in the past studies.  If the relationship is positive, the firms with goals of profit maximisation will put more efforts to invest in the socially responsible programs to achieve high financial performance.  Otherwise, if the relationship is negative or they are unrelated, the firms will be more conservative to spend the amounts to perform socially responsible activities.  Therefore, clarifying the relationship between corporate social responsibility and firm financial performance will help the firms determine the resources to be spent on the social programs. 

I have performed the literature review of the previous studies in the past decade.  In the following sections, the findings from the previous studies are summarised and it is contemplated to identify any research gaps that are worth the scholars’ attention.  The research results are compared to find any inconsistency and contradiction.  And more importantly, the research areas that have not been studied or little studied will be identified for future studies.  

(i) The worth of values - A literature review on the relation between corporate social and financial performance (Van Beurden, 2008)

(Van Beurden, 2008) Van Beurden investigated the previous research studies on the relationship between CSR and financial performance and summarised the results in a monster matrix.  Of the included studies, there were found 23 studies having a significant relationship, 6 studies found no significant relationship, 2 studies found a significant negative relationship.  This represented 68%, 26% and 6% respectively of the total studies chosen.  Confounding variables such as company size, industry type and R&D expenditure are found to affect the research results.  The review shows that the relationship between CSR and financial performance is mainly a positive one.  However, it remains unclear whether and how the other variables will influence the relationship between CSR and financial performance.

(ii) The missing link between corporate social responsibility and financial performance: stakeholder salience and identification (Peloza, 2008)

(Peloza, 2008) The study recognised that not all stakeholders have a consistent view of what should be included as CSR and the capacity to reward and punish the firm by the stakeholders is different depending on their evaluations of the firm’s activities.  The relationship between CSR and financial performance will be affected by the following factors:
a. Stakeholder’s interest in firm activities and evaluation of firm’s responsibilities
b. stakeholder (dis)identification with firms based on the evaluation of CSR responsibilities
c. the capacity to reward and punish the firms based on the stakeholder (dis)identification

The stakeholders’ evaluations of the firm’s CSR responsibilities will be varied by the cultural and geographical factors.  The differences in business practices and stakeholders’ perceptions of CSR activities will give rise to different evaluation and thereafter the results on the financial performance.

(iii) Which dimensions of social responsibility concern financial investors (Girerd-Potin, 2014)

(Girerd-Potin, 2014) The research investigated the link between stock returns and the socially responsible dimensions related to (1) business stakeholders (employees, customers and suppliers); (2) financial stakeholders (stockholders and creditors); and societal stakeholders (environment and society).  The study covered the companies during the period of 2003-2010.  One important finding is that the investors ask for an additional required return when they choose to hold the non-socially responsible stocks.  Investors are found that they will reward socially responsible organisations but penalise the socially non-responsible organisations.  The current financial investors have more concerns on environmental and community activities performed by the firms.  

A firm will favour one group of stakeholders over another group, i.e. business stakeholders, financial stakeholders and societal stakeholders.  These stakeholders have different concerns on the social issues.  This illustrates the implicit and explicit contracts linking the firm’s managers with each group of stakeholders.  The contract relationship may help explain the firm’s social responsibility behaviour and the resulting financial performance.


(iv) Corporate social responsibility, environmental leadership and financial performance (Disegni, 2015)

(Disegni, 2015) The study compared the financial performance of all US corporations making up the Dow Jones Sustainability Indexes.  In the recent decades, the firms are more proactive in supporting social responsibility and environmental sustainability.  There is found a strong relationship between investment in sustainability and the long-term business plans.  These long-term considerations increase the financial performance of the firms.  

The strong socially responsible firms are characterised by the significantly higher profit measures than the industry.  They are found to have lower short-term liquidity measures than the industry.  They also show higher long-term leverage than the industry.  This could be explained as the healthy long-term capital structure to finance the production capacity.  

The corporate socially responsible firms are also found with higher managerial efficiency but lower per-worker operating efficiency ratios.  This shows the strong managerial leadership and the employee-friendly practices in the organisations.  This coincides with the long-term considerations by the business stakeholders and financial stakeholders.

In the recent decades, the business proactive social-environment policies become the managerial tools to enhance the relationship with the respective stakeholders.  The adoption of sustainable practices is a long-term approach to integrate the concerns from the economic, environmental and social aspects.  The socially responsible firms look far into the long-term issues, which include the firm structure and the benefits to the community at large.  Companies that address innovation, quality and productivity enhance their ability to generate long-term shareholder value.


(v) Sources of variation in linking corporate social responsibility and financial performance (Quazi, 2012)

(Quazi, 2012) An analysis was performed on 51 papers published during the period 1994-1999.  It was found that the sample size and methodology are significant to explain the variation in the measurements of the link between CSR and firm financial performance.  

This provides another explanation on the probable causes of variation in the results of studies linking CSR and financial performance.  The results of the past research on the relationship are mixed and inconclusive.  The mediating factors and moderating factors are different under different contexts.  The sample size and the research methodology contribute to these inconsistent results in the relationship.  


(vi) Corporate governance and financial characteristic effects on the extent of corporate social responsibility disclosure (Giannarakis, 2014)

(Giannarakis, 2014) The study aims to investigate the factors that affect the extent of CSR disclosure by the US companies.  The sample data comes from the 100 companies in the Fortune 500 list for 2011.  The study used the environment, social and governance (ECG) score provided by Bloomberg’s online database as the representation on the extent of CSR disclosure.  

The CSR activities are found to be related to the corporate governance level.  The high corporate governance level contributes to the long-term profitability and performance of the company.  This study is to research the extent of CSR disclosure in relation to the corporate governance level.

Hypothesis 1:   	Company size and extent of CSR disclosure is positively related.

Hypothesis 2:   	Financial leverage and CSR disclosure is negatively related.

Hypothesis 3:   	Profitability and CSR disclosure is positively related.

Hypothesis 4:   	The CEO and Board’s Chairperson being the same person and CSR disclosure is negatively related.

Hypothesis 5:   	Large board size and CSR disclosure is positively related.

Hypothesis 6:   	Number of board meetings and CSR disclosure is positively related.

Hypothesis 7:   	The average age of board members and CSR disclosure is negatively related.
 
Hypothesis 8:	Increased women’s percentage and CSR is positively related.

Hypothesis 9:	Increase proportion of non-executives in the board is positively related.

Hypothesis 10: 	Company’s engagement with United Nations initiatives and CSR disclosure is positively related.


The study found that the corporate governance on the board’s requirements and the firm profitability are positively related to the CSR disclosure.  The company’s size is also positively related to the CSR disclosure.


(vii) Assessing corporate social and financial performance in China (Luethge, 2012)

(Luethge, 2012) For long-term sustainability, the corporate responsibilities will go further than financial performance and have looked at the moral, social and environmental performance which has been termed as “triple bottom line”.  The western theory of CSR has based on a long history of economic and political freedom, rule of law and the multi-stakeholders concept.  But there is different development and cultural context in China that impact on CSR programs.  China can be viewed as a relationship-based society and CSR programs are mainly government driven.  The CSR programs are mainly the responsibilities of the administrative departments under the political domain.  The government is the legitimate body to take up the SCR responsibilities.  Hence there is little pressure or incentive for corporates to take CSR initiatives.  

In China, CSR is mainly initiated by government for social and political goals.  The state-owned enterprises invest heavily in SCR such as employee rights, water and air protection to pursue social goals instead of profit maximisation.  

Data on CSR disclosure and financial performance were gathered from the 2008 annual reports of Chinese companies listed on the Hong Kong Stock Exchange.  The sample is 62 companies.  The results show that firm size and CSR disclosure has positive association whereas there is no relationship between firm profitability and CSR disclosure.  


(viii) Profitability, state ownership, tax reporting and corporate social responsibility: evidence from Chinese listed firms (Xu, 2016)

(Xu, 2016) China’s legal system and culture are significantly different from the western countries.  There is a high level of government influence on the economy and state ownership of the business enterprises is dominate in the important industries.  This study provides more understanding on the CSR activities in the emerging economies that are highly politically driven.  

This study used the CSR reports published by the Research Centre for Corporate Social Responsibility at the Chinese Academy of Social Sciences.  Financial data are collected from the China Stock Market Financial Statement Database (CSMAR).  The financial statements contained in the database come from the companies listed on the Shanghai and Stock Exchange and the Shenzhen Stock Exchange since 1990.  The sample size of this study is 85 firms.  All these firms have financial data in the CSMAR during 2006 to 2010.

The study investigates the relationship between CSR activities and firm characteristics.  The results show that CSR is positively related to the profitability.  It finds that state ownership is positively associated with the CSR performance in the social and environmental aspects.  However, the study does not find a relationship between CSR and tax reporting behaviour.  The firms with SCR programs may enjoy favourable tax treatments, e.g. R&D expenditure for sustainability activities are tax deductible.  This will reduce a firm’s tax liability and there is little motive for the organisations for the tax reporting behaviour.  

(ix) Capabilities, proactive CSR and financial performance in SMEs: Empirical evidence from an Australian manufacturing industry sector (Torugsa, 2012)

(Torugsa, 2012) There is growing attention on the relationship between proactive CSR and the creation of competitive advantages which lead to the increased profitability.   The large enterprises are well researched on CSR in the past decade.  However, there is lack of publicly available data on SMEs relating to SCR.  

This research aims to study the association between proactive CSR and financial performance in SMEs.  A sample of 171 SMEs are collected from the Australian manufacturing industry. 

SMEs are characterised with better entrepreneurial alertness and simple capital structure to promote production efficiency.  This contributes positively to the competitive advantages gained from the CSR practice.  SMEs generally have insufficient resources to achieve strategic and financial performance.  However, the study finds that the resource-constraint SMEs can still achieve a positive outcome from SCR based on their organisation capabilities.  

However, as the SMEs are diverse in in nature and characteristics, we should be cautious in generalising the study results on the SMEs to the population with different industries, and from Australia to other countries.


(x) The impact of corporate social responsibility and internal controls on stakeholders’ view of the firm and financial performance (Akisik, 2017)

(Akisik, 2017) The disclosure of corporate actions by CSR reports will enhance communication with broader groups of stakeholders.  This can help strengthen firm trust and legitimacy and create relationship with these stakeholders.  The motivation to become a legitimate member of the society appeal to the various stakeholders.  The business stakeholders, financial stakeholders and social stakeholders are willing to provide support to the enterprises with processes and products that are socially responsible.
Samples are obtained from the Compustat North America and the GRI website.  The results found that customers support firms with third-party reviewed CSR reports and better internal controls.  The effect of employment on financial performance is influenced by both third-party reviewed CSR reports and internal controls.  

4. Epistemology


In the existing studies of the relationship between CSR and financial performance, the results are found to be very mixed and inconsistent.  As revealed from the research studies shown above, the relationship between SCR and financial performance is primarily established.  However, whether the relationship is positive or negative is not yet conclusive.  What are the mediating factors and moderating factors that will impact the results?  And how is the relationship affected by the mediating role and moderating role of these variables?  

The past research studies mainly focus on the large corporates in western countries whereas the studies in the emerging markets are not adequate.  The CSR disclosure in the small and medium enterprises is not mandatory or regulatory.  There is no available public information on the CSR activities in SMEs and this makes the research difficult.  It is advisable that the scholars and practitioners perform more research studies in the emerging markets and the SMEs in the future.

Most of the existing research focused on how the SCR affect the financial performance, and not the other way around, i.e. how financial performance affect SCR.  Will bigger companies be more likely to invest in socially responsible programs?  Will the financially strong company be more willing to provide CSR disclosure that give more information to the stakeholders?  

Are there qualitative factors such as behaviour and cultural aspects that will impact the relationship between CSR and financial performance?  The studies in the relationship of CSR and financial performance in the emerging markets are found not adequate.  The emerging markets have different social and political characteristics from those of the developed and western countries.  In the previous studies in China, CSR activities are found to be initiated by the government for social and political purposes (Luethge, 2012).  The social and political concerns of the stakeholders in these countries will affect the extent of SCR activities and SCR disclosure by the organisations and this in turn impact the financial performance.  


(i) Theories on negative effects of CSR on financial performance

By neo-classical economies, carrying out SCR activities will increase costs and cause competitive disadvantage and reduce the profits of the firms.  Friedman (1970) stated that the only responsibility of managers is to increase shareholders’ wealth.  The managers should conduct the business in accordance with the owners’ requirements, i.e. to make profits as much as possible (Van Beurden, 2008)

Private costs theory proposes that CSR activities may benefit some stakeholders but the amounts spent on these CSR activities may not be covered by the benefits generated.  There are various stakeholders with different concerns.  To satisfy all stakeholders is costly and this will reduce the profits of the company.  

There are financial stakeholders, business stakeholders and societal stakeholders (Girerd-Potin, 2014).  Financial shareholders (stockholders, debt owners) are concerned with financial results.  Business stakeholders (employees, customers and suppliers) are concerned with employee welfare and safety.  Societal stakeholders (environment, society) are concerned with pollution, climate, justice, ethics and society.  The short-term and long-term requirements from the stakeholders impact the business managers’ decision on the extent of CSR activities.  These will then impact the financial performance of the firms in the short-term and long-term.

The CSR activities will divert the company resources from the profit maximisation and negatively affect firm financial performance.  It is difficult to monitor the behaviour of managers especially in large company when they perform CSR activities to satisfy outside stakeholders other than company owners.  The investment in CSR program may benefit some stakeholders at the expense of other stakeholders.  The CSR sometimes aimed to the self-interest of the managers due to their personal implicit and explicit contracts with the various stakeholders.


(ii) Theories on benefits of CSR on financial performance

Freeman (1994) argued that managers have fiduciary responsibility to all stakeholders and not just shareholders.  Freeman suggested a positive association between CSR and financial performance in the long run as a successful organisation has healthy relationship with all stakeholders with the CSR activities (Van Beurden, 2008)

By stakeholder theories, investments in CSR activities improve the relationship between firms and their stakeholders.  The SCR programs appeal to the employees, customers, governments and the public and therefore will enhance the company image and reputation.  This helps the firms secure the critical resources that are controlled by the stakeholders.  The competitive position of the firm will be improved by the firm’s resources that are acquired from the stakeholders.  By resources-based view, a company needs to develop valuable, rare, non-imitable and non-substitutable resources to create competitive advantages.  And the socially responsible organisations could improve the competitive advantages and the firm financial performance.

The socially responsible company provides high quality and attractive environmental friendly products and adopt internal improvement process to reduce pollution emissions to the environment by saving materials and energy.  The production process is designed to enhance the production efficiency and reduce the production costs.  These improved products and processes in turn improve the competitive advantages of the company and will positively impact the financial performance in the long term.


(iii) Inconclusive results on empirical studies

The empirical studies done by the scholars in the past decade have shown the inconsistent results on the relationship between CSR and firm financial performance.  The literature review of some studies in the past 10 years is summarised in the previous sections.  However, the empirical results are non-conclusive in the relationship between CSR and financial performance.  Some studies revealed positive effects whereas others showed negative effects on the relationship.  Some researchers attempted to include other variables such as company size, industry type, advertisement expenses and industry growth rates into the models to explain the relationship between CSR and financial performance.  Studies are also performed to link the corporate governance level to the relationship.  There are also studies in the emerging markets and the SMEs.  We should explore the research areas that no or little research work has been studied before.

5. Ontology


Defining SCR is difficult because it is a broad and complex concept.  Carroll proposed that CSR should address the entire business obligations to society and should include the economic, legal, ethical and philanthropic responsibilities.  CSR reflect the entire obligation of the company to its internal stakeholders and external stakeholders.  Internal stakeholders include shareholders, employees and external stakeholders include customers, suppliers and community.


With the increasing consciousness of the general public about the environmental protection and social aspects, CSR issues have drawn considerable attention from the academic researchers and practitioners in the past decades.  The topics of sustainable developments and business ethics have been widely discussed by the scholars and the community.  As the public is more aware of the dangers of drastic climate change and environmental pollution, the stakeholders have increased their demands on the business to be held accountable for the social responsibilities.  The managers could no longer neglect the increasing demands from the various stakeholders as they need to maintain sustainability in the business by the competitive advantages.  The successful organisations need to secure the legitimate relationship with these stakeholders in order to gain the critical resources to conduct the business.  

The problem of whether investment in SCR results in a competitive advantage for a company has become a major issue for both academia and practice.  To invest in the SCR activities, the managers need to consider the cost and benefits of CSR to the company and they need to weigh the costs and benefits therefrom in the short-term and long-term.

The relationship between SCR and financial performance will affect the managers to make decisions on the level of involvement in the SCR activities.  If the relationship is positive, the firms with goals of profit maximisation will put more efforts to invest in the socially responsible programs to achieve high financial performance.  Otherwise, if the relationship is negative or they are unrelated, the firms will be more conservative to spend the amounts to perform socially responsible activities.  Therefore, clarifying the relationship between corporate social responsibility and firm financial performance will help the firms determine the resources to be spent on the social programs. 

As the measurements of CSR and financial performance are complex, there are difficulties to conclude the results on the relationship between CSR and financial performance.  There are mediating and moderating factors to be considered.

The economic developments in the western countries and the emerging countries are different.  The demands from the stakeholders under the different social and political background will be diverse between the developed and emerging markets.  We should be cautious when we analyse the research results in the western countries and the emerging countries.




Detailed discussion


6. Research findings


(i) Overview

The article of “An Integrated Model to Explain How Corporate Social Responsibility Affects Corporate Financial Performance” (Lin & Dang, 2015) is reviewed and I will summarise the methodology and comment on the methodology adopted in the article.

There have been different theories and empirical studies on the relationship between CSR and firm financial performance in the past.  This paper attempted an integrated model which includes intellectual capital as the mediator and industry type as the moderator into the relationship between CSR and financial performance.  

The results of this paper (Lin & Dang, 2015) indicates that CSR can indeed enhance intellectual capital, which will in turn increase financial performance.  However, the direct effect of CSR on financial performance will be varied with different industry types.  The direct effect of the relationship is significantly positive in environmental sensitive industries but is significantly negative in environmental non-sensitive industries.  


(ii)	Research framework and hypothesis (Lin & Dang, 2015)
(a) Research framework and hypothesis

[image: ]

Hypothesis 1:  	There exists a direct relationship between CSR and firm financial performance.

Hypothesis 2:  	There exists a positive relationship between CSR and intellectual capital.

Hypothesis 3:  	There exists a positive relationship between intellectual capital and firm financial performance.

Hypothesis 4:  	Intellectual capital will mediate the relationship between CSR and firm financial performance.

Hypothesis 5:  	Industry type will moderate the relationship of CSR on firm financial performance.


(b)	Intellectual capital mediates the relationship between CSR and financial performance

From the hypothesis, a company that invests in CSR will create intellectual capital of a firm, which in turn improve the financial performance. 

Investment in CSR activities will have not only a direct effect on firm performance but also indirect effect on firm performance through various mediating variables due to the underlying nature of CSR.  Intellectual capital includes structural capital, human capital and customer capital.  Intellectual capital is the important intangible resources in creating the company value.  It creates value enhancing capability that cannot be easily replaced and imitated.  


(c) 	Industry type moderates the direct influence of CSR on financial performance

From the hypothesis, industry type will moderate the relationship between CSR and firm financial performance.  Depending on the industry type, firms will respond to CSR issues in different ways, thus generating different consequences on financial performance.  

In environmentally sensitive industries with serious requirements on the non-toxic ingredients, low pollution in air and water from stakeholders, the high-level CSR activities performed by the companies can satisfy the expectations from the stakeholders and create good relationship with these stakeholders.  This differentiated products and services enhance the company’s competitive advantages and consequently will create positive effects on financial performance.  On the other hand, in environmentally non-sensitive industries, the CSR activities will not necessarily be recognised by their stakeholders and investments on CSR activities will lose its meanings and will negatively affect the firm financial performance.

(d)	Intellectual capital and Industry

°	Intellectual capital

Zeghal and Maaloul defined intellectual capital as the sum of all types of knowledge a company uses to conduct business and these ultimately will create value for the company.  As the rapid development in technology has given rise to the new knowledge economy, the role of intellectual capital is important in creating the competitive advantage and business value of the company.  Intellectual capital includes human capital, structural capital and customer capital.  

The production process that meets the environmental protection requirements from the community and government and is capable to provide environmentally friendly products may create process and structural capital.  

The socially responsible firms foster a good relationship with employees and create human capital.  A CSR firm tends to be more attractive to employees and has a low turnover rate of new employees and thus reduce recruitment and employee training costs.

CSR activities with green corporate culture is better recognised by consumers.  This help firms maintain a good relationship with customers and hence creating customer capital.  Customer capital represents customer loyalty, customer relationship, distribution channels and good customer contracts.


°	Industry type

Companies with manufacturing processes that negatively influence the environment will be more concerned about the environmental performance.  Harte and Owen indicated that industry sensitivity to the environment will affect the social responsibility disclosure of firms.

Industries including mining, petroleum and chemical companies will emphasize the environment, health and safety.  Firms in the finance and service industries will disclose behaviours related to social issues and donations.    




7.	Methodology

(a) Sample and Data Collection

The study population consisted of 500 largest companies in the American stock market (S&P 500).  Data were collected from two sources, Kinder Lyndenberg Dommini (“KLD”) rating system and Compustat databases.  The social index included in the KLD social ratings system is used in evaluating the social responsibility behaviour of firms, which has been widely used by several researchers.

The data were collected from 1998 to 2008.  All of variables used in the study (Lin & Chang, 2015) were obtained from the two KLD and Compustat databases.  The final sample data consisted of 1144 firm-year observations.


(b) CSR

KLD measures CSR with various dimension, including community impact, environmental impact, human rights and controversial business issues.  Despite the availability of other measures such as Fortune Corporate Reputation Index and SiRi ProTM , the adoption of KLD indexes to evaluate CSR has gradually become the trend.  The data set in the KLD indexes is based on an extensive survey every year and the indexes can be compared among the companies.


(c) Financial performance

The accounting-based measures such as return on assets (ROA), return on equity and earnings per share are calculated based on the performance derived within a time interval.  The ROA is adopted to measure the financial performance by Lin & Chang’s study.


(d) Intellectual capital


VAICTM = VAHU + VASC + VACA


VAICTM represents the company’s value that is created by the total resources.  The total resources include human capital, structural capital and physical capital.  The total value-added coefficient is the sum of value-added human capital coefficient, value-added structural capital coefficient and value added physical capital coefficient.  

VAICTM method can show the creation of a company’s value through intellectual capital.  The method has been adopted by previous researchers and several scholars supported the validity of this method.  In the Lin & Chang’s study, the sum of HAHU and VASC is used to represent the intellectual capital.  


(e) Industry type

Based on the World Commission on Environment and Development, the Lin et el’s study used the four-digit SIC of 500 S&P companies in the Compustat database to divide the companies into environmentally sensitive industries and non-environmentally sensitive industries.  The companies in the industries of oil, gas, chemicals, paper and electric utilities companies could damage the environment whereas other companies in industries of food and beverage and financial services could not damage the environment substantially.  


(f) Control variables

To obtain the net effects and financial performance, other variables that have potential influence on firm performance are controlled during the research study.  These other variables including firm size, capital intensity, R&D intensity have been confirmed by previous studies that they have influences on the firm financial performance.


(g) Analysis method

The mediation effect of the intellectual capital on the relationship is established on the following conditions: CSR must affect financial performance; CSR must affect intellectual capital; and when ROA is regressed on both CSR and IC, IC must affect financial performance.

To test the moderating effect of industry type on the relationship, the sample companies are divided into two groups (environmentally sensitive industries and environmentally non-sensitive industries).  The relationship between the predictor and the response variable is tested across moderator groups.  The regression equation is then used to test the effect of CSR on financial performance between environmentally sensitive industries and environmentally non-sensitive industries.

Table 1. Correlation matrix, means, and standard deviations.
Mean SD 1 2 3 4 5 6
1. Firm Size 1.327 0.016 1.000
2. Capital Intensity 1.273 0.027 −0.293 ** 1.000
3. R&D Intensity 0.299 0.018 −0.036 0.208 ** 1.000
4. Corporate Social Responsibility 1.233 0.028 0.447 ** −0.001 −0.009 1.000
5. Intellectual Capital 0.585 0.042 0.301 ** 0.062 0.020 0.331 ** 1.000
6. ROA 0.063 0.004 0.070 ** −0.152 ** −0.021 −0.017 0.072 ** 1.000

Note: n = 1144, * p < 0.05, ** p < 0.01, *** p < 0.001 Return on assets (ROA).


(h) Empirical results

The results indicate the following:

(1) 	CSR is significantly and positively related to firm financial performance; 

(2) 	CSR is significantly and positively related to intellectual capital;

(3) 	intellectual capital is significantly and positively related to firm financial performance.


However:

(4) 	the regression analysis shows that intellectual capital partly mediates the relationship between CSR and firm financial performance; and

(5) 	For those companies classified into environmentally sensitive industries, CSR is significantly and positively related to financial performance.  For those companies classified into environmentally non-sensitive industries, CSR is significantly and negatively related to financial performance.






8. 	Ethical issues/Reliability/Validity

The study population is 500 largest companies in the American stock market (S&P 500).  The sample data consists of 1144 firm-year observations.  The sample and data are obtained from Kinder Lyndenberg Dommini rating system which is the third-party database.  This is a reliable source of data.  The sample size of 500 largest companies and 1144 firm-year observations looks adequate for the research purpose.

There are no ethical issues in the methodology as the exercise involves the extraction of data from the database and regression analysis is performed.  There is no human manipulation during the process on the selection of samples.  No racial and gender discrimination is involved in the exercise.  The research approach is strictly quantitative and there are no qualitative survey and questionnaire involved.

The data is reliable and valid during the period of research study.  The data is current as extracted from the third-party database.  The samples are representative of large companies in the USA.  

However, the details on the regression analysis on the hypothesis are found not adequate.  More details should be provided to make the research study more comprehensive.

There is no mention on the back translation and pilot testing of the research in the paper. 


9. 	Comment

The public have asserted increasing pressure on companies for a higher level of CSR.  The drastic climate change has increased concerns from the community.  The business ethics have drawn increased attention from the general public.  The business profit maximisation at the expense of social welfare becomes unacceptable to the stakeholders.

The inconsistent findings in the previous research on the effects of CSR on the financial performance denote a research gap in the area.  To fill in this research gap, the Lin & Dang’s study attempted an integrated model to explain the intellectual capital and industry type as the mediating variable and moderating variables on the relationship between CSR and financial performance.  


The research results show that CSR can indeed enhance intellectual capital which in turn improve financial results.  However, the positive relationship between CSR and financial performance varies across industry types.  The investment in CSR activities may not gain the recognition of stakeholders of environmentally non-sensitive industries.

The paper has based on the stakeholders theory to explain the role of intellectual capital in the relationship between SCR and financial performance.  The research tested the relationship between SCR and financial performance with the mediating factor of intellectual capital and the moderating factor of industry type as variables.

The authors have performed detailed literature review and discussed the research issue clearly.  The authors have also reviewed the research issue from a wide perspective.  The research issue is the relationship between CSR and financial performance with the mediating and moderating factors.  The research issue is logically derived from the identified research gap.  As the empirical results of previous studies on the relationship between CSR and financial performance are mixed and inconsistent, the authors attempted to explain the results by the intellectual capital and industry type as the mediating and moderating factors respectively.

However, there are a few comments on the research results.  The direct effect of CSR on financial performance becomes obviously positive only after CSR reaches a certain level.  The research could stratify the sample companies into low-level CSR companies and high-level CSR companies.  The relationship of the incremental CSR with the financial performance on these two sets of companies may be different.

There are many other variables that could have mediating role and moderating role on the relationship between CSR and firm financial performance.  Other than intellectual capital and industry type, there are company size, R&D expenditure, corporate governance that would be the variables to the relationship between CSR and financial performance.

The SCR, financial performance and intellectual capital can be further divided into sub-elements to investigate their detailed relationship.

The research design in the paper is clear.  However, the regression analysis lacks detailed explanation.  The approach and method of the research are not detailed enough.


The measurements of CSR, financial performance and intellectual capital by the indexes in the database are subject to review.  The classification between environmentally sensitive and non-sensitive groups can be refined. 

Market-based measurements of financial performance include stock performance, share price increase and market return.  Market-based measurements are projection of future performance based on which the stock market participants will make investment decisions.  Accounting-based measures include return on assets and asset turnover.  Accounting-based measures reflect the firm’s production efficiency and historical performance.  Both marketing-based measurements and accounting-based measurements are influenced by investments in social responsibility activities.
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