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Corporate social performance and financial performance. The case
of Indonesian firms in the manufacturing industry
Abstract

Literature suggests a relationship between corporate social performance (CSP) and organizational performance (as
indicated by financial performance). Prior studies that use various proxies of CSP reveal mixed results. This paper
examines stakeholder relations as a solid measure of CSP, and its impact on firm performance. Building on Clarkson
(1995), the study points out that stakeholder relationships are meaningful measures of social performance. Survey data
have been sampled gathered from 101 Indonesian manufacturing firms. Models have been tested using structural equa-
tion modeling. Our data indicate that CSP strongly and significantly affects both a firm’s competitive position and its
financial performance. The relationship between CSP and financial performance is not mediated by firm strategy. It is,
however, mediated by the firm’s strategic position in market place. We conclude that stakeholder-oriented CSP adds to
the firm’s competitive advantage. Firms that apply CSP strategies are thus able to do their businesses more effectively.

Keywords: stakeholder management, corporate social performance, strategy, strategic positional advantage, compara-

tive advantage and financial performance.
JEL Classification: M1.

Introduction

Corporate social performance (CSP) embraces ethi-
cal and social realms of corporate life. Its practical
value is still too vague to be measured for the sake
of explaining normative social relationships of busi-
ness (Reed, 2002). Many companies in fact are re-
luctant to reveal their social and environmental ac-
tivities. A study conducted by Basmalah & Jermias
(2005) in socially and environmentally sensitive
areas such as mining, logging, and oil and gas in
Indonesia found that the practice and motivation for
social and environmentally reporting are associated
with significant threats faced by the companies that
might jeopardize their reputation, and even their on-
going survival. Thus, reporting tends to be nega-
tively motivated, and biased in favor of the compa-
nies. The study of business/society relationships
provides a new approach on how social performance
contributes to the competitive advantage of firms.

Most research on CSP implicitly evaluates the
firm’s effectiveness in meeting the needs and expec-
tations of stakeholders (Clarkson, 1995). CSP man-
agement in literature is associated with firm’s capa-
bilities (Hunt and Morgan, 1997), and strategic re-
sources (Post et al., 2002). Positive effects of CSP
on financial performance are found in Waddock and
Grave (1997), Griffin and Mahon (1997), Preston
and Bannon (1997). Positive effects on non-
financial performance (cf. Turban et al., 1996) refer
to the potential of CSP in enhancing reputation;
minimizing conflicts with stakeholders; achieving
cost savings; and increasing productivity.

Following Freeman’s (1984) view of stakeholders as
groups that affect or are affected by corporate objec-
tives, our research focuses on the identification of
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stakeholder relations as proxies of corporate social
performance. Through their strategic orientation
with respect to the stakeholders, firms respond to
social and environmental needs. This study deter-
mines whether such orientation leads to an enhanced
strategic position in the market place, and to im-
proved social and financial performance.

The study contains several relevant points with re-
spect to corporate stakeholder orientation in Indone-
sia. Firstly, social/stakeholder issues do strongly
affect firm survival nowadays. Aswicahyono et al.
(2005) argue that within the manufacturing industry,
corporations should consider their primary stake-
holders because a lack of maintaining human re-
source issues for example, causes the deteriorating
sense of dedication in managers and workers; tech-
nological capabilities require modern capital equip-
ment; shareholders and investors are those who en-
courage this access overtime; firms need to access
suitable sources of consumers; communities play a
critical role in supporting firm’s operations in the
long term. Secondly, the related issues of corporate
social responsibility practices. Griffin (2000) em-
phasizes that firms that are being in the midst of
restructuring process to improve their competitive
positions (case of the most Indonesian manufactur-
ing firms) require more responsiveness to internal
and external expectations. The economic condition
of Indonesia, government policies and business cul-
ture have encouraged more competitive challenges
to the industry (Kompas, September 13" 2006)
following the increasing demand in social and envi-
ronmental responsibilities. Kemp, already in 2001,
raised the question whether at that stage of devel-
opment corporate social responsibility is a relevant
theme for Indonesia. She pointed out the historic
and cultural factors that inhibited significant



changes in corporate social performance; flawed
codes of conduct in the country; the country’s vul-
nerability to environmental damage with particular
reference to the mining and palm oil industries. In
sum, the theme of corporate social responsibility
was extremely relevant for Indonesia. However,
reaping the maximum benefits from corporate social
responsibility on both the macro-economic and the
firm levels requires that all involved are fully aware
of the mechanisms involved. We hope that by study-
ing the relationship between CSP and organizational
performance in the developing economy of Indone-
sia, the awareness of the potential and the pitfalls
will pave the way to a positive and fruitful approach
of CSR, in contrast to the defensive use of evident
in Kemp’s paper.

The rest of the article is organized as follows. In
section 1 (after introductory section) we review
literature on CSP, culminating into a research
framework. In section 2 we develop research
model and formulate the hypotheses for the study
and present the methodology used to test them.
Section 3 is data analysis and discussion of the
findings. The last section is summary of the study
and policy implications.

1. Literature review

1.1. Stakeholder orientation. Research on CSP has
provided a variety of perspectives on the social roles
and responsibilities of business (Wood and Jones,
1995). The outcomes show inconsistent results
(Dentchev, 2004). Researchers usually use different
theories and methodologies to model social per-
formance (Wood, 1991). Before 1990, CSP research
attempted either openly or implicitly to remain
within the neoclassical paradigm. It stems from
Friedman’s (1970) contention that the social respon-
sibility of business is to make profit. Like many
neoclassical economists he separates business from
society, and declares the concept of social responsi-
bility as a fundamentally subversive doctrine. CSP
incorporated externalities such as the corporate so-
cial matrix (Carroll, 1979; Wartick and Cochran,
1985). Freeman’s (1984) stakeholder concept was
widely adopted. Various studies have examined
stakeholder relationships as proxies of CSP (e.g. in
consumer studies Reilly & Hoffer (1983); Bromiley
& Marcus (1989); and Bhattacharya & Sen (2003);
in employee studies Turban & Greening (1996); in
supplier studies Soehadi (2003) and Lynch (2000);
in community and charity studies Keim (1978);
Levy & Shatto (1980); Morris et al. (1990 ); in envi-
ronmental studies Shane and Spicer (1983); Holman
et al. (1985); and in corporate reputation studies
Cochran and Wood (1984), Graves and Waddock
(1994); Riordan et al. (1997)). An extended concept
of CSP describes the contribution of business to
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society. This so-called CSP-broad concept is associ-
ated with the ethical perspectives reflected by the
principles of social responsibility and social respon-
siveness (Wood, 1991).

Our study however employs the CSP-narrow stake-
holder framework as it is more appropriate for
evaluating the practical value of integrating social
issues within business objectives (Pierick et al.,
2004). Several definitions of stakeholder such as
Post et al.’s (2002) concept of wealth creating ca-
pacity, Donaldson & Preston’s (1995) equidistant
size and shape, and Clarkson’s (1995) interrelated
interests, show the practical value of the stakeholder
framework to measuring CSP.

1.2. Strategic importance of CSP. The strategic
importance of CSP is commonly evaluated through
its influence on firm performance, or its interrelated
function with other organizational attributes
(Dentchev, 2004). Roman et al. (1999), in their ex-
ploration of studies of the corporate social and fi-
nancial performance relationship, found a domi-
nance of positive relationships; 33 studies using
aggregate measure of CSP (like the Kinder, Linder-
burg and Dominique (KLD) or GRI indices) and
profitability indices for financial performance show
positive correlations, while 14 studies show no ef-
fects or were inconclusive, and only 5 studies show
negative correlations. Studies using financial meas-
ures based on stock market indicators indicated di-
verse results (Tsoutsoura, 2004). Moore’s (2001)
study on a single industry with multiple social vari-
ables found that contemporaneous social and finan-
cial performance are negatively related, while prior
period financial performance is positively related to
subsequent social performance. Griffin and Mahon’s
(1997) report that out of 51 studies during 1970s to
1990s, 35 studies show positive correlations, 20
negative correlations and 9 show no effect. The
business rationale of CSP management has been
reported in Dentchev (2004). Using health, safety
and environment variables as proxies of CSP, and
business opportunities and threats as variables of
competitiveness, he found that CSP leads to im-
proved stakeholder relationships and enhanced cor-
porate reputation. In sum, the large majority of stud-
ies support the view that CSP is strategically rele-
vant to the firm.

1.3. Corporate Social Performance measures. The
CSP construct has been measured by various
frameworks such as Carroll’s (1979) social respon-
sibility; Preston and Post’s interpenetrating system;
Wood’s (1991) social responsibility structure prin-
ciple; Wartick and Cochran’s (1985) issues man-
agement; Clarkson’s (1995) stakeholder issues; and
Davenport’s (2000) corporate citizenship principles.
In addition, many studies use the KLD or Fortune
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Magazine data, on reputation indices and social
dimensions respectively. Two basic approaches
focus on processes or on outcomes (Preston, 1990a
in Husted, 2000). Wood (1991) uses a process ap-
proach based on principles of corporate social re-
sponsibility (CSR1, hereafter), corporate social re-
sponsiveness (CSR2, hereafter) and social impact.
Her definition of CSP indicates that stakeholders set
norms for corporate behavior, experience the effects
of corporate behavior and evaluate corporate behav-
ior (Ruf et al., 2001). The corporation in return
should anticipate the effect of policies and programs
towards societal demands that affect its perform-
ance. Social performance is measured from the
combination of all aspects of ethical perspectives.
Models that look at CSP in terms of results are pro-
posed by Clarkson (1991), Preston (1990), and Grif-
fin & Mahon (1997). For measurement our study
refers to the recommendation of Pierick et al. (2004)
to use CSP-narrow because there is no adequate
operationalization of CSP-broad in academic litera-
ture; CSR1 and CSR2 can only be inferred from
observations of actual behavior.

1.4. Wood’s model of CSP. Wood (1991) develops
her model based on Wartick and Cochran’s (1985)
process based definition of CSP. She defines CSP as
“a business configuration of principles of social
responsibility, process of social responsiveness, and
policies, programs, and observable outcomes as they
relate to the firm’s societal relationships”. There are
three parts in her operationalization. The first part,
corporate social responsibility (CSR1), refers to the
interpretation of CSP as being accountable for one’s
business activities (referred to as formulation of
principles, or deontologist ethics). The second part,
corporate social responsiveness (CSR2), refers to
the interpretation of CSP as acting in accordance
with societal demands (referred to as actual man-
agement behavior, or virtue and pragmatist ethics).
The third part is the social impact (consequentialist
ethics) that refers to the interpretation of CSP as
acting without adverse consequences for natural and
social environment (referred to as consequence of
doing business). CSR1 is measured along four di-
mensions: economic, legal, ethical, and discretion-
ary (Wartick and Cochran, 1985). CSR2 is meas-
ured as the Reactive-Defensive-Accommodative-
Proactive (RDAP) standard proposed by Carroll
(1979) indicating the intensity of the response. So-
cial impact depicts the observable outcomes of firm
social behavior against societal demands.

1.5. Clarkson’s model of CSP. Clarkson’s (1995)
pragmatic model of CSP rests on a framework of
stakeholder orientation (result oriented approach).
It posits that the companies have responsibilities
to those who have vested interests in the firm
objectives and those who are directly affected by

226

the firm’s actions (Freeman, 1984). CSP in his
model is conceptualized as a single attribute that
can only be understood when examined on a di-
mension-by-dimension basis such as employee
relations, product quality concern against natural
environment, and treatment of women and minori-
ties or community relations.

In his review of researches conducted over more
than 70 field studies regarding the corporate social
performance from 1983-1993, Clarkson (1995) con-
cluded that corporations manage relationships with
stakeholder groups rather than society as a whole;
stakeholder issues are treated as strategic issues
while social issues are considered as non-core to
business. Clarkson made an inventory of typical
stakeholder issues based on field studies. The focus
of his framework is on the management of stake-
holder issues, rather than on the principles of CSR1
and CSR2. Managers interpret responsibility in the
context of functional disciplines and of accountabil-
ity for the results of their decisions. Obligations or
responsibilities to customers, employees, or share-
holders, and other important constituencies are de-
fined along with corresponding accountabilities.

Research on CSP commonly focuses on a specific
area or stakeholder group. Wood and Jones (1995)
divided CSP measures into eleven areas (e.g., for
community studies, employee studies, social justice
studies, customer and consumer studies, corporate
reputation studies). Our study, in contrast, uses the
typical stakeholder issues model developed by
Clarkson (1995). The items for each group of stake-
holders involved, implicitly represents the principles
of CSR1, CSR2 and social impact (SI). Although
using concept of CSP-narrow the measurement
therefore does embrace Wood’s (1991) broad defini-
tion of corporate social performance, within one
aggregate measure of CSP.

2. Research model and hypotheses

2.1. The research model. In our model several
theories and prior studies have been integrated. The
relational assets (RA) theory postulates that this
type of assets creates competitive advantage that
enhances the strategic position of a firm in the mar-
ket place (Hunt & Morgan, 1997). Likewise, our
model links resources to market position and finan-
cial performance. We use stakeholder theory in as-
suming that salient stakeholders set goals of a com-
pany based on their power, legitimacy and urgency
(Mitchell et al., 1997). Primary stakeholder groups
are those having more interdependency with the
firm (Clarkson, 1995; Wood, 1995). Stakeholder
studies indicate that the primary stakeholder groups
— shareholder, employees, suppliers, customers, and
communities — influence strategic decision making
processes (Berman et al., 1999; Polonsky, 2002),



and are involved in wealth creation by the firm (Post
et al., 2002). Lynch et al. (2000) link strategic re-
sources with Porter’s generic strategies and financial
performance following the concept of strategic fit.
Other studies investigate the relationship between
corporate social performance and financial perform-
ance, either directly (Wood and Jones, 1995) or
through firm strategy (Berman et al., 1999; Moore,
2001) reflecting an instrumental aspect of stake-
holder typology (Donaldson & Preston, 1995).

Our model explores the impact of corporate social
performance on firm performance following three
alternative approaches.

¢ firstly, CSP is assumed to affect financial
performance (monetary gain or MG, hereaf-
ter) directly;

¢ secondly, CSP is assumed to affect the firm’s
strategic positional advantage (VG, or value
gain performance hereafter);

¢ thirdly, we assess the indirect effects of CSP on
both MG and VG, using firm strategy as a mediat-
ing variable following the concept of strategic fit.

2.1.1. CSP — strategy-performance relationship
model. Strategy is the process of linking the
firm’s vision, strategy, tactics, and implementa-
tion plan to gain a competitive advantage (Pri-
mozic et al., 1991). It links the organization’s
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goals to environmental demands (Wheelen &
Hunger, 2002). A high score on CSP reflects the
firm’s capability that drives the quality of strate-
gic decisions.

Porter (1996) notes that a single strategy encom-
passing the near to medium term runs the risk of
providing neither the basis for effectively running
the existing business nor the basis for managing
change. Our model uses his generic strategies of
differentiation and cost leadership. The idea of dual-
ity in strategy is well recognized by strategists.
Wheelen and Hunger (2002), for example, argue
that research does not support the argument that a
firm or unit must choose between either differentia-
tion or lower cost in order to have success. Dual
strategy is also explained by D’Aveni (1995), who
contends that industries go through escalating stages
of competition. Consequently companies must con-
stantly work to improve their competitive advan-
tage, by reducing costs and adding value to the
products and services they provide.

2.1.2. Proposed research model. The research
model is structured following the above approaches.
We examine direct effects of CSP on MG; in addi-
tion, we examine the mediating effect of firm strat-
egy into CSP-Performance relationships. The three
approaches are summarized in Figure 1.

H2
) 4
Strategic Financial
positional [ H6 performance
advantage

Fig. 1. Research model

2.2. Hypotheses. The overall research model is split
into four sub-models:

¢ sub-model 1 analyzes primary stakeholder issues
as manifest variables of the latent CSP construct;

¢ sub-model 2 analyzes the direct effect of corpo-
rate social performance on both MG and VG;

¢ sub-model 3 analyzes the mediating effects of
strategy in the relationships between CSP and
VG, and CSP and MG;

¢ sub-model 4 analyzes the mediating effect of
VG in the relationship of CSP on MG.

2.2.1. CSP measure. CSP is measured as a single
attribute of the firm. It represents an index of re-
sponses of the firm to stakeholders’ issues in its
efforts to achieve firm objective (Clarkson, 1995).
CSP can positively or negatively affect the firm’s
financial performance, depending on the way it is
managed (Post et al., 2002). Primary stakeholders
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(shareholders, employees, customers, suppliers, and
local communities) co-determine the success of the
firm. It is hypothesized that:

H1: Primary stakeholders (shareholders, customers,
suppliers, employees, and communities) individually
and collectively comprise a reliable and valid in-
strument for measuring corporate social perform-
ance (CSP).

2.2.2. The direct effect of CSP on financial per-
formance (MG). The strategic importance of CSP
to contribute the competitiveness of the company
has been studied by Moore (2001). His findings
show a positive causal relationship between
stakeholder relations and financial performance.
Post et al. (2002) define relational assets as intan-
gible resources through which value-creating ca-
pacity is created. Dwyer and Singh (1998) stress
the value of inter-firm relationships in supply
chains. Donaldson and Dunfee (1994) argue that
implicit normative agreements (or micro-social
contracts) reduce opportunism among stake-
holders, thus enhancing a firm’s economic per-
formance. It is hypothesized that:

H?2: CSP significantly and positively directly affects
the firm’s financial performance.

2.2.3. The direct effect of CSP on firm positional
advantage. RA theory argues that the competitive
advantage of the firm derived from its relational
asset, will contribute to its strategic position (value-
gain) in the market place (Hunt & Morgan, 1997). It
is hypothesized that:

H3: CSP directly influences its positional advantage
or value-gain performance.

2.2.4. The mediating effect of strategy on CSP-firm
performance relationship. The influence of CSP on
performance can be measured also via strategy as a
compounding variable as an alternative to earlier
hypotheses (direct effect of CSP). The mixed out-
comes of the direct effect of CSP on MG in previous
studies led Burke and Logsdon (1996) to raise the
question under what conditions a firm can jointly
serve its own business interests and the interests of
its stakeholders. Ullmann (1985, in Moore (2001))
proposes the inclusion of strategy in the relationship
to explain the nature of the causal effect. Firms pur-
suing a strategy with CSP as its strategic capability
are assumed to outperform firms with a similar
strategy but without that capability. In other words,
CSP is not a separate, independent organizational
attribute, but it hinges on the business strategy.
Husted (2000), in testing the conformity between
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stakeholder issues and the corresponding strategies,
found that a match between the two positively af-
fects the firm’s performance. It is hypothesized that:

H4: The effect of CSP on the firm’s positional ad-
vantage is mediated by strategy; CSP will drive
strategy which in turn affects the strategic posi-
tional advantage.

H5: The effect of CSP on the firm’s financial per-
formance is mediated by strategy, CSP will drive
strategy which in turn affects financial performance
or monetary gain performance.

2.2.5. The mediating effect of strategic positional
advantage. Hunt and Morgan (1995; 1997) argue
that competitive advantages dictate a strong mar-
ket position, and lead to superior quality, effi-
ciency, innovation, and ultimately performance
(Hunt & Morgan, 1995). It is hypothesized that:

H6: The effect of CSP on the firm’s financial per-
formance is mediated by its strategic positional
advantage; CSP will drive its strategic positional
advantage which in turn affects the firm’s financial
performance.

2.3. Data. The main constraint in CSP research is
the availability of CSP data. In Indonesia, no re-
port regarding CSP in any industry was available.
The study, therefore, designed the methodology to
collect relevant data, in line with the CSP-narrow
approach and the research model set out in the
above. Field research was executed in 2005.

2.3.1. Variables. The theoretical model depicts the
manifest variables used to measure latent vari-
ables (CSP, strategy (STR), positional advantage
(VG), and firm performance (MG)). The meas-
urement of CSP is derived from primary stake-
holder issues as defined by Clarkson’s (1995),
Davenport’s (2000), Moore’s (2001), Dillenburg
et al. (2003), and Backhause et al. (2002). For the
strategy construct observable items are derived
from Dess and Davis’ interpretation of Porter’s
generic strategies (Lynch et al., 2000). For per-
formance constructs (VG and MQG), the study has
used traditional accounting based financial and
non-financial indicators. For the operationaliza-
tion of the variables we refer to the questionnaire
(Appendix A).

2.3.2. CSP construct. The stakeholder framework
for measuring CSP offers a realistic approach to
translating the principles of social responsibility
and social responsiveness in outcome based
measures. Table 1 elaborates the instrument used
to measure CSP.
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Table 1. Operationalization of CSP

CsP Dimensions *

ltems **

1.1. Equal opportunity policy.
1.2. Health insurance policy.
Employee relations
1.4. Training and development.

1.3. Carrier evaluation and planning.

1.5. Employee protection & rights.

10. Observable indicators (EMR01 to EMR10).

. 2.1. Customer care.
Customer relations

2.2. Customer rights & protection.

5 Observable indicators (CSR1 to CSR5).

3.1. Shareholder rights.

Shareholder relations 3.2. Governance practices.

5 Observable indicators (SHR1 to SHR5).

Supplier relations

4.1. Supplier rights & protection.
4.2. Standard of supplied goods.

5 Observable indicators (SPR1 to SPRS).

5.1. Community protection.

Community refations 5.2. Community development.

5 Observable indicators (CMR1 to CMR5).

Note: * Source: Adopted and modified from Clarkson (1995), and Moore (2000); ** Details in Appendix A.

2.3.3. Strategic positional advantage (VG). Hunt
(1999) argues that firms occupy a market position
and possess a competitive advantage if they en-
gage in proactive innovation; they continually
reinvest in the resources that produce the competi-
tive advantage; and rivals’ efforts to acquire the
firm or innovate reactively fail. Indications of
these achievements are strong market share and
continuous delivery of product quality. The meas-
urement of positional advantages is based on the
so-called value-gain performance that reflects
achievement in the market (Ciptono, 2005). VG is
measured by 4 observable indicators (VG1 to
VG4; see Appendix A).

2.3.4. Financial performance construct (MG). Using
accounting based financial performance, this study
allows more comprehensive tests (Ciptono, 2005).
MG is measured by 4 observable items (MGI to
MG4; see Appendix A).

2.3.5. Strategy construct. Porter’ generic strate-
gies best match the criteria of the manufacturing
industry and its competition environment (Kumar
et al., 2000). The strategy focuses on factors ex-
ternal to the firm such as market conditions and
competition (Lynch, 2000), that drive firms to
predominantly compete on price, differentiation,
or both. Success in controlling expenses is an
indicator of cost leadership, while success in de-
livering innovative products and serving targeted
customers is an indicator of differentiation. The
purpose of using generic strategies in this study is
not to determine whether low-cost strategy is bet-
ter or worse than a differentiation strategy in in-
fluencing CSP link to performance, but rather the
effect of any dominantly strategy used in enhanc-
ing the effect of CSP on financial performance.
Table 2 describes the measurement of strategy.

Table 2. Operationalization of strategy

Strategy Dimensions * Variable Items **

1.1. Overall efficiency

Cost leadership policy. 4 Observatzl:elz_ lltems (CL1to
1.2. Low-cost product ):
development.
2.1. New product
and/or service

4 Observable items (DF1 to

differentiation. DF4).

2.2. Quality Differen-
tiation

Differentiation

Note: * Source: Adopted from Lynch et al. (2000); ** Details in
Appendix A.

3. Data analysis

3.1. Sample. To test the hypotheses, data on the rela-
tionship between firms and their primary stakeholders,
and on firm strategy and performance have been col-
lected from a sample of manufacturing firms in the
district of Jakarta, Indonesia. The sample was drawn
from the database of Central Bureau of Statistics Indo-
nesia, and cross-checked with the Indonesian Yellow
Pages Industrial Guide 2005. General data on the sam-
pled firms (product category, stakeholder information,
strategy and performance) were obtained from primary
and secondary sources. Data on stakeholder groups
were based on qualified information received at the
previous stage. A total of 570 medium sized enter-
prises (employing between 100 and 1200 workers) in
the manufacturing industry indicated their willingness
to participate in the survey. A total of 109 companies
finally returned complete questionnaire packages, out
of which 101 firms were included for data analysis
showing a response rate of 17.7 percent. Data were
generated through questionnaires using seven-point
Likert scales for all items and constructs (see Appen-
dix). The final net sample consists of 101 firms; 42
firms are located in Jakarta, and 59 firms from three
areas surrounding the Jakarta. For each firm, question-
naires were distributed to, on average, 1.4 sharehold-
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ers; 1.7 customers; 1.7 suppliers; 5.1 employees, and
4.7 community members (see Table 3 for an over-

Table 4. Item reliability test result (N = 101)

view). Although the response rate, on firm level, Constructname Co::(;;um No-oftems Crzr?sra];hs

is low (17.7%), the absolute number of cases [ gharenolder relations SHR 5 0.719

(101) i's suff.icient for applyigg structural equation Supplier relations SPR 5 0832

modehng using LISREL (Hair et al., 1998). Table Employee relations EVR m 0057

3 gives an overview. Customer relations CSR 5 0.845

Table 3. General information of sample firms Community relations CMR 5 0.927

Location Strategic positional advantage | VG 4 0.839

Description Jakarta | Surrounding | Total Financial performance VG 4 0.886

Number of respondents * Strategy STR 8 0.616

a. Shareholder group 52 93 145

b, Customer group 6 105 169 Validity is the extent to which the indicators accu-
¢ Supplier group m 108 168 rately measure what they are supposed to measure
3. Employee group 210 302 512 (Hair et al., 2000). As a measure of validity we ap-
o. Community group 184 293 477 ply the confirmatory factor analysis (CFA) through
Total 572 897 1471 examining the estimated loading and the statistical
Total 4 59 101 significance of the scales in each construct. To im-

Note: * Number of persons; ** Number of firms.

3.2. Scale construction. Our model consists of eight
latent variables. We use factor analysis to construct
the latent variables. Item reliability (Cronbach’s a),
validity (factor loading-L), construct reliability and
variance extracted have been used in support.

3.2.1. Reliability and validity tests. Reliability and
validity are two concepts used to test the quality
of data before examining the structural model. For
reliability, we use item reliability and construct
reliability. Validity is tested using discriminant
validity. Item reliability is measured by Cron-
bach’s a for each scale; coefficients vary between
0.616 and 0.967. These scores are considered
“good” as they exceed the threshold value of 0.5
(Sekaran, 1992; Hair et al., 1998).

prove the model fit we remove the standard loadings
below 0.7 which corresponds to a valid measure of
0.5 (the square of indicator’s standardized loading).
As a result SHR1 (CSP construct), and DF3 (strat-
egy construct) have been removed. Table 5 depicts
the improvement of goodness-of-fit measures of the
revised constructs after removing those two item(s)
as the smallest loading coefficients.

A further step after finding the model fit for all
constructs, Cronbach’s alpha test is re-performed
to ensure that the reliability of constructs with the
remaining items is acceptable. Test results show
that after the items are removed, Cronbach’s a of
new SHR and strategy constructs drop to 0.592
and 0.656 respectively. However, they are still
acceptable.

Table 5. Goodness-of-fit measures for CFA: initial and final results

Goodness-of-fit X2 df P RMSEA GFI AGFI RMR Remark
measures
Constructs
Before items removed:
SHR 10.89 5 0.0536 0.109 0.96 0.87 0.047 Remove SHR1 to improve model
CSR 5.38 5 0.3709 0.028 0.98 0.94 0.024 accepted
EMR 33.76 32 0.3826 0.023 0.94 0.89 0.041 accepted
SPR 337 3 0.3377 0.035 0.99 0.93 0.023 accepted
CMR 2.02 2 0.3648 0.009 0.99 0.94 0.020 accepted
STR 15.17 8 0.0600 0.100 0.96 0.85 0.064 Remove DF 3 to improve model
VG 6.52 3 0.0889 0.108 0.96 0.88 0.021 accepted
MG 3.83 2 0.1473 0.098 0.98 0.91 0.022 accepted
After items removed:
SHR 1.06 2 0.5880 0.000 0.99 0.97 0.016 accepted
STR 7.50 7 0.3785 0.027 0.98 0.92 0.034 accepted

3.3. Assessment of overall model fit. The assess-
ment of the model embraces various goodness-of-fit
criteria. Wijanto (2000) suggests that the minimum
cases to ensure appropriate use of maximum likeli-
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hood estimation (MLE) should be approximately
four to five times the observable items in a complex
model. In the initial model depicted in Figure 1 we
have 50 observed items implying that the sample



size should be larger than 200. To match our sample
size a simplified model is developed using the
method of latent variable score (Joreskog, K.G.,
2000). In the simplified model, the total number of
observable variables is reduced to 24; our N = 101
sample is adequate for model evaluation.

Fig. 2. Simplified model

3.3.1. Evaluating goodness-of-fit criteria. In con-
firmatory factor analysis (CFA), the overall model
fit portrays the degree to which the specified indica-
tors represent the hypothesized constructs. In
evaluation of the results, this study uses the absolute
fit measure represented by three indicators, which
are likelihood-ratio chi-square (y2), the goodness of
fit index (GFI), and the root mean square residual
(RMSR), or root mean square error of approxima-
tion (RMSEA). Evaluation of relationships is exam-
ined through the indicative coefficient of determina-
tion (R’), while the t-value at 95% confidence level
is used to evaluate the level of significance of the
relationship. Table 6 portrays the results.

Table 6. Results of goodness-of-fit measures of the

hypothesized model
Goodness of fit measures Value Acceptable . | Status
parameter level

Chi-square (x2) of estimated model 19.09
Degree of freedom 15
Significance level 0.21
Goodness-of-fit index (GFl) 0.95 | Closeto 1isbetter | Good fit
Root mean square residual (RMR) 0.05 | Close to 0 is better | Accepted
Root mean square error of
approximation (RMSEA) 005 <0.08 Accepted
Adjusted goodness-of-fit index (AGFI) | 0.89 >0.80 Good fit
Normed fit index (NFI) 0.95 >0.90 Accepted
Comparative Fit Index (CFI) 0.99 >0.90 Accepted
Incremental Fit Index (IFI) 0.99 >0.90 Accepted
Relative Fit Index (RFI) 0.91 >0.90 Good fit

Note: * Hair et al. (1998, p. 635).
3.4. Hypotheses testing.

HI: Relationships with primary stakeholders com-
prise a reliable and valid instrument for measuring
corporate social performance (CSP).

Problems and Perspectives in Management, Volume 7, Issue 1, 2009

Results of structural model (see Fig. 3) show a
good model fit, indicating that the theoretical
model is in accordance with the data. Comple-
mentary assessments of item and construct reli-
ability give further support to CSP as a latent
variable measured by manifest stakeholder rela-
tionships. The five stakeholder relationships
(shareholder, supplier, employee, customer and
local community) have proven reliable measures.
Therefore, the hypothesis (H1) stating that the
five stakeholder relationships are reliable meas-
ures of corporate social performance is accepted.

3.4.1. Shareholder relations (SHR). Shareholder
relation variables focus on measuring such indica-
tors as return on investment and compliance with
corporate governance policy, quite similar to the
TSI benchmarks that indicate that owners and inves-
tors deserve a fair and competitive return, transpar-
ency of company operations and finances, and ap-
propriate voice in corporate governance (Dillenburg
et al., 2003). The path coefficient for SHR (0.46) is
lower than the path coefficients for the other con-
structs, suggesting that shareholder relations are a
weaker indicator of social performance than the
other constructs.

3.4.2. Supplier relations (SPR). In line with Clark-
son (1995), the data suggest that supplier relations
are an important indicator of social performance, as
the path coefficient is 0.68. As in Wood (1999), the
principles of social responsibility relate to economi-
cal standards (supplier satisfaction); moral and ethi-
cal standards (meeting supplier rights; product
safety); and discretionary standards like supplier
protection. Dillenburg et al. (2003) added that sup-
pliers or supply chain associates deserve mutual
respect and long-term stability in return to value,
quality, competitiveness, reliability, and employ-
ment practices that respect human dignity which are
all implicitly incorporated in the items.

3.4.3. Employee relations (EMR). Employees hold
power over the success of the firm, for instance
through labor unions in some industries (cf. Conti,
2002). As an indicator of CSP construct, the path
coefficient of EMR is 0.64. Apart from the typical
employee issues (treated with dignity; safety; fair
compensation) that directly affect labor productiv-
ity, employee moral can be assumed to serve other
stakeholders (customers, communities, other social
groups) indirectly as explained in Wood’s (1999)
CSP model.

3.4.4. Customer relations (CSR). The model shows
a path coefficient of 0.67, indicating that customer
relations are among the most important indicators of
CSP. The findings corroborate the marketing litera-
ture (cf. Hunt and Morgan, 1997a, 1997b;
Srivastava et al., 1998; Hunt, 1999).
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3.4.5. Community relations (CMR). As evidenced by
the high path coefficient (0.81), CMR is the most
typical indicator of CSP. From five variable items
used to measure CSP, items of ‘providing support
for social life of community’ and ‘support to protect
environmental damage’ are the most influential
issues of CMR indicators. Davenport (2000) argues
that there are several commonalities to explain why
CMR is much used as a proxy CSP measure: (1)
community in general is constituent who perceives
most effect of firms’ activities directly or indirectly;
(2) products of certain manufacturing industries
such as “environmentally safe” easily generate re-
ceptive image to the community resulting in good
publicity; (3) community as a social entity stays
outside of business activities, but perceives the
negative impact of the results that embrace the envi-
ronmental problems.

H2 and 3: CSP directly affects the firm’s financial
and value-gain performance.

For testing Hypotheses 2 and 3, we use coefficient
values of all relationships in the structural model as
depicted in Table 7.

Table 7. SEM results of the hypothesized model

(N=101)
Structural relation Coefficient T-value Std. error
(Causal path) value
CSP — STR 0.03 0.25 0.15
CSP — VG 0.60 5.76 ** 0.08
CSP — MG 0.13 1.90 0.05
STR— VG 0.10 1.15 0.05
STR — MG 0.01 0.19 0.04
VG — MG 0.85 13.91* 0.06

Note: * One-tailed t-test p < 0.05; ** p <0.01.

The results indicate that CSP significantly affects
VG and MG, at the confidence level. Therefore H2
and H3 are supported. Stakeholder orientation in
CSP management ensures that firms uphold their
strategic positions in the market place (cf. Hunt,
1995). Good social performance does not lead to
poor financial performance (cf. Roman et al., 1999;
Jawahar & McLoughlin, 2001). The findings sup-
port the notion of corporate social performance as a

business rationale by strengthening corporate com-
petitiveness.

H4, 5 and 6: The effect of CSP on the firm’s posi-
tional advantage is mediated by strategy (H4),; the
effect of CSP on the firm’s financial performance is
mediated by strategy (HS); the effect of CSP on the
firm’s financial performance is mediated by its stra-
tegic positional advantage (H6).

In indirect effects, the effect of an independent
variable on a dependent variable occurs indirectly
through a third variable. The indirect effect is also
called a mediation effect (Sekaran, 1992), and the
third variable is called the mediator variable. An
indirect effect occurs if the independent variable
significantly affects the mediator variable, and the
mediator variable significantly affects the de-
pendent variable. The amount of indirect effect is
obtained by multiplying the path coefficients
(Baron & Kenny, 1986). The indirect coefficients
of CSP on MG through STR, and CSP on VG
through STR, and CSP on MG through VG are
calculated in Table 8. The statistical assessment
provides evidence that the CSP-MG relationship
is mediated strongly and significantly by market
strategic position (H6). This finding is in line with
the argument of Hunt and Morgan (1997) with
regard to the effect of comparative advantage
(CSP) on competitive advantage (VG), leading to
superior financial performance. The study sup-
ports the argument of Post et al. (2002) who pos-
tulate that the achievement of financial perform-
ance derives from strategic relational assets.

The outcomes of indirect calculations reveal that
the relationship between CSP and financial per-
formance is strongly and significantly mediated
by the value gain performance (H6). The CSP-VG
relationship is positively and significantly medi-
ated by strategy, though the size of the effect as
indicated by the coefficient of 0.06 is small (H4).
The results show no significant mediating effect
of strategy on the CSP-MG relationship. There-
fore, H5 is not supported, while H4 and H6 are.
The final model is displayed in Figure 3.

Table 8. The direct and indirect effects of exogenous variable, mediating variables on firm performance

Dependent Independent Direct T-value Indirect effect via STR Indirect effect via VG
variable variable effect
t-value t-value
MG CSp 0.13 1.90* 0.001 0.21 0.50 7.04 ***
VG CSp 0.60 5.76 *** 0.06 4.62 *** N/A N/A

Note: * p <0.1; ** p< 0.05; *** p <0.01.
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Legend:

CSP: Corporate Social Performance

STR: Strategy

VG: Strategic Positional Advantage (Value Gain)
MG: Financial Performance (Monetary Gain)
SHR: Shareholder Relation

SPR: Supplier Relation

EMR: Employee Relation

CSR: Customer Relation

CMR: Community Relation

*** - significant a/z = 1.0%;
**. significant a/z2 = 5.0%;
* . significant a/2= 10.0%

Fig. 3. Final model

Summary, conclusions and policy implications

This study addresses what is becoming crucial ques-
tion in socio-economic model of business: whether
there is a relationship between the achievement of
corporate social performance and business perform-
ance. From the analyses we have, it can be inferred
that corporate social performance is not left unre-
warded. It leads to a better firm performance in
terms of revenue and profit growths. CSP manage-
ment drives firm market positional advantage, indi-
cated by the increased reputation, product image,
and other non-financial indicators. According to
Orlitzky (2000), this is due to outcomes based repu-
tation effects, rather than process based social re-
sponsibility, or managerial values and attitudes to
social response. That is, even though investors tend
to ignore social audits, social responsibility and
responsiveness and even though disclosures are in
fact negatively correlated to accounting returns,

CSP management through a stakeholder oriented
approach evidently has the potential to enhance
profitability. CSP therefore is to be viewed as com-
plex and nuanced (cf. Dentchev, 2004).

Direct effects. Results of our final model (Fig. 3)
show that all five stakeholder relation variables dis-
play a strong, significant correlation as manifest
variables of CSP. Therefore, the study confirms that
primary stakeholder relationships constitute a solid
measure of CSP. The statistical analyses show that
CSP positively and significantly influences both
firm value-gain performance (VG) and monetary-
gain performance (MG). These findings uphold the
propositions noted in the concepts of resource ad-
vantage theory (Hunt, 1999) and resource based
view (Barney, 1990). Both postulate that relational
assets are a strategic resource instrumental in gener-
ating comparative and competitive advantages. The
results emphasize the importance of CSP manage-
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ment in achieving both positional advantages in the
market place such as increased market share, market
penetration, sales volume, and productivity rate, and
financial performance as indicated by revenue and
profit growth. Stakeholder oriented CSP manage-
ment ensures that the firm maintains its strategic
position in a market place characterized by hetero-
geneous demands, imperfect and costly consumer
information, and a state of disequilibrium (cf. Hunt,
1997). The results support the idea that social per-
formance enhances financial performance (Roman
et al., 1999). The study also supports the notion of
corporate social performance as a business rationale
in enhancing corporate image and reputation (value
gain performance).

Indirect effects. Our model indicates that business
strategy is not a mediating factor in the CSP-
performance relationships. The indirect effects of
CSP on MG and VG via strategy are insignificant
(MG) and significant with small coefficient (VG)
respectively. These results deviate from the resource
based view that postulates that a fit between strategy
and resource will lead to better performance. Strate-
gic management concept denotes that strategic fit
between resource and strategy can be mapped into
several perspectives such as matching, co-variation,
profile deviation, mediation, moderation and adap-
tion (Venkatraman & Camillius, 1984). We con-
clude that CSP and the strategy variables used in the
study seem to be separate antecedents to firm per-
formance, rejecting strategy as a mediating variable.

Statistical assessment of the structural model in
Figure 3 provides evidence that CSP-MG relation-
ship is mediated strongly and significantly by stra-
tegic position (VGQG). This finding is in line with the
argument of Hunt and Morgan (1997) arguing that
the comparative advantage (CSP) significantly af-
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Appendix A. lItems and constructs used in the research survey

SHR - Shareholder relation

SHR1 Increase shareholder value (economic return)
SHR2 Communication with Board of Directors

SHR3 Corporate response on environmental issues
SHR4 Relationship with local authorities and regulator
SHR5 Good governance practices

CSR - customer/consumer relation

CSR1 Overall customer satisfaction
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CSR2 Showing response to customer complaints
CSR3 Provide product information & safety
CSR4 Customer commitment & protection

CSR5 Provide follow-up service

SPR - supplier relation

SPR1

Overall supplier satisfaction

SPR2 Provide clear product specification

SPR3 Supplier protection over claims of 3rd parties
SPR4 Provide solution on related supplier issues
SPR5 Fulfill supplier rights

EMR - employee relation

EMR1

Provide equal opportunity

EMR2 Provide work insurance

EMR3 Provide job evaluation

EMR4 Provide career plan system

EMR5 Provide training and development

EMRG6 Provide fair remuneration system

EMRY7 Provide termination system & retirement plan
EMR8 Relationship with union

EMR9 Provide communication with employees
EMR10 Provide compensation and reward system

CMR — community relation

CMR1

Provide support for social life of local community

CMR2 Involve in improving environmental condition
CMR3 Efforts against environmental damage
CMR4 Provide job opportunity for community
CMR5 Philanthropic activities

Strategy

Low-cost strategy — CL

CL1 Emphasize efficiency

CL2 Provide low production cost

CL3 Provide lower price of product and/or service than competitors
CL4 Invest in cost saving technology

Differentiation strategy — DF

DF1

Provide new service and/or product development

DF2 Offer product and/or service for special need
DF3 Offer more quality product and/or service than competitors
DF4 Offer highly differentiated product and/or service

VG - value gain performance

VG1

Productivity increase

VG2 Market share growth
VG3 Sale volume increase
VG4 Overall performance (non-financial)

MG - monetary gain performance

MG1 Profit margin growth

MG2 Return on equity (ROE) growth
MG3 Revenue growth

MG4 Return on asset (ROA) growth

Notes: Operationalization

of the above CSP constructs embraces principles of corporate social responsibility (CSR1) and social

responsiveness (CSR2) as stipulated by Wood (1991). Components of CSR1 include principles of legitimacy (Pierick et al., 2004, p.
34), divided into four categories: a) economic responsibility: financial — economic rationale, b) legal responsibility — a set of rules;
c) ethical responsibility — respect to others; d) discretionary responsibility — free choice by managers to act (morality aspect). CSR2
is defined as capacity of the firm to respond its environment such as the way firm approaches its environment and firm attitude

towards its environment.
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