EKOHOMIKA EXA Vol. 65, july-september 2019, Ne 3

ISSN 0350-137X, EISSN 2334-9190, UDK 338 (497,1) P.1-12
Nemanja Berber' ORIGINAL SCIENTIFIC ARTICLE
Agnes Slavi¢? doi:10.5937/ekonomikal903001B
Marko Aleksié? Received: August 12. 2019.

University of Novi Sad, Faculty of Economics in Subotica Accepted: September, 09. 2019.

THE RELATIONSHIP BETWEEN CORPORATE SOCIAL
RESPONSIBILITY AND CORPORATE GOVERNANCE*

Abstract

The concept that allows the balance between economic, social and environmental goals (as
a concept of corporate social responsibility) represents a widely accepted business practice
in the developed countries of the world. The growing demands of the business have pointed
to the shortcomings of the management concepts that have been focused exclusively
on profit. For these reasons, the problems, interests, and goals of the broader groups of
stakeholders should be the components of a company’s business and must be an integral
part of corporate governance. The aim of the paper is to determine the relationship between
corporate social responsibility (CSR) and corporate governance. The subject of research is
the concepts of CSR and corporate governance, as well as their interconnectedness. The
methodology includes an analysis of the available previous research results. The results of
theoretical research indicate that there is a relation between both concepts, but that the
link is not unambiguous.

Keywords: corporate social responsibility, corporate governance, sustainable development
JEL classification: A13, M14, O16

ITOBE3AHOCT KOPIIOPATMBHE JPYIITBEHE
OATI'OBOPHOCTHU 1 KOPIIOPATVBHOT YIIPAB/bAIbA

Ancrpakr

Konyenm xoju omozyhasa 6anavc usmely eKOHOMCKUX, COUUJANHUX U eKOZIOUIKUX
uumwesa (kao KoHuenm KopnopamueHe Opyuirneéexe 00260pHOCIIL) NPeOCHA6bA
wupoko npuxeaheny nocnosHy npaxcy y passujenum semmwama céema. Cee sehu 3a-
X1Mesu NocI068arba yKAasau cy Ha HedoCmamxe 00ca0auirbux MeHayMeHm KoHuenma
OpjeHMUCAHUX UCKTbYHUB0 HA NPOPUM. YNPABo U3 mux pasnoea npobaemu, uxmepecu
U yumesu wiupe epyne cmejkxondepa mpeba 0a 6y0y KOMNOHeHmMe NOC08ara C6aKe
KomnaHuje u mopajy bumu cacmasHu 0eo KopnopamueHoz ynpasmwarea. Ljum paoa je
ymephusatrve nosesanoctmu usmehy kopnopamusre opyuimeere oozosoprocmu (KJO)
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u kopnopamueHoz ynpasmarea. IIpeomem ucmpasxcusarea cy konyenmu KJJO u xkopno-
pamusHoz ynpasmared, Kao u wuxoséa melhycobra nosesarocm. Memodonoeuja 00yx-
8ama aHanu3y 00CHYNHUX NPEMXOOHUX UCHPANUBAKUX pe3ynmama. Pesynmamu
meopujckoe UCMPANUBALLA YKA3Y]Y HA NOCOjatbe NOBE3AHOCHIU U3MENY c6a KOHen-
ma, ¢ mum 0a 8e3a Huje jeOHO3HAUHA.

Kwyune peuu: xopnopamusHa OpywimeeHa 002080pHOCHI, KOPHOPAMUEHO yHpa-
87varbe, 00PHUBU PA3BO]

Introduction

The corporate social responsibility (CSR) is a voluntary concept that allows the balance
between economic, social and environmental goals (Hopkins, 2005; Dahlsrud, 2008; Berber
etal., 2018) and it is widely accepted business practice in the developed countries of the world.
It is a concept that is related to the circular economy, which includes sustainable exploitation
of material resources, social responsibility and more balanced development of the economy
(Vukadinovi¢ & Jesi¢, 2019). In this sense, modern business models are based on the idea
that newly created value should represent value for all parties of interest, and it should
include sustainable business conduct (Mileti¢, 2018). The growing demands of the business
environment, like increasing of the governments restrictions on social and environmental
issues, the demand of consumers for organic products, and strict requirement from investors
(Ha et al,, 2019) pointed to the shortcomings of the management concepts that have been
focused exclusively on profit (Sekuli¢ & Pavlovi¢, 2018). Corporate governance includes a
set of relationships between a companys management, boards, shareholders and other
stakeholders. For these reasons, the problems, interest, and goals of the broader groups of
stakeholders (Blasi et al., 2018) should also the components of each company’s business and
must be an integral part of corporate governance, not just the relations between management
and investors - owners. Also, reasons why it is important to make corporate governance more
responsible lie in many cases of corporate fraud, accounting scandals and other organizational
problems (lawsuits, resignations or even bankruptcy) (Duh, 2017).

The aim of the paper is to determine the relationship between corporate social
responsibility (CSR) and corporate governance. The subject of research is the concepts of CSR
and corporate governance, as well as their interconnectedness. The methodology includes an
analysis of the available previous research results. The results of theoretical research indicate
that there is a connection between all concepts, with the link being not unambiguous.

The work consists of three interconnected parts. In the first part, the authors discuss
the emerging views on corporate governance. The second part deals with emerging views
on corporate social responsibility. The third part is made up of the investigation of the
interdependence of the two concepts mentioned above. Finally, in the conclusion, the authors
point out the most important findings and possibilities for future research.

Corporate Governance

Contemporary business environment requires excellence in the field of management
so that business organizations can achieve sustainable growth and development. The concept
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that applies to this requirement is corporate governance (Vukovi¢ et al,, 2018). Corporate
governance has numerous definitions and understandings. According to Gopalsamy,
corporate governance (GC) is defined as “a combination of rules, regulations, laws, and
examples of good practice that enable companies to attract financial and human capital to
perform jobs efficiently and, therefore, to maximize value in the longer term, while respecting
the aspirations of more stakeholders including society” (Gopalsamy, 2008). It is “the system by
which companies are directed and controlled” (Cadbury, 2000, p. 8). Corporate governance
refers to “a way of managing and controlling by means of principles, rules, customs, policies,
and regulations. It offers a system that provides efficiency of processes and operations, reliable
and transparent financial reporting, compliance with policies and regulations” (Yilmaz et al,,
2017, p. 34).

Definitions of corporate governance tend to fall into two categories:

o “The first set of definitions is concerned with a set of behavioral patterns - the
actual behavior of corporations, in terms of such measures as performance,
efficiency, growth, financial structure, and treatment of shareholders and other
stakeholders.

o The second set is concerned with the normative framework - the rules under
which firms are operating, with the rules coming from such sources as the
legal system, the judicial system, financial markets, and factor (labor) markets”
(Claessens, 2006, p. 93).

The Organization for Economic Cooperation and Development (OECD, 2015), which
published its Corporate Governance Principles in 1999, defines corporate governance as “a
set of relationships between a company’s management, its board, its shareholders and other
stakeholders. Corporate governance also provides the structure through which the objectives of
the company are set, and the means of attaining those objectives and monitoring performance
are determined” (OECD, 2015, p. 9). “Corporate governance help policymakers evaluate and
improve the legal, regulatory, and institutional framework for corporate governance, with a
view to supporting economic efficiency, sustainable growth, and financial stability” (OECD,
2015, p. 3).

Good corporate governance in practice has proved to be of multiple importance. At the
company level, good corporate governance brings easier and more affordable access to the new
capital, which in the long run leads to greater competitiveness. The application of the highest
standards actively promotes a strong corporate governance practice, where individuals are
needed who are willing and able to devise and implement a good corporate governance policy.
These companies will appreciate and reward their employees more than their competitors
who are not aware of the benefits of corporate governance. Corporate societies often attract
more investors willing to provide capital at a lower cost. In general terms, well-managed
societies contribute to the national economy and the community, they are able to provide
greater profits, to strengthen investor confidence in the capital market (World Bank, 2010),
which leads to an improvement in the accountability system, thereby reducing the risk that
employees in a business are deceived or doing business for their own benefit. Respecting the
standards of good corporate governance helps in improving the decision-making process,
leading to more successful operations and lower capital costs (World Bank, 2010).

From the perspective of companies, corporate governance is a set of rules that regulate
relationships between shareholders — owners and management. Based on the understanding
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that company managers have the duty to act in the interests of shareholders, their basic
role is to undertake business activities in order to increase the profits of the company
and their shareholders. The question which arises is how owners can influence managers
to manage their (owners) resources, not in self (managers) interests. By studying the
complex nature of relations between owners and managers, the causes of the corporate
governance problem are found in the separation of ownership from the management of
the company (Babi¢ & Nikoli¢, 2011). In this relationship, “an agency problem occurs if
managers can significantly influence earnings management in order to satisfy their own
respective self-interests to the detriment of their shareholders” (Osemene et al., 2018,
p. 211), so “compensation for top management must provide incentives to select and
implement actions that increase shareholder wealth” (Nacinovi¢-Braje & Galeti¢, 2019,
p- 34).

Corporate governance is the structure of managing and overseeing a joint-stock
company. In the widest form, this is the relationship between management and employees,
or institutions that have invested in the corporation in order to make a profit. This suggests
that corporate governance refers to the relationship between management and the owner.
The practice of good corporate governance, which protects the interests of, first of all,
minority shareholders is decisive for attracting foreign direct investment in each country.
The efficiency of the work of the management in the corporation is enhanced by lifelong
learning and practicing key procedures in decision making and fostering their realization,
as well as control of execution (Sofronijevi¢ et al., 2013; Mihajlovi¢, 2016, p. 5).

According to the World Bank, all definitions of corporate governance include
several common elements:

o “Corporate governance is a system of relationships, defined by structures and

processes.

o These relationships involve parties with different and sometimes contrasting

interests.

o All parties are involved in the direction and control of the company.

o All this is done to properly distribute rights and responsibilities and thus increase

long-term shareholder value” (World Bank, 2010, p. 6-8).

As it is seen from the abovementioned definitions corporate governance includes
“the relationship between shareholders, creditors, and corporations; between financial
markets, institutions, and corporations; and between employees and corporations”
(Claessens, 2006, p. 94). This way of understanding of corporate governance points to
the need of exploration of the relationships between corporate governance and other
relevant areas, where corporate social responsibility is being more and more emphasized
(Claessens, 2006; Jamali et al., 2008; Said et al., 2009; Jo & Harjoto, 2012; Habbash, 2016;
Oh et al, 2018; Dyck et al., 2019).

The following part of the text is related to the explanation of the corporate social
responsibility concept. After that, the authors explored the relationship between both
concepts and made several conclusions and recommendations for future research.
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The Concept of Corporate Social Responsibility

The increasing intensity of business changes is a reflection of todays modern
business. Contemporarybusiness challenges related to the growing competition, increasing
customer and consumer demands, the introduction of new technologies, globalization,
etc. Consumer awareness of environmental protection and socially responsible behavior
has resulted in numerous actions by consumers and non-governmental organizations,
which have forced many companies, and above all multinational companies, to take
responsibility and engage in these initiatives (Nuseva, 2018, p. 259). This is specific for
green tourism, which requires activities like “production of ecologically safe, recyclable
and biodegradable products, using energy-efficient operations with minimal or no
pollution, efficient waste management, conserving cultural and natural assets” (Gavrilovi¢
& Maksimovi¢, 2018, p. 40-41). Since there are present new and changing business
conditions, it is important to implement new business models that will enable companies
to achieve sustainable development and competitiveness. One of the possibilities is
certainly the concept of corporate social responsibility.

The quality of a community has often been the subject of philanthropic activity of
individuals, owners, and managers of a company, and, as a kind of responsible behavior
towards the community, it was separated from business (Kotler & Lee, 2009). Bowen
made one of the first definitions of corporate social responsibility, where he stated that
CSR the obligation of business people to seek those business policies, and make those
decisions, or to follow those areas of action that are desirable in terms of the goals and
values of the society (Bowen, 1953).

Carroll follows the evolution of a corporate social responsibility construct that
began in the 1950s, which marks the modern era of CSR. These alternative topics include
corporate social performance (CSP), stakeholder theory, and business ethics theory. During
the 1990s, CSP continues to serve as a basic construct but continues to turn into alternative
thematic frameworks (Carroll, 1999). Dahlsrud found that “socially responsible business
concerns the responsibility of the organization and the undertaking of measures within
the organization, which exceed its legal obligations and economic goals. These broader
responsibilities encompass a range of issues, but are usually summarized as social and
environmental concerns - social relations extend to society as a whole, and not just to social
issues” (Dahlsrud, 2008). In his work, Dahlsrud (2008) pointed to the 37 definitions of CSR,
which means that there are many views and understanding of this phenomenon.

Social responsibility implies that the company independently and voluntarily
engages in activities that will contribute to the development and maintenance of the
environment, since the concept of sustainable development is based on interrelations,
interdependence, and complementarity of development policy and protection of
environment along with obeying of ecological principles (Anici¢ et al., 2019). Thanks
to the CSR, the company assesses the impact of its decisions on the natural, social, legal
and economic environment in which it operates (Boljevi¢ et al., 2015, p. 117). “Corporate
social responsibility is the business philosophy and the standard business within the
legal framework of modern Western economies. The main goal of CSR is to introduce
an interesting relationship between the previously mentioned primary interest to make
a profit, scarcity of natural resources and growing demands for labor and frequent
occurrences of exploitation” (Cibukei¢, 2017, p. 176).
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Garriga and Melé tried to clarify the “mapping area” situation by classifying the
main CSR theories and related approaches in four groups: (1) instrumental theories - in
which the company is viewed as the only instrument for wealth creation and social activity
are means to achieve economic results; (2) political theories - dealing with the strength of
companies in the society and the responsible use of this power in the political sphere; (3)
integrative theories - in which the company focuses on meeting social demands; and (4)
ethical theories - based on the ethical responsibilities of companies in society. In practice,
every CSR theory represents four dimensions related to profit, political performance,
social demands, and ethical values. The authors emphasized the need to develop a new
theory of business and social relations that will integrate these four dimensions (Garriga
and Melé, 2004).

To summarize, CSR comprises economic performance, social accountability
and environmental management (Dahlsrud, 2008) and it consists of four kinds of
responsibilities: economic, legal, ethical, and philanthropy (Carroll, 1999; Berber et
al., 2014, Berber et al., 2018). Based on the aforementioned concepts, GC and CSR, the
authors decided to explore the relationship between them.

The Relationship Between CG and CSR

Companies increasingly accept the concept of CSR for gaining market reputation,
better relations with stakeholders, handling public pressure and long-term strategic interests
(Porter & Kramer, 2002). In Porter and Kramer’s views on CSRs strategic approach, one can
find the arguments that the relationship between CSR activities of companies and society is
considered as natural. In explaining critical and strategic natural interdependence, the authors
explained that the company must integrate the social perspective into the basic business
framework in order to gain greater benefit by a better understanding of competition and the
adequate definition of a business strategy (Porter & Kramer, 2006).

By providing CSR, companies can direct their behavior and influence the perceptions
and expectations of stakeholders (Haniffa & Hudaib, 2006; Jamali et al., 2008; Michelon &
Parbonetti, 2012). Corporate governance drives managers to set goals that relate to CSR
(Jamali et al., 2008), while stakeholder theory links corporate governance and corporate
social responsibility, suggesting that both should strive to improve stakeholder engagement
and organizational legitimacy (Michelon & Parbonetti, 2012). According to Stuebs and Sun
(2015) good corporate governance leads to good CSR performances.

Several types of research on this theme showed that the relationship between CG and
CSRexists, and that business successis influenced by both concepts, and their interconnections.
Jamali et al. (2008) proposed a model that presents the main interfaces of CG and CSR (Figure
1), where CG is a necessary “building block” for CSR. The main interfaces between CG and
CSR are in strategic leadership, stewardship, and progressive human resource management.
While CG is increasingly conformance or compliance-driven, CSR falls on the other hand in
the realm of voluntary social performance (p. 456).
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Figure 1: Relationship between CG and CSR

Performance External
Driven Firm
(Voluntary) Environment

Corporate Social Responsibility

Progressive Strategic Board
HRM Leadership Stewardship

Corporate Governance

Conformance Internal
Driver Firm
(Compliance) Environment

Source: Jamali et al., 2008, p. 456.

Mentioned authors found that “a company without an efficient long-term view of
leadership, effective internal control mechanisms, and a strong sense of responsibility vis-a-vis
internal stakeholders cannot possibly pursue genuine CSR, while CG is not entirely effective
without a sustainable CSR drive because a company has to respond to the needs of its various
stakeholders in order to be profitable and create value for its shareholders/owners” (Jamali et
al,, 2008, p. 457).

The different research of Said et al. (2009) pointed to the results that two CG variables,
government ownership, and audit committee, are associated with the extent of CSR
disclosures. They explored the relationship between corporate governance characteristics
(board size, board independence, duality, audit committee, ten largest shareholders,
managerial ownership, foreign ownership, and government ownership) and the extent of
CSR disclosure (as a dependent variable). Government ownership and audit committee are
positively correlated with the level of CSR disclosure.

Jo and Harjoto (2012) explored a sample of firms with CSR engagement in the United
States during the 1993-2004 period and found that CSR can be understood as a missing link
between CG and firm performance since there is a conflict of interest between stakeholders
and shareholders. CSR is acting as a conflict-resolution device between stakeholders and
shareholders (p. 65).

Chan et al. (2014) explored the 2004 annual report data for 222 listed Australian
companies. They found that CSR disclosure is positively associated with good corporate
governance. Organizations which provide more CSR information have better corporate
governance ratings, those are larger organizations, they belong to higher-profile industries,
and they are more highly leveraged (p. 59).

Ferrero-Ferrero et al. (2015) explored the mediating role of CSR in the relationship
between board diversity and CSR performance. The sample was made of 146 companies listed
in FTSE 100, DAX 30, and CAC 40 in 2009. The results showed that generational diversity
enables a more effective design of vision and strategies to address financial and extra-financial
aspects, and consequently, it encourages companies to adopt a sustainable approach to their
businesses. This study concludes that generational diversity is a key component for improving
good corporate governance codes.

Rodriguez-Fernandez (2016) found that companies registered on the Madrid Stock
Exchange demonstrate positive relationships between CSR and financial performances. Social
policies increment financial resources, and increased financial performances lead to greater
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social benefits. Therefore, board members should invest financial resources in developing
policies that boost the levels of social behavior components in order to contribute globally
to the improvement of society. Similarly, Wang and Sarkis (2017) found that companies that
implemented CSR governance successfully generated good CSR outcomes and had better
financial performances. CSR outcomes are found to be a mediator between CSR governance
and financial performance.

Ali et al. (2017) explored the determinants of the CSR. They found that company size,
industry sector, profitability, political, social, and cultural factors, and corporate governance
mechanisms determine the CSR. In developed countries factors that determined the CSR
disclosure were concerns of regulators, shareholders, creditors, investors, environmentalists,
and the media. In developing countries, CSR reporting is more heavily influenced by the
external forces such as international buyers, foreign investors, international media and
international regulatory bodies (Ali et al,, 2017, p. 273).

In their research in Lebanon, authors El Gammal et al. (2018) found that ethical
practices fully mediate the relationship between corporate governance and corporate social
responsibility towards stakeholders, customers, and employees. Gangi et al (2019) explored
the sample of 142 banks from 35 countries in the period from 2011 to 2015 to investigate
the relationship between CSR and banking risks. The found the positive impact of effective
corporate governance mechanisms on banks” environmental engagement and that banks that
are more sensitive to environmental issues also have less risk.

Based on the aforementioned research results it can be concluded that corporate
governance and corporate social responsibility have positive relations, but that those
relations are usually moderated by different organizational or external factors. Therefore, the
relationship between the two concepts is very sensitive to the changes in the internal and
external environment of the organizations.

Conclusion

Companies should not only create profits, but they should also act as subjects that
enhance sustainable development and responsible behavior. Corporate practice needs to set
the goals for sustainable development and respond to the needs of all stakeholders. Therefore,
in order to create a competitive advantage, companies need to focus on productive roles in the
global economy and become increasingly involved in the sphere of social responsibility, which
creates long-term sustainability, meeting the needs of all suppliers, investors, and employees
(Tai & Chuang, 2014), and other stakeholders.

The aim of this paper was to determine the relation between CSR and corporate
governance. Conclusions drawn from the previous analysis and discussion can be confirmed
by the prevailing theoretical attitudes, as advocated by the famous theory of stakeholders,
which emphasizes that the better the company builds and manages relations with the essential
factors of the environment, it will be more successful over time (Barnett & Salomon, 2012).
Corporate governance is gaining in importance since it makes a significant contribution to
increasing economic efficiency and market economy. Also, the nature of the CSR concept
has been explained and the authors of this paper presented the main elements and issues
of the concept. Namely, the practice and scope of CSR activities are based exclusively on
cost-benefit analysis, that takes into account, on the one hand, invested capital (investments
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- disclaimer from current consumption for higher results in the future), while on the other
hand, and especially the “invisible” and long-term benefits that an organization derives from
the investment and implemented activities. It can be concluded that corporate governance
and CSR have positive relations, but that those relations are usually moderated by different
organizational or external factors. Therefore, the relationship between the two concepts is very
sensitive to the changes in the internal and external environment of the organizations.

Regarding future research possibilities, this theoretical research and investigation of
the previous results of the authors all around the world make the first step in generating the
methodological frame for the investigation of the CSR and corporate governance and its
relationship in the domestic economy.
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