Humanities & Social Sciences Reviews
@ elSSN: 2395-6518, Vol 9, No 3, 2021, pp 943-950
https://doi.org/10.18510/hssr.2021.9392

DOES CORPORATE SOCIAL RESPONSIBILITY REDUCE INFORMATION
ASYMMETRY?: EMPIRICAL EVIDENCE FROM PAKISTAN

Naeem Khan®", Qaisar Ali Malik?, Ahsen Saghir®, Muhammad Aslam*, Muhammad Husnain®
¥3ph.D., Scholar, Foundation University Islamabad, Rawalpindi Campus, Pakistan; >Associate Professor/ Head of
department, Foundation University Islamabad, Rawalpindi Campus, Pakistan; “Lecturer, Lahore School of Accountancy
& Finance, University of Lahore, Pakistan; *Assistant Professor, Department of Business Administration, University of
Sahiwal, Sahiwal, Pakistan.
Email: “naeemkkhan87@gmail.com

Article History: Received on 5 June 2021, Revised on 12" June 2021, Published on 14™ June 2021
Abstract

Purpose: The work empirically investigates the effect of corporate social responsibility (CSR) on information
asymmetry (1A).

Methodology: For analysis, the study uses annual data ranging from 2007 to 2017, collected from the published reports
of companies registered at the Pakistani equity market comprising the non-financial sector. An unbalanced panel of 257
companies with 2383 observations is analyzed using the generalized methods of moment (GMM) technique.

Main findings: In line with stakeholder's theory, results disclose a negative association between the variable of CSR and
IA. It suggests that investing in CSR-related activities will reduce the asymmetry of information among managers and
shareholders.

Application of the study: Findings of the study uncover the benefits of CSR in relation to IA that must be considered
while formulating any strategy both at the governmental and corporate level. Government should facilitate corporations
that engage in CSR work while firms must include CSR in their policy-making as it can significantly reduce information
asymmetry.

Novelty/ originality of the study: This study provides a deep analysis in the form of behavioural association and the
effect of CSR practices on information asymmetry in the context of the Pakistani non-financial sector. The study
endorses the concept of CSR practices for the reduction of information asymmetry in Pakistani firms.

Keywords: CSR, Information Asymmetry, Non-financial Sector, PSX, GMM.
INTRODUCTION

CSR is a renowned topic in the literature of finance, management, and economics (Sheikh, 2019). A major portion of
research explores the relation of CSR with the performance of the firm and its value (Lee et al., 2020; Utz, 2018). The
benefit of investing in CSR activities towards business and community are still debatable. There are several reasons for
this. For instance, academics and practitioners have very different conceptions of CSR, resulting in a wide variety of
research topics and results (Garriga & Melé, 2004). Second, the insights into the nature of CSR are still not clear
(Choongo, 2017). Third, CSR can benefit companies in terms of risk reduction and cost, and it also benefits to take a
competitive benefit (Gangi et al., 2018). It results in their commitment to CSR, and businesses will become more
appealing to investors (Carroll & Shabana, 2010; Nguyen et al., 2020). Thus, increasing costs through CSR activities
will boost a company's image while sacrificing short-term financial results. However, competitive advantages can be
gained in the long run (Kiran et al., 2015). EI Ghoul et al. (2011) finds an inverse relation of CSR score with equity cost,
using a variety of methods to measure firms' ex-ante equity cost. According to Aupperle et al. (1985), implementing
CSR would result in competitive disadvantages due to the additional costs involved. The main point is that there is a
negative association in social and financial efficiency because of the additional costs incurred to enhance social or
environmental performance, which does not increase shareholder value (Choongo, 2017). CSR is a multidimensional and
complex concept (Harjoto & Jo, 2011). CSR refers to serving people in such a way to go beyond the legal requirement
(Abbas et al., 2019). Overall, CSR is to utilize the firm's resources in such a way as to foster the sustainability of firms
and to promote information transparency and accountability (Cui et al., 2018). However, researchers have written
various papers on the relation of CSR with key financial measures to understand the effect and relational significance of
CSR (Agyemang & Ansong, 2017; Al-Hadi et al., 2019; Andi et al., 2019; Blasi et al., 2018; El Ghoul et al., 2011;
Galbreath & Shum, 2012; Kiran et al., 2015; Samet & Jarboui, 2017; Skufina et al., 2019). Though, literature discloses
that a consensus could not be established on how CSR affects firm performance and other related variables (Sheikh,
2019; Van Ha, 2018; Yang et al., 2019).

In recent times, information asymmetry remains one of the most debated and favourite topics of shareholders as a
company that offers more information disclosures must be able to understand and fulfill the need of stakeholders (Bergh
et al., 2019; Martinez-Ferrero et al., 2018; Utama, 2019). The shareholder will be pleased if a company is providing
detailed facts and figures. Modigliani and Miller (1963) documents that investors and company managers have similar
information related to the future of firms. However, in practice, managers have more insight than external stakeholders
(Alamgir & Nasir Uddin, 2017). Easley and O'hara (2004) formulate a method of IA and finds that investors who
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demand more premium are uninformed investors. Information asymmetry also affects the efficiency of the capital
market at a time when some investors have more information on the company's internal affairs and its share pricing
(Chaleeda et al., 2019; Drobetz et al., 2010). The information system is another vital factor that determines equity risk,
the equity cost, and the firm performance (Wang et al., 2013). High equity cost and a firm's low liquidity are the results
of a volatile environment within the company, and such an environment stimulates dealing friction through an adverse
choice (Van Ha, 2018).

The goal of current research is to empirically discover and document the relational behaviour and CSR effect on
information asymmetry. The linkages of CSR-firm performance have been investigated extensively, the association of
CSR practices with information asymmetry is relatively less explored, especially in developing countries (Bergh et al.
2019; Buallay et al., 2020; Choongo, 2017; Ishtiaq et al., 2017; John et al., 2019; Pisani et al., 2017; Saeidi et al., 2015).
The association of CSR-1A is important to many not just because of the modern development of the 1A concept but its
inclusion in the field of economics, accounting, finance, and management. This work reduces the study gap in the
literature through investigating both relational behaviour and CSR effect on IA using the non-financial sector data sets
comprising annualized values of companies registered Pakistani capital market. As per the literature reviewed
concerning developing countries and the author's understanding, no such work on the linkage of CSR and information
asymmetry has previously been undertaken in Pakistan.

The objective of this study is to explore the impact of corporate social responsibility on information asymmetry in
the context of Pakistan.

The remaining article is as under: The second portion reviews the related literature. The third portion explains the
methodology of the study, including sample, data, and tools used to analyze the data. The fourth portion reports
explanation of the results followed by the findings of the study. The fifth portion concludes this study and provides
future research directions.

LITERATURE REVIEW

In the last few years, researchers found many benefits of CSR engagement which includes: CSR improves
communication with stockholders (Fieseler, 2011); increase in firm value (Blazovich & Smith, 2011; Harjoto & Jo,
2011); reduction in equity cost (Dhaliwal et al., 2012); effective corporate governance (Blazovich & Smith, 2011); better
communication (Dhaliwal et al., 2012); enhances creditworthiness (Attig et al., 2013); appreciation, satisfactory
comments and better forecast by analysts (Dhaliwal et al., 2012). Prior research suggests that CSR practices improve a
company's brand image (Albinger & Freeman, 2000; Turban & Greening, 1997), which is particularly significant since
such companies are frequent stock market participants.

Firms with more CSR activities are linked to a sound information atmosphere in order to maintain their reputation
(Cherian et al., 2019; Rettab & Mellahi, 2019). Furthermore, it is critical for businesses to establish and keep a positive
reputation, particularly for those that need more intense supervision (Su & Swanson, 2019). Accordingly, reputation can
help in reducing information asymmetry (Diamond, 1991; Sufi, 2007). Firms encounter relatively higher risk that spends
more on monitoring (Dhaliwal et al., 2011; Halov & Heider, 2011).

Literature informs that there is no consensus on CSR and IA association, and it is presumed that the link between CSR
and 1A is based on stakeholder's theory (Nguyen et al., 2019). There are many reasons that CSR reports are more
valuable to the participants that are outside the organizations (Baron et al., 2011). Diamond and Verrecchia (1991),
Healy and Palepu (2001), and Kim et al. (2012) report that CSR disclosure minimizes the asymmetry of information.
CSR engagement can minimize information asymmetry if managers use it as a signalling network to improve
cooperation with shareholders and overcome their disputes (Zhang et al., 2019). This relationship is known as the
information asymmetry-reduction relationship (Martinez-Ferrero et al., 2018).

The issue of information asymmetry arises when organizations keep information confidential and do not let others access
it (Khan et al., 2016; Saputri & Asrori, 2019). They purposefully prevent others from accessing information as it can
help stakeholders make better corporate decisions. Researchers believe that corporate discourse can help for reducing
information asymmetry, which in return can improve the liquidity of a firm and reduction in equity cost (Diamond &
Verrecchia, 1991; Zhao & Xiao, 2019). Any information, whether positive or negative, is equally important to
stakeholders for decision-making.

Through an empirical investigation, Cui et al. (2018) report a negative linkage between CSR and 1A relationships in
risky firms. Further, reputational risk mediates the said relation. VVan Ha (2018) examines the association of CSR and 1A
through a fixed-effects panel estimator for Australian publicly traded companies from 2004 to 2014 for a period of 10
years, results report a negatively association between CSR and IA. Despite growing scholarly interest in the implications
of CSR activates, there is little experiential proof to conclude the relationship between CSR and IA.
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METHODOLOGY

Data and sample

The data of current research consists of non-financial companies registered at PSX. Financial companies are not part of
the sample as they follow different reporting standards. Data of ten years ranging from 2007 to 2017 is collected from
published annual reports issued by companies. Final data of 257 companies based on an unbalanced panel of 2383
observations is considered. For data analysis, the generalized methods of moment (GMM) technique is utilized in E-
views 9 software.

Variables' measurement
Corporate Social Responsibility (CSR)

The literature reports multiple proxies for the measurement of CSR. The study uses the 'CSR monetary spending ratio'
for the measurement of CSR. Data relating to the spending on donations, employee's welfare, and R&D is collected from
company statements. The firm's overall CSR expenses are then estimated by combining all values of the above three
heads. Following Ehsan and Kaleem (2012) and Pyo and Lee (2013), the 'monetary spending ratio of a firm' is estimated
by dividing the sum of these three heads by the ‘earnings after tax'.

Information Asymmetry (1A)

Insiders' superior knowledge of future success captures asymmetric details, that are estimated using a dummy variable.
We use the ratio of 'net income including extraordinary elements' divided through ‘assets’ book value’. If the resulting
value is greater than one compared to its corresponding value, we will insert 1; otherwise, 0 as used by Ataullah et al.
(2014) and Piotroski and Roulstone (2005).

Control Variables

To avoid omitted variable bias, it is critical to monitor the variables that can affect insider trading (Davidson &
MacKinnon, 2004). Since debt holders are likely to track highly leveraged companies respectively, leverage is
considered the first control variable of the study so that the information asymmetries may get reduced (Harris & Raviv
1991). For leverage, the ratio of debt to equity is utilized. Since investors respond more readily due to insider trading to
small companies accordingly, according to the work of Cui et al. (2018), the study uses firm size as the second control
variable, estimated through the ‘natural log of a company’s total resources’. As per the study of Mashayekhi and Bazaz
(2008), this study uses a third control variable of firm age, estimated through a natural log of years a company’s
common stock remains in the trade. In line with Cui et al. (2018), Lang et al. (1991), free cash flow is the fourth proxy of
this study which is estimated through cash received from the main operation of the company less preferred and common
stock dividends multiplied with the total asset of a firm.

Below equation-1 shows the model of the study:

1A ¢ =fo+ P1XCSR; + B2 XSIZE; + B3} AGE; + 4 XLEV; + psXFCF;  + & - (EQ-1)
Results and empirical findings

Results of descriptive Statistics

Table 1 presents descriptive statistics using all variables. These statistics are estimated to see any possible discrepancy
and to get a general understanding of the data.

Results reveal that all the values are within acceptable limits, and no discrepancy is found in the data. For 1A the mean is
0.481, standard deviation (SD) of 0.50, whereas the mean CSR is 0.014, with a standard deviation (SD) of 0.033. The
total observation of the study is 2383. For the sake of brevity, the detailed explanation of descriptive statistics is avoided.

Table 1: Descriptive stats

Mean Median Max Min SD Obs.
1A 0.481  0.000 1.000 0.000 0.500 2383
CSR 0.014 0.005 0.268 -0.086 0.033 2383
SIZE 15.265 15.102 19.344 11.707 1.469 2383
AGE 35,572 32.000 95.000 1.000 16.021 2383
LEV 0.167 0.147 0.546 0.003 0.124 2383
FCF 0.026 0.021 0.226  -0.156 0.055 2383

Results of correlations Coefficients

Table 2 presents the results of correlation analysis. This association of variables can be either positive, negative, or zero.
Correlation analysis discloses that data is free of multicollinearity problems among the variables used.
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Statistics of correlation reports a negative sign for CSR and IA association which means that with an increase in CSR,
the IA will be reduced. For control variables, SIZE and LEV are negatively associated with IA, while the AGE and FCF
are positively associated with IA.

Table 2: Correlation coefficients

CSR 1A SIZE AGE LEV FCF
CSR 1.000
1A -0.019 1.000
SIZE -0.063 -0.010 1.000
AGE 0.013 0.063 0.080 1.000
LEV -0.023 -0.058 0.060 -0.170 1.000
FCF 0.054 0.072 0.116 0.046 -0.210 1.000

Results of Regression analysis

Table 3 presents the ordinary least square (OLS) technique, fixed effect, random effect, and GMM and the coefficients,
t-values, and p-values for all models involved.

Results of the OLS model suggest the CSR has significant and negative effects on IA. The effect of firm size on
information asymmetry (IA) is negative and significant. The impact of the age of the firm on IA is positive and
significant. Leverage has an insignificant effect on IA. The free-cash-flow affects IA positively. The value of adjusted R
is 0.1080, which means independent variables causes 10.80 percent variance in the dependent variable. The probability
of f-stats is significant, indicating that the model structurally sounds fit for the data. For both models, fixed and random
effect, CSR effects negatively to IA. The control variables of firm age and free-cash-flow have a positive effect on IA,
whereas the size of the firm and leverage have a negative effect on IA. The value of adjusted R® for the fixed effect
model is 0.137, which means the independent variable causes 13.70 percent variance in the dependent variable
probability of f-statistics is significant, indicating fitness of the model for the data.

For the random effect model, the control variables firm age and free cash flows have a significant positive impact on
information asymmetry, while the size of the firm has a negative effect on information asymmetry. The effect of
leverage on 1A is, however, insignificant. The value of adjusted R? for the random effect model is 0.113, which means
the independent variable causes 11.30 percent variance in the dependent variable. The probability of F-statistics is
significant, which designates a perfect fit of data to the model.

The results of the GMM model also report similar findings. Analysis shows that CSR affects significantly negatively IA.
The stats of adjusted R? show that the independent variable causes at least 20 percent variance. The probability of J-
statistics is also insignificant.

Table 3: Effect of CSR on 1A

OoLS Fixed Effect Random Effect GMM
Variables Coef tstats Prob Coef tstats Prob Coef tstats Prob Coef tstats Prob
CSR -0.051 -2.661 0.008 -0.257 -1.987 0.047 -0.051 -2.601 0.009 -0.025 -3.076 0.002
SIZE -0.586 -3.033 0.002 -0.413 -3.390 0.001 -0.774 -1.909 0.056 -0.413 -3.314 0.001
AGE 0.051 2926 0.004 0.157 2.335 0.020 0.051 2779 0.006 0.030 1.374 0.170
LEV -0.134 -1.562 0.119 -0.166 -1.951 0.051 -0.134 -1.527 0.127 -0.250 -1.868 0.062
FCF 0.586 2553 0.011 0901 3.773 0.000 0.586 2965 0.003 -0.511 -1.087 0.277
Adj. R 0.108 0.137 0.113 0.201
F-stats 4.186 6.346 4.186
P. F-stats 0.000 0.000 0.000
P. J-stats 0.884

The results of the OLS model, fixed effect technique, random effect technique, and the GMM technique study confirms
the negative impact of CSR on information asymmetry (IA). Results are in line with the studies of Cho et al. (2013),
Lopatta et al. (2016), Lu and Chueh (2015), Nguyen et al. (2019), Samet and Jarboui (2017), and Cui et al. (2018)
confirming a negative association between CSR and IA. The stakeholder’s theory, suggests that shareholders must have
their say in the decision-making of the company (Donaldson & Preston, 1995). Prior literature also reports that CSR is
associated with good reporting standards. The engagement in CSR work is positively associated with better corporate
reporting (Cao et al., 2012). The CSR work motivates manages to produce good accounting reports. The theory further
states that managers must make such acts that benefit not only shareholders but also stakeholders. Fulfilling the
expectations of stakeholders regarding the CSR work can result in a positive image of the company. Companies with
good repute may produce higher profits that is fundamentally associated with lower information asymmetry (1A).
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CONCLUSION

The association of CSR and IA is important in many ways, especially its connections to finance, economics, accounting,
and management. Although researchers have duly considered the CSR and firm performance association, the linkage of
CSR to IA received relatively far less attention, particularly in developing countries. This research addresses a gap in the
literature by looking at relational behaviour and the effects of CSR on information asymmetry. The study investigates
the relational behaviour and the impact of CSR on information asymmetry (IA) by utilizing the data comprising non-
financial firms of PSX for ten years from 2007 to 2017. The results of the correlation statistics report a negative sign for
the CSR and IA association. Findings are robust, as confirmed by relatively similar results obtained through four
different statistical models suggesting that investment in CSR work will significantly reduce the asymmetry of
information.

IMPLICATIONS

The study has a number of significant implications for company managers and stakeholders as well as regulators. For
policymakers, the study highlights the need for legislative change to support CSR operations in Pakistan and other
developing countries since it has been established that increasing CSR operation increases knowledge transparency in
capital markets. This can be accomplished by providing incentives to businesses so they may duly participate in CSR
work. The empirical findings also suggest that participating in CSR should be viewed as a strategic move that, in return,
can reduce their financing costs by improving their information-based environment.

STUDY LIMITATIONS

The research sample is restricted to one country only. For the generalizability of findings, more developing countries
should be considered in future research. And, the analysis does not incorporate the effect of structural influences on CSR
activities and disclosure practices.

FUTURE RESEARCH

More research is desirable to consider the effect of CSR on IA in long-term financial setup in different countries. Future
studies should also look at how ethical decision-making affects the information system in different cultures.
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