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ABSTRACT

Corporate involvement with social responsibility (CSR) is a voluntary practice. However, governments have
recently adopted a more supportive stance by providing research and development support and tax exemp-
tions. Therefore, this study examines the role of government subsidies (Sub) in CSR, considering the amount
and number of subsidies and the type of industry in a competitive business environment. The paper estab-
lishes theoretical linkages through the construction of an oligopolistic market model of private enterprises
based on industrial organisation theory's structure—conduct—performance (SCP) paradigm. Moreover, our
study tests the empirical relationship using a dataset of 100 listed companies in Pakistan observed from
2011 to 2019 using robust standard error methodologies and a fixed effects IV estimator. The results show
that government subsidies significantly promote private enterprises to actively fulfil their social responsibili-
ties, and product market competition plays an intermediary role that endorses the theoretical proposition.
This effect is visible at all stages of the enterprise’s life cycle. Additionally, the relationship is more prominent
in the case of low- and medium-sized government subsidies, competitive industries, and firms with no politi-
cal connections. The results further reveal that product market competition is the primary channel through
which government subsidies influence CSR. Concurrently, optimising the allocation of financial resources has

specific significance.

© 2022 The Author(s). Published by Elsevier Espaiia, S.L.U. on behalf of Journal of Innovation & Knowledge.
This is an open access article under the CC BY license (http://creativecommons.org/licenses/by/4.0/)

Introduction

Economic globalisation and development have resulted in social
issues such as pollution, food safety, resource waste, and labour con-
flicts (Khurshid et al., 2020). Customers are increasingly avoiding
goods produced by enterprises that lack human care and employee
welfare, opting instead for environmentally responsible alternatives
(Ageron, Gunasekaran & Spalanzani, 2012). Consequently, corporate
social responsibility (CSR) has attracted significant attention from
both business and academia. CSR, being self-regulating, can serve as a
business model (Khurshid, Kedong, Calin & Khan, 2017), and is
accountable to stakeholders, itself, and the public; all are therefore
aware of its role (e.g. pollution control, disaster relief, social welfare
programmes, charity) in society (Zhang, Khurshid, Wang &
Baltateanu, 2021). CSR incorporates the values of enterprises and
helps differentiate products in different ways (Zhang, Zhang, Fung,
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Rangaiah & Ng, 2018). Investors also value firms with high social
responsibilities, which help achieve long-term growth objectives and
lead to sustainable development (Besiou & Van Wassenhove, 2016).
This social role of corporations puts extra pressure on them, as they
gravitate between values and objectives specific to profit, the envi-
ronment, human life, and well-being (Du, Bhattacharya & Sen, 2007).
However, the social dimension and environmental performance help
a firm attract investor interest and potentially enhance future finan-
cial benefits (Dyck, Lins, Roth & Wagner, 2019).

The significance of CSR in achieving sustainable development is
now being recognised. However, sole reliance on enterprises may not
be sufficient (Khurshid, Kedong, CALIN, Zhaosu & Nazir, 2018). In
their capacity as regulators, governments can provide the necessary
conditions that act as a catalyst for CSR, with the main channels of
action being proper regulation and CSR incentives (Peters & Raf3,
2010: 16).

Building a regulatory climate that incentivises, stimulates, and per-
haps compels responsibility for corporate activity is critical for devel-
oping an equitable and sustainable economy (Qi, Chai & Jiang, 2021).
Governments can influence firms and socially acceptable behaviours
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through mandating instruments such as awareness, partnering (public-
private partnerships through technical assistance/subsidies), soft meas-
ures (codes of conduct, tax exemptions for charitable deeds, CSR reporting
rules), and mandating laws (CSR reporting laws, stock exchange, pension
regulations, and penalties on non-compliance), resulting in a combina-
tion of regulations and incentives (Peters & RoR, 2010: 19). These
regulations can converge into rules and laws depending on socioeco-
nomic conditions and drive business activities. Although CSR has tradi-
tionally been regarded as a voluntary practice, many governments
presently require companies to disclose CSR-related actions. This can
further translate into improved market recognition (Floridi, 2018),
business reputation, and government subsidies.

In recent decades, the use of government incentives connected
with market pricing to promote CSR has increased exponentially in
developing countries (Jamali & Karam, 2018). Both direct and indirect
subsidies (including tax exemptions/payments) and policy initiatives
have recently gained considerable scholarly attention
(Saha, Cerchione, Singh & Dahiya, 2020). Governments can motivate
and encourage enterprises to engage in CSR activities to improve
their social structure (Qi et al., 2021). The question is, who should be
subsidised, whether producers or consumers? Both have an impor-
tant role: producers help select environmentally friendly materials
(Khurshid & Deng, 2021) and choose materials that help in energy
saving, limiting gas emissions, and waste recycling (Qiang, Khurshid,
Calin & Khan, 2019). Simultaneously, subsidies to consumers on
product prices can help build savings, which can eventually be used
for domestic and social welfare (Zhang et al., 2018). Furthermore, the
subsidisation policy has both global and long-term effects. Once a
producer is subsidised, the entity participates in CSR activities, and
the product generated by the manufacturer comes to the suppliers
for ultimate selling. If the retailer fails to recognise the manufac-
turer’s efforts, the subsidisation policy of the government will be
ineffective and vice versa. It would be interesting to investigate how
subsidies affect market competition. The fact that subsidies provide
certain firms with an advantage over others is a natural conclusion.
Consequently, markets may become less efficient in price setting and
product allocation as ‘privileged’ firms will have a far better market
position than their competitors. This, in conjunction with greater
obstacles to market entry, alters the normal dynamics of competition.
In this context, this study examines the role of subsidies in CSR,
employees, suppliers, shareholders, and environmental responsibil-
ity. We also examine the influence of subsidies on market competi-
tion and CSR.

Although previous investigations have attempted to determine
the effects of various policies on CSR activities (Arya & Mitten-
dorf, 2015; Broman & Robert, 2017; Hafezalkotob, 2017), the litera-
ture on this topic predominantly examines developed economies.
However, the general hypothesis has rarely been discussed in the
case of developing economies, such as Pakistan. The current study is
a valuable addition to the said hypothesis in a country-specific case
by taking the government as a leading actor in motivating enterprises
toward CSR activities. This study focuses on Pakistan, the fifth largest
country in South Asia in terms of population and emerging econo-
mies. The country currently faces several social, political, and eco-
nomic problems. Therefore, t clarifying the relevance of CSR in
curbing these aspects is prudent. Currently, various firms in Pakistan
engage in CSR policies (Ehsan et al., 2018; Khan, Lockhart & Bathurst,
2018). Nevertheless, due to several challenges, implementing these
policies has become difficult (Majeed, Aziz & Saleem, 2015). During
the last decade, progress has been made with regard to CSR practices,
even though they are still in the nascent stage (Jariko, Bersen & Jha-
tial, 2016; Khan et al., 2018). Economic dynamics and socioeconomic
issues in developing countries are similar. The results of this study
provide insight into the effects of subsidisation policies. These effects
are seen through the lens of higher productivity and the mitigation of
negative externalities.
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This study answers the following questions and contributes to the
empirical literature.

e First, an oligopolistic market model of private enterprises is devel-
oped in a competitive environment to establish theoretical link-
ages between the variables. The mediating role of product market
competition is also considered when examining empirical rela-
tionships.

e Second, we examine the impact of government subsidies
and other determinants on CSR. In addition, we determine
the influence of subsidies on shareholders, employees, sup-
pliers, consumers, and environmental responsibility. This
question has not been addressed, especially in the context of
Pakistan.

¢ Third, we analyse the impact of government subsidies on the
social responsibility of private enterprises from the perspec-
tive of the heterogeneity of government subsidies. This study
examines the impact mechanism of market competition in the
subsidies-CSR relationship. The additional clauses of subsidies
provide new avenues for an in-depth understanding of the
policy effects of government subsidies, and further broaden
the research horizon.

Fourth, we test the influence of the number and amount of subsi-

dies, industrial preferences, and political connections on CSR in

Pakistan. Robustness tests are conducted for different scenarios to

validate the empirical outcomes. These relationships are tested

using robust standard error methodologies and the fixed effects

IV estimator (FE2SLS) to overcome unobserved exogenous effects,

endogeneity, and selection bias.

Overall, this study implies that tax provisions, subsidies, and other
mechanisms that match corporate and government objectives have a
broader economic impact than previously believed. The findings also
indicate that policymakers who evaluate legislative changes in incen-
tive provisions should be aware that their effects extend beyond leg-
islative objectives. Firms are immediately affected and can
significantly affect other market players.

The remainder of this paper is organised as follows. The relevant
literature is presented in Section 2. Section 3 elaborates on the theo-
retical linkages by constructing a mathematical model. In addition,
this section explains the data and methodology used to answer the
research questions. Section 4 explains the results and Section 5 con-
cludes the paper.

Literature review

The empirical literature divides CSR responsibilities into eco-
nomic, humanitarian, and legal categories (Carroll, 1991). The eco-
nomic dimension, which serves as the basis for others, entails that a
firm's production should match market needs while also following
profit generation (Carroll, 2015). The legitimate duties of a firm are to
perform its activities within the boundaries and limits drawn by law
(Wood, 1991). The ethical imperative entails ensuring that its
manufacturing process and commodities are eco-friendly, clean, and
non-toxic (McWilliams & Siegel, 2001). Humanitarian aspects high-
light how businesses should respond through philanthropic activi-
ties, such as donating and developing public amenities
(Carroll, 2015). In summary, companies that practice CSR should bal-
ance their financial gains and social requirements. This study exam-
ines the influence of government subsidies on CSR and market
competition.

CSR and private enterprises

CSR is a self-regulatory business model that enables a firm to be
socially responsible to itself, shareholders, and the general public
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(Wang & Zhou, 2020). Companies become aware of their influence
on all elements of society, including the economic, social, and
environmental facets by adopting CSR (Chia, Kern & Neville, 2020).
Zhang et al. (2021) argue that firm engagement in CSR allows
companies to introduce and promote value and help maintain a
good reputation in the market (Johnson, Lee & Ashoori, 2018).
Yoon, Chastagner and Joo (2020) conclude that CSR helps
firms have a strong connection with the customer, which increases
firm market shares and customer willingness to pay, irrespective
of the services and quality of the product (Du et al, 2007).
Vukovi¢, Mileti¢, Curci¢ and Nici¢ (2020) believe that a firm's
engagement in social responsibilities helps promote the product,
as it positively affects consumers’ sentiments, and the firm/product
can enjoy a good reputation in the market (Lerro, Raimondo,
Stanco, Nazzaro & Marotta, 2019). Torelli, Monga and Kaikati (2012)
remark that firms with CSR have more opportunities to extend
their markets than those who do not engage in such activities.
By contrast, Christensen, Morsing and Thyssen (2020),
Zhang et al. (2018), and Qiang et al. (2019) suggest that performing
CSR activities builds business reputation, but also puts extra pres-
sure on firms to perform well to maintain position, which
increases product costs.

Government subsidies and competitiveness

Despite Shepherd's (1972) declaration that political considera-
tions with all types of subsidies are essential in determining firms'
market positions, the question of whether subsidies improve enter-
prises' market power and affect competition remains debatable. Sev-
eral factors may lead to a positive correlation between subsidies and
firms' market power. First, as per Khurshid (2015), the number of
subsidies reduces the firm's costs and uplifts the working capital,
which provides a competitive edge and leads to unfair competition in
the market. Similarly, Feldman and Kelley (2006) state that subsidies
help firms secure loans and funding from financial institutions and
banks and leads to other unseen benefits. Second, according to
Aghion and Howitt (1992) and Klette and Griliches (2000), the bene-
ficial effect of subsidies on innovation may result in a positive link
between subsidies and market power given that innovation has been
shown to be a key source of monopolistic power (Liu & Huang, 2016).
In contrast, government-subsidised businesses have higher costs and
less market influence. First, as (Zhao et al., 2015) note, firms in China
seeking subsidies build and manage their relationship with officials,
which increases firm costs and wastes resources that they can use to
improve business performance. Yu, Hui and Pan (2010) demonstrate
that financial subsidies to China's local government-owned firms will
negatively impact its efficiency. Liang, Li and Lv (2012) note that sub-
sidies in developing countries usually attract inefficient enterprises
to participate in the marketplace. In addition, managers commit
financial fraud and manipulate numbers linked to the labour force
and productivity for more funds. Second, subsidies weaken the moti-
vation for supported firms to increase efficiency since they may read-
ily enjoy consistent and often considerable advantages. According to
Lin (2012), from a viability perspective, large subsidy payments are
made to businesses when the government wants these industries to
grow, violating the factor endowment advantage. Businesses that
lack viability will find it difficult to compete internationally if they
lose the subsidy. Therefore, their market power and competition are
linked to a continuous supply of government subsidies. Such cash
flows in a market with a high degree of competition can diminish the
responsiveness of businesses to the pressure of competition, which
can lead to the so-called ‘producing just for subsidies’ practice and
oversupply. Therefore, a company's market power and competition
relations rely on the proportion of these two features when a subsidy
increases or decreases.
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Government subsidies and CSR

Few studies focus on the relationship between CSR and govern-
ment subsidies. According to one perspective, subsidies represent a
tool to control environmental externalities which pave the way for
CSR (Luy, Ren, Lin, He & Streimikis, 2019).

However, Li, Wu and Jiang (2018) and Khurshid et al. (2021)
remark that subsidisation policies are a source of capital for private
firms and help them finance their expenditures. As Guo, He and
Xiao (2011) note, this also creates an opportunity for private firms to
access banks and investment organisations for loans and invest-
ments. With the availability of cash, firms can contribute effectively
by increasing their efficiency and initiating social responsibility. Sec-
ond, this act of engagement in social activities strengthens the enter-
prise-government relationship. Jia and Liu (2014) argue that firms
willingly engage in CSR after receiving subsidies. An interesting per-
spective is put forward by Li et al., who note that the government
provides subsidies to achieve its political goals (Li et al., 2018). Dona-
tion is another way to strengthen the association between govern-
ment and private firms (Xue & Xiao, 2011). In this regard,
Lee, Walker and Zeng (2017) note that if firms do not engage in social
responsibility, they bear high political costs, especially in the case of
government enterprises. Therefore, private enterprises actively par-
ticipate and perform social responsibility to repay the government.

Some studies argue that government subsidisation policies hinder
CSR contributions. According to M. Shao and Bao (2012), the struc-
tural and institutional weakness on the government side puts a big
question mark on allocating and utilising subsidy funds. These funds
impact enterprises' operational performance, which further hinders
their social responsibility. Moreover, Tzelepis and Skuras (2004)
claim that subsidies are helpful for firms that run with a deficit, but
this affects their performance because of extra pressure in the long
run and decreases their profit. Firms' productivity can be enhanced
by incorporating additional inputs; however, this increases the costs.
Similarly, the orthodox mindset of firms motivates them to not per-
form social duties, as it will reduce revenue (Khurshid et al., 2020).
Jia, Nam and Chun (2021) conclude that subsidisation policies
increase firms’ dependence, as they do not use idle resources to
maintain corporate social responsibly. This discussion shows that
there is no clear consensus among scholars, which indicates the com-
plexity of the relationship between the two concepts.

The research questions investigated in this study are novel rela-
tive to the recent literature. To the best of our knowledge, no study
has considered market competition, the characteristics of the life
cycle of firms, the number of subsidies, their volume, industrial pref-
erences, and political connections. Unlike previous research, this
study uses the FE2SLS method, which combines instrumental varia-
bles (IV) and fixed effects (FE). Therefore, both methods produce
reliable results (Lin & Wooldridge, 2019: 24). It addresses multicolli-
nearity, heteroskedasticity, unobserved exogenous effects, and selec-
tion bias problems and minimises the ambiguity of the outcome. This
method is rarely used in empirical literature, especially in the CSR
context. The ordinary least squares (OLS) method with robust stan-
dard error settings is applied for the robustness of the outcomes, as it
helps minimise the error better than normal settings. The develop-
ment of the model, selection of critical variables, and analysis of the
relationships in different contexts differentiate this study different
from the literature.

Theoretical and empirical models
Theoretical model
The theoretical model developed in this study is based on an oli-

gopolistic, competitive market. We assume that two firms with simi-
lar products have imperfect substitutes. Both firms compete for
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market share and positions. Suppose Q; and Q; are the outputs pro-
duced by firms i and j, respectively. Thus, the total output in the mar-
ketis Q = Q;+ Q;. There are diminishing returns to scale as far as cost
is concerned; therefore, the cost functions for both firms are C(Q;) =
Q7 and C(Q;) = Q7. Suppose that the market size is standardised to 1,
and in such a situation, the market demand function is

P(Q.Q)=1-Q-yQ (4

where i #j and y €(0,1) are used for the substitution of a product,
depending on the magnitude of the value. The larger the value, the
stronger the substitution/competition.

The relationship between the government and private firms has
been established in the literature (Wang, Khurshid, Qayyum & Calin,
2022), which significantly impacts firms’ decision-making processes
(Ahmed & Javed, 2017; Joshi & Rahman, 2015). The literature also
supports the negative consequences of firm employees’ political con-
nections on productivity (Abbas & Awan, 2017), which help firms
gain government subsidies. Based on this discussion, the current
study follows Tomaru and Saito (2010), who introduce an exogenous
parameter Sub; (0 < Sub; < 1) to indicate the degree of government
subsidies to enterprises. The higher the Sub;, the larger the subsidy
provided by the government (M. Shao & Bao, 2012). Thus, the profit
earnings of firms i, j can be represented by Eq. (1) as follows:
{3i (Q, Q) =(1-Q- yQ)Q-Q* + Subq

5(Q. Q)= (1-Q- ¥Q)Q - Q7 + Subg
where Q;? and sz are the costs of both firms and y signifies product
market competition. Moreover, Sub;Q; and Sub;Q; represent the total
subsidies received by firms i and j, respectively.

Furthermore, as Aggarwal and Samwick (2006) specify, each com-
pany has abundant resources to make independent decisions (SID) to
maximise its profits, as shown below:

1
2e
where SID; in Eq. (2) indicates a series of investment decisions by the
firm, such as production investment, R&D investment, external merg-
ers, and procurements. Parameter e(e > 0) represents the investment
efficiency of these decisions. CSR; represents investment in CSR,
which gives a firm some specific externalities (the firm's reputation).
Moreover, ¢; is a random shock that obeys a normal distribution with
a mean of 0 and variance of o2,

Any firm's primary objective is to maximise profits. The best-
response function is estimated by partial differentiation of (1) for
fiims i and j and equating the system to zero
(as,;_gjq,) = w = 0) following the guidelines of Eaton and Gross-
man (1986) to o%tain the equilibrium quantity (Q; and Q;). That is:

(—4 —4Sub; + y + Sub;y)

(1)

8; = SID; + CSR; — SID? + g 2)

(-4 —4Sub; + y +Subiy)
&= (-16+y2)

To obtain the equilibrium profit of the firms, we substitute Eq. (3)
into Eq. (1), and after simplifying, we obtain Eq. (4):
5 — 2(—4 — 4Sub; + y + Subjy)? @)

’ (-16+y?)°

To obtain the CSR function, we merge Eqs. (4) and (2) and take the
first derivative with respect to government subsidies to establish the
relationship between the two variables, in line with the proposition
introduced by Song, Yan and Yao (2020).

ICSR;  —16(—4 — 4Sub; + y + Sub;y)
aSub; (=16 + y2)?

>0 (5)
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Eq. (5) shows the direct and positive relationship between gov-
ernment subsidisation policies and corporate social responsibilities.
This also shows that firm investment decisions (SIDs) are not subject
to changes in government subsidies. Therefore, we propose the fol-
lowing hypotheses:

H1: Keeping the other variables constant, government subsidisa-
tion policies help private enterprises accomplish their CSR goals.

H2: Keeping the other variables constant, government subsidies
discourage market competition.

By comparing Eqs. (2) and (4), we express the product market
competition. We establish the association between product market
competition and government subsidisation policies through a first-
order partial derivative, as shown in Eq. (6).

Iy 4./e
Sub; \/ 2CSR;e + (2e — SID)SID
: ! <0 ©)
16 84/e(1+Sub;) e(1+5ub;)

- \/ZCSR,8+(2€—SID)SID 2CSR;e+(2e—SID)SID

Eq. (6) shows that government subsidies discourage competition.

H3: Keeping the other variables constant, growing market compe-
tition negatively affects private firms’ CSR.

To prove this proposition, we take the first-order partial deriva-
tive of our equation of CSR; of a private firm to y. This leads to an
association between CSR; and product market competition, that is,
9CSR; _ _ 4(—4 — 4Sub; + y + Subjy) [16 — 8(1 + Sub;)y + y2 + Sub; (16 + y2)] -0
ay (-16+ y2)

()

In the next stage, to establish the relationship between CSR and
government subsidies, we follow Tomaru and Saito (2010) and com-
bine Egs. (5), (6), and (7), as represented in (8), in the following man-
ner:

ICSRi BCSRi*al
aSubi 3y oS

>0 8)

Eq. (8) shows that government subsidies use product market
competition as a transmission channel to minimise competition
and provide an environment in which firms can perform CSR
effectively.

Empirical methodology
Sample selection and data sources

The Karachi Stock Exchange is the largest market in Pakistan, with
552 registered companies in 36 different sectors. The listed compa-
nies engage in various actions oriented toward health, education,
environment, and national disaster relief under the slogan of a sus-
tainable living plan. In 2019, 57 companies were honoured by inter-
national CSR awards.! This study selects the top 100 companies due
to data availability constraints. These companies are from the
manufacturing, services, financial, hospitality, real estate, and infor-
mation technology sectors. The heterogeneous influence of the indus-
try attributes of enterprises is tested by dividing the sample into two
sub-samples: competitive (manufacturing) and non-competitive
industries (others). The sample ranges from 2011 2019. The data on
these firms are taken from OpenDoor.pk (https://opendoors.pk/pre-
mium-data/corporate-social-responsibility-csr-data-of-pakistan-psx-
listed-firms/) and the Corporate Social Responsibility Centre Pakistan
(https://csrcp.com/). Data on government subsidies to private firms

! https://dailytimes.com.pk/351204/57-companies-honored-international-csr-
awards/
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are taken from various issues of the Economic Survey of Pakistan
(https://www.finance.gov.pk) and firms' financial reports.

Model design and variable description

The following econometric model is used to examine the impact
of government subsidies on private firms’ CSR activities. This rela-
tionship is tested using the OLS method with a robust standard error
setting. The ‘demean technique’ is used to estimate the fixed effects
IV regression (FE2SLS), and the estimator is referred to as a ‘within
estimator.’ It also presumes that the relationship between the inde-
pendent parameters and an individual's effect is known.

CSRit = Bo+ BiSubic + > _cont w+ > Yu+ > Indi+ uy
+ & 9

CSR denotes corporate social responsibility, Sub is the subsidy, con
t is the control variable, Y represents the year, and Ind denotes the
industry. Here, u; represents the time-invariant unobservable effects
that can influence our dependent variables and ¢; represents the
error term.

By government subsidy, we imply any policy form, either in cash
or tax reduction, announced by the government that helps firms
reduce their economic burden and promote social welfare. In this
paper, we obtain our specific data for the measure of government
subsidy by consulting the detailed item ‘government subsidy’ of ‘non-
operating income’ in the notes to the financial statements of listed
companies, manually collecting the amount, and taking the natural
logarithm of the amount.

The selection of the control variables is based on previous studies
(Khurshid et al, 2020; Zhang et al, 2021). Most studies considered
equity, internal control quality index, size of the board of directors, size
of the supervisory board, and corporate retained earnings to total assets.
Other variables include growth opportunity (ratio between the market
value of the firm and its total assets), total cost (internal), total size of
the firm (total assets), age of the firm (years in business), and ratio
between assets and liabilities. We also focus on measuring and control-
ling year FE to avoid any ambiguity. A winsorisation procedure is
adopted to reduce the error caused by extreme values at the 1% and 99%
quantiles. The descriptions of the variables are summarised in Table 1.

The theoretical derivation indicates that government subsidies
mainly reduce the intensity of product market competition and ulti-
mately encourage enterprises to actively perform social responsibil-
ity. Therefore, while keeping this in mind, this study constructs the
following equations to empirically test the effect of government sub-
sidies on the social responsibility of private enterprises.

COMPT;; = ag + Ollsub,‘t+ q)it (10)

CSRit = 80+ 81 COMPT; + & Subi+ » cont i+ (11)

In models (10) and (11), the meaning and measurement methods
of variables such as CSRy;, subsidy (Sub;; ), and control (cont ;) are con-
sistent with those in Model (9). However, COMPT;; represents the
product market competition. The Lerner index is more in line with
the market concept for measurement, and is a reverse competition
index. Therefore, this study uses its reciprocal as a proxy variable for
product market competition, as suggested by Igbal, Tauni and
Jebran (2017). The specific calculation method is COMPT;; which is as
under.

1
COMPT;; = o0 A0

(Pie Qi)
where P;; x Q; represents the total revenue and AVC;; * Q;; represents
the total cost. This study uses business revenue and operating costs
instead of total output and total cost for calculation.
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Table 1
Variable description.
Variable Name Symbol Details
Corporate Social CSR
Responsibility
Government subsidy Sub logarithm of the current government
subsidy
corporate internal control CIC Natural logarithm of the corporate

internal control index

Corporate retained earnings/ CRE Measured by corporate retained

asset ratio earnings/total assets
Corporate growth CGO Measured by the company's market
opportunities value/total assets
Internal cost ICST measured by management expenses/
operating income
Equity Concentration ECon The ratio of the largest shareholder's

shareholding

Number of independent directors/
board members

Number of board members (In natu-
ral logarithm from)

The supervisory board (Number in
natural logarithm)

Period in business

Natural logarithm of the company's
total assets

Comp_DAR  Total debt/total assets balance

Independent director ratio IDR
Board size DIR
Size of the supervisory board  Supvr

The company's listing age
Company's Size

Comp_A
Comp_S

Company's debt-to-asset
ratio

In Model (9), B, is the total effect of government subsidies on CSR
without considering product market competition. In Model (10), o4
is the impact of government subsidies on product market competi-
tion. In Model (11), §; is the impact of product market competition
on CSR, and §, is the direct effect of government subsidies on CSR.
After controlling for the degree of product market competition, o1,
is the mediating effect of government subsidies that affect CSR
through the mediation variable of product market competition.

Specifically, the test procedure for the mediation effect is as fol-
lows: First, test Model (9). If B; is not significant, the mediation effect
test is terminated. However, if §; is significant, the test models (10)
and (11) are in sequence. Second, if both «; and &; are significant,
then the mediation effect (o187 ) is significant. Under this condition,
if §, is significant, then there is a partial mediation effect. In addition,
if at least one of &y and §; are not significant, a Sobel test is required.
If the test result is significant, it indicates a mediating effect; other-
wise, it indicates no mediating effect. The Sobel (1982) effect is esti-
mated using Z = (3[181/5&15] . where, a;, 31are the estimated values
fora; and 8y .Sy5, =/ @1 2S5, *+ 81 %Sy, % whereS,, , and S,
are the robust standard errors of & and §; respectively.

Estimation outcomes
Data description

Descriptive statistical analyses of the main variables used in this
study are summarised in Table 2. The results show that the com-
pany’s overall social responsibility performance is 22.31. The stan-
dard deviation is 19.72, the minimum value is —3.58, and the
maximum value is 61.63, indicating considerable differences in the
level of fulfilment of social responsibilities among the sample compa-
nies. The government subsidies received by the companies appear
unevenly distributed, and the average value after taking the loga-
rithm is 18. We also observe a significant difference between the
maximum and minimum values. The figure shows the differences in
the quality of internal controls and retained earnings among compa-
nies. However, there are large differences in the internal costs. The
largest shareholder holds more than 35% of the shares and the pro-
portion of independent directors is approximately one-third. The
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Table 2

Descriptive statistics.
Variables Mean  Standard deviation =~ Minimum  Maximum
CSR 2231 19.72 —-3.581 61.63
Sub 18.00 1.159 9.360 21.24
CIC 2983 0.348 1.629 3.991
CRE 0315 0.297 -2.103 0.714
CGO 2319 1.829 0.250 11.12
ICST 1.041 2.692 0.098 22.17
ECon 35.12 15.05 11.06 72.00
IDR 0427  0.043 0310 0517
DIR 2323 0.176 1.590 2.807
Supvr 1.098 0.194 1.012 1.846
Comp_A 6.060 4291 1 19
Comp_S 1820  1.060 17.83 24.74
Comp_DAR 0362  0.220 0.009 1.096

average age of the company's listing is approximately six years, and
the average asset-liability ratio is 36.2%.

Author calculations

Government subsidies and CSR

Columns (1) and (2) in Table 3 report the test results of not adding
and adding control variables, respectively. The results indicate that
the two regressions' estimated coefficients for government subsidies
are significant at the 1% and 5% levels. The positive coefficient values
indicate that government subsidies can actively encourage private
enterprises to perform their social responsibilities, verifying Proposi-
tion 1.

Further, this study subdivides private enterprises' general social
responsibility indicators into shareholder responsibilities, employee
responsibilities, supplier and customer responsibilities, and environ-
mental responsibilities. These relationships are tested by reshaping
Model (9). The results in columns (3)—(6) of Table 3 show that the
regression coefficients of government subsidies are all significantly
positive, which further verifies the basic conclusions of this study.

The conclusion is attributed to the fact that government subsidies
are the company's most common recurring profit and loss, which will
directly increase the company's distributable funds, enabling it to
conduct a broader range of socially responsible investments in addi-
tion to R&D investment. From an entrenched position, obtaining gov-
ernment subsidies enhances the confidence and sense of security of
private entrepreneurs. CSR is a long run strategy that may cut profits
in the short run; otherwise, it is compensated for by government sub-
sidies.

Table 3
Government subsidies and corporate social responsibility.

Journal of Innovation & Knowledge 7 (2022) 100189

Further, a firm’s involvement in CSR activities occurs in two ways.
Before receiving government support, CSR helps the company
improve its brand image, which in turn enhances the consumer base
and helps attract investors' attention which leads to business expan-
sion and, as a result, raises revenues. CSR activities help attract gov-
ernment attention, which translates into economic and policy
benefits. The subsidies increase the firm's market power through gov-
ernment support and, second, goodwill created due to its CSR activi-
ties, which further increase after obtaining government resources.
This drives the company to become a significant stakeholder in the
market. It not only lowers the burden from revenue but also presents
the company as responsible corporate citizens. Subsidies help private
companies connect with the community and increase their involve-
ment, which eventually raises individuals' incomes and uplifts the
conceptual image that later translates into sales and revenues.

In developing countries, governments lack resources, so they usu-
ally support companies through tax relaxation, which lowers costs
and helps maximise profits. Lower prices give companies a compara-
tive advantage both domestically and internationally. If the subsidy is
for the industry, it will not affect each firm's market power; however,
it will make a certain product range attractive in the international
market. Eventually, it increases exports, attracting more investment
and creating better employment opportunities. This reduces the com-
munity's economic problems, provides more resources to fund public
goods, and helps fight against negative externalities.

Therefore, considering these results, we state that governments in
developing countries can multiply CSR activities by providing subsi-
dies to private firms, enhancing individual efforts that can be inhib-
ited by a lack of resources.

To enhance the persuasiveness of the research results, we conduct
the following robustness tests:

Sample self-selection problem

The receipt of government subsidies may not be random for com-
panies. For instance, government subsidies and their volumes may be
based on a company's characteristics or industry. We directly select a
sample of companies that have received government subsidies for
estimation, which may cause a sample selectivity bias. In this regard,
we use the Heckman two-stage model to make corrections. First, we
construct dummy variables based on the strength of government
subsidies and use the probit method in the first stage to estimate the
probability of private enterprises receiving high-intensity govern-
ment subsidies, that is, the inverse Mills ratio (IMR). Later, we add
this as a control variable to the first stage in the two-stage regression.

Shareholder
responsibility

Corporate Social
Responsibility

Employee
responsibility

Environmental
responsibility

Supp-Cons.
responsibility

Sub 1.217(0.17) 0.55***(0.06)  0.41**(0.07) 0.29**(0.06)  0.33***(0.07) 0.15***(0.06)
cIc 751%%(1.02)  543**(1.41)  137%(024)  3.12"*(0.55) 2.58***(0.37)
CRE 2.33%%026)  1.75**%(0.05)  0.22***(0.09)  0.19***(0.05) 0.12***(0.04)
€GO 0.15(0.26) —0.92*%(0.09)  0.07(0.08) 0.07(0.06) 0.06(0.04)
ICST 0.62(0.21) 0.15**(0.02) —0.05(0.06) —0.03(0.02) —0.04*(0.01)
ECon 4.03(5.38) -2.36(1.92) 1.95(1.49) 2.83(2.66) 1.16(1.18)
IDR 2.42(1.97) 1.33%(0.59) 0.81(0.76) 1.29(0.83) 0.57(0.89)
DIR —2.73(2.06) —0.40(0.42) -0.38%(0.01)  0.09(0.86) 0.04(0.74)
Supvr 157**%(0.09)  —1.10%(0.04) 0.41**(0.05)  0.17***(0.01) 0.15*%(0.03)
Comp_A 4.86**(1.79)  2.69***(0.15)  0.71***(0.13)  2.13**(0.14) 1.17**(0.02)
Comp_S 2.93(1.61) —~1.89*%(0.93)  —3.11**(0.38)  0.28(0.24) 0.35(0.73) 0.75(0.45)
Comp_DAR  —4.86%(2.22) —5443**%(5.07) —32.65**(4.41) —28.61"*%(3.72) —33.6"**(4.93) —36.42**%(5.01)
Constant 1.817(0.13) 0.85%(0.32) 0.21*%(0.05) 0.27**%(0.04)  0.17***(0.06) 0.12***(0.06)
Year/industry Not control control control control control control
Adjusted R>  0.64 0.81 0.74 0.79 0.76 0.75

Note: *** p<0.01, ** p<0.05, * p<0.1. Standard errors in parentheses.
Robustness Test.
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Table 4
Robustness outcomes.
CSR CSR
1 2 Growth Maturity Recession
OLS FE2SLS OLS FE2SLS OLS OLS OLS
Sub 0.44%(0.13) 0.40%(0.01) 1.06*%(0.285)  0.64***(0.210)  0.97**%(0.271)
Sub_r 0.92**%(0.04)  0.85"%(0.23)
IMR 5.58%(1.03)  4.19"*%(1.21)
Variables control control control control control control control
Year/industry  control control control control control control control
Adjusted R? 0.268 0.249 0.272 0.250 0.213
sigma_u 0.81 0.69
sigma_e 0.15 0.18
Rho 0.92 0.76

Note: *** p<0.01, ** p<0.05, * p<0.1. The standard errors in parentheses and robust in OLS case.

Column (1) of Table 4 summarises the results. The results show that
subsidies contribute positively to CSR. In addition, the IMR is highly
significant, indicating that the basic conclusions of this study are still
valid after controlling for the sample self-selection problem. These
results are consistent with those obtained using the OLS regression
method.

Replace key variables

Enterprises’ active charitable donations are a representative
way for enterprises to fulfil their social responsibilities. Therefore,
for the robustness of the results, we replace CSR with the natural
log values of ‘public welfare donation expenditures’ under the
label of ‘Non-operating Expenses’ — financial statements of listed
companies. Similarly, to examine its nexus with CSR, we replace
subsidy with its intensity (government subsidy amount/total cor-
porate assets x 100). Column (2) of Table 4 presents the empiri-
cal relationship between these two variables. The outcomes show
that, even after adjusting the measurement methods of the key
variables, the overall regression results did not substantially
change.

Consider the life cycle characteristics of the enterprise

From a static perspective, the results show that government sub-
sidies promote CSR significantly. Does this conclusion hold for com-
panies with different life cycles? In this regard, this study divides the
entire sample into three life stages—growth, maturity, and decline
—and tests the benchmark model in dynamic settings. First, the top
50% of companies with positive operating income growth rates are
classified as a growth period, and the last 50% are incorporated as the
mature period. In contrast, companies with negative operating
income growth rates were categorised as in the decline period. The

results are shown in columns (3) — (5) of Table 5. The outcomes are
consistent in both cases. The results show that, regardless of whether
the sample enterprises are in the growth, maturity, or decline peri-
ods, there is a significant positive correlation between government
subsidies and CSR.

Market competition, subsidies and CSR

The critical value of Sobel's test statistic at the 5% significance level
is approximately 0.97. The regression results in Table 3 show that 1
in Model (9) is significantly positive; therefore, only the estimated
coefficients of Models (10) and (11) need to be tested in turn. Table 6
lists the relevant test results.

The results in Column (1) show that government subsidies are
negatively correlated with product market competition. The regres-
sion coefficient is —0.13, significant at the 1% level, indicating that
government subsidies significantly reduced the intensity of product
market competition. These results support the theoretical framework
of this study. The results further reveal a significantly negative corre-
lation between product market competition and CSR. A coefficient
value of —0.21 indicates that product market competition reduces
CSR. The regression coefficient of government subsidies in Column
(2) is 0.49, which is significant at the 5% level. In summary, subsidies
weaken the impact on CSR by reducing competition. The empirical
results are in line with the theoretical framework developed in this
study.

Further analysis

Considering that the government has considerable corporate
heterogeneity in the number of subsidies, industry preferences
for subsidies, political connections, and additional subsidies, this
may affect the relationship between government subsidies and

Table 5
Impact mechanism results.
COMPT; CSR
OLS FE2SLS OLS FE2SLS
Sub;, —0.13*%(0.06) —0.23"%(0.09)  0.49**(0.13) 0.60"**(0.25)
COMPT; —0.21"%(0.08)  —0.37***(0.14)
Variables Control Control Control Control
Year/industry  Control Control Control Control
Adjusted R? 0.26 0.24 0.27 0.25
sigma_u 0.73 0.78
sigma_e 0.21 0.18
rho 0.87 0.78
Sobel Test Z=1.647 > 0. 97, the mediation effect is significant

Note: *** p<0.01, ** p<0.05, * p<0.1. The standard errors in parentheses and robust in OLS case.
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Table 6

Influence of subsidies on CSR under different conditions.
Rows  Influencing factors Range CSR;, Variables Year/industry  Adj. R?

FE2SLS OLS

1 Number of subsidies ~ Low 1.03**%(0.19) 1.16"*(0.25)  control control  0.29
2 Medium 0.81**%(0.09)  0.68**(0.14) control control  0.28
3 High 0.06(0.17) 0.87(0.43) control control 029
4 Subsidies Amount Low 0.71*%(0.38) 0.45(0.31) control control 024
5 Medium 1.12*%%(0.23)  0.82**(0.19)  control control  0.26
6 High 0.66(0.42) 0.61(0.57) control control 027
7 Industry Preference Competitive industry 0.92**%(0.47)  0.81***(0.35)  control control  0.29
8 Non-competitive industry ~ 0.51(0.31) 0.24(0.28) control control  0.28
9 Political connection Connected 0.79(0.48) 0.57(0.51) control control  0.23
10 No connection 0.61*%(0.23) 0.69***(0.17)  control control  0.25

Note: *** p<0.01, ** p<0.05, * p<0.1. The standard errors are in parentheses and robust in the OLS case.

the social responsibility of private enterprises. In this regard, this
section focuses on further analysis of the benchmark Model (9)
from the perspective of the heterogeneity of government subsi-
dies.

Impact of the number of subsidies

Financial subsidies provided by the government are not random.
Corporate subsidies are typically based on the characteristics of
enterprises or industries. Therefore, the number of subsidies received
by different types of enterprises can vary significantly. In this regard,
this study uses detailed information on government subsidies dis-
closed in the ‘non-operating income’ item in the notes to the annual
statements of listed companies. The dataset is manually collected, the
number of government subsidies obtained by enterprises is sorted,
and the full sample is divided into averages according to government
subsidies. The companies are divided into three main groups. The
lowest frequency is defined as low-frequency arrays, the middle as
medium-frequency arrays, and the highest groups are defined as
high-frequency arrays and regressed as per our benchmark model.
The test results are listed in Table 6 (rows 1-3). The effect of govern-
ment subsidies on the social responsibility of private enterprises is
only established in the low and middle-frequency sample group.
Essentially, higher government subsidies do not play a role in fulfill-
ing social responsibilities.

Impact of subsidy amount

Mao and Xu (2018) argue that there should be a moderate range
of government subsidies in which companies can be more produc-
tive. This division is based on the average values of company size and
subsidies received. The lowest rage is the low-quota group, while the
other two are the medium and high quota groups. Model 9 is tested
in a new setting, and the outcomes are summarised in rows 4—6 of
Table 6. The results show that medium-sized subsidies have a more
significant and positive impact on CSR. In summary, the optimal
range of government subsidies can only promote the CSR of enter-
prises.

Influence of industry preferences

To improve the general welfare of society, governments generally
tend to provide more subsidies to enterprises with strong public
attributes. Therefore, it is necessary to examine the heterogeneous
influence of enterprise-industry attributes. This study divides the
sample into two sub-samples of competitive industries (manufactur-
ing) and non-competitive industries (others), and re-regresses the
benchmark model. The results are summarised in rows 7—8 of Table 6.
The findings reveal that government subsidies significantly impact

CSR in competitive industry groups. Competition boosts the CSR
activities.?

Impact of political connections

The connection between enterprises and government makes it
easier for businesses to obtain government subsidies. However, this
political connection can also lead to distortions in resource allocation
and severe rent-seeking behaviour (Khurshid, Kedong, Calin & Popo-
vici, 2016). For example, Faccio, Masulis and McConnell (2006) find
that using political connections as an informal channel by enterprises
to obtain government subsidies significantly reduces government
subsidy resource efficiency. Fan, Wong and Zhang (2007) point out
that securing government subsidies substantially improves operating
efficiency and social contribution for enterprises that are not politi-
cally connected. Therefore, this study divides the companies in the
sample into two sub-groups: with® and without political connections.
The test results are shown in rows (9) — (10) of Table 6. Non-political
enterprises positively contribute to CSR. Enterprises that support
political activities or are run and owned by politicians are not
inclined toward CSR. The results of the FE2SLS and OLS analyses are
consistent in both the intensity and direction of the relationship.

Conclusion

The CSR phenomenon is still new for developing economies and is
not actively reported in many countries; however, subsidisation has
a long history. Therefore, this study examines the influence of subsi-
dies on CSR from different perspectives and shows the importance of
the active use of subsidies and their role in enhancing CSR efforts,
specifically from the private firm’s perspective, which indulges in
such practices for profit maximisation purposes. The relationship
between variables in this context has not been discussed in the litera-
ture. To date, there is evidence in the case of developing economies.
Pakistan and other developing economies have similar socioeco-
nomic-political traits; therefore, countries with similar characteris-
tics can benefit from these outcomes. The validity and robustness of
the results were tested from different viewpoints, which increased
the novelty of this study.

First, the SCP research paradigm of industrial organisation theory
is used to construct an oligopoly market model to analyse the influ-
ence of government subsidies and product market competition in
achieving CSR. The study tested theoretical propositions: i. govern-
ment subsidies help private enterprises accomplish their social

2 https://www.unpri.org/pri-blog/does-competition-increase-corporate-social-
responsibility/6652.article

3 The political link here means firm or company-owned or run by politicians, their
family members, or those who provide funds in the state election campaigns.
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responsibilities, ii. government subsidies discourage competition in the
market; and iii. growing competition in the market negatively affects the
CSR of private firms using the empirical data of 100 private listed com-
panies in Pakistan.

The results confirm these theoretical propositions and conclude
that government subsidies actively encourage private businesses to
meet their social obligations. This is because government subsidies or
incentives, either in the form of tax relaxation or R&D funding, help
increase the firm's profit and increase distributable cash, allowing the
company to make more socially responsible expenditure. Moreover,
subsidies provide a sense of security which increases firms confi-
dence in enhancing output.

The results further reveal that product market competition nega-
tively affects CSR activities. Competitiveness reduces CSR by driving
enterprises to prioritise short-term viability and forego long-term
investments, as in many CSR initiatives.

It is further revealed that the positive relationship between CSR
and government subsidies is independent of the enterprises' growth
stages. In comparison, the link was more robust for medium and low
subsidies.

Finally, enterprises with non-political linkages participate actively
in CSR activities. In the case of developing economies, such as Paki-
stan, firms are involved in CSR activities for brand image formation,
which increases social acceptance for both products and firms.

CSR activities also help attract the attention of the political elite
and government, who support firms with public funds and policies to
build their reputation and position. In addition, in democratic envi-
ronments, private firms finance political parties in elections to later
obtain favours and subsidies in different forms in return. However,
government subsidies can also help promote CSR activities.

Policy implications

Investigations of CSR focus mainly on advanced economies. CSR
has rarely been discussed in developing countries such as Pakistan, as
this phenomenon has recently been adopted. Pakistan shares similar
socioeconomic problems and political characteristics with other
developing economies. Therefore, the outcomes and implications can
set a roadmap for researchers and policymakers in other developing
economies to reconsider subsidisation policies and enhance their
effectiveness.

Developing economies face financial constraints that hinder them
from providing the necessary environment to boost individual exis-
tence. Therefore, they need an additional hand in the form of private
firms to minimise these disparities. This study puts forth the follow-
ing implications given the empirical results obtained for Pakistan.

The results indicate that government intervention through fiscal
means (subsidies) and policies can help regulate market transaction
orders and ease the intensity of market competition. Therefore,
developing economies should consider this option and provide mon-
etary benefits to emerging industries depending on the comparative
advantage that the industry can provide. Subsidies provide endoge-
nous motivation to private enterprises and assists in the fulfilment of
their social responsibilities.

Private enterprises involve themselves in CSR mainly because of
better brand imaging and to multiply their revenues which further
motivates them toward social spending. Therefore, the government
should actively perform strategic administrative functions. They
should encourage and contribute to product R&D and innovation to
enhance market position, instead of providing monetary benefits to
enterprises that later help them achieve their political goals.

The results show that the number, amount, and type of subsidies
also influence social spending. Therefore, countries should develop a
criterion for awarding subsidies (amount and type) to make them
public. This will standardise the opportunities for businesses to seek
them, and they will actively work for it. Moreover, it will reduce the
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effect of political connections in gaining financial support which dis-
courages other businesses.

In addition to this, governments should extend the supervision of
financial resources, and at the same time, improve the regulations
and systems of specific subsidies. This constitutes a great economic
boost for private companies and motivates them to pursue their
social responsibility agenda.

Future research direction and limitation

Data limitations restricted the study period as well as the exami-
nation of the role of government subsidies in the CSR for all private
enterprises.

Another limitation is that the theoretical model constructed in
this study focuses on a purely oligopolistic situation. Future research
can analyse the influence of government subsidies on CSR in mixed
oligopolies, monopolies, and perfect competition with a larger num-
ber of market players to obtain conclusions with a broader scope of
application. Similarly, this study can be extended to compare SOEs
and private enterprises. Lastly, future research can also focus on the
heterogeneous characteristics of government subsidies, such as sub-
sidies at different government levels, upsurges in subsidies, and their
specific contents. Moreover, future studies could consider and exam-
ine the influence of subsidies on various types of industries and their
role in CSR.
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