
Full Terms & Conditions of access and use can be found at
https://www.tandfonline.com/action/journalInformation?journalCode=rero20

Economic Research-Ekonomska Istraživanja

ISSN: (Print) (Online) Journal homepage: https://www.tandfonline.com/loi/rero20

How does CSR enhance the financial performance
of SMEs? The mediating role of firm reputation

Dawit Bahta , Jiang Yun , Md Rashidul Islam & Kuyon Joseph Bikanyi

To cite this article: Dawit Bahta , Jiang Yun , Md Rashidul Islam & Kuyon Joseph Bikanyi (2020):
How does CSR enhance the financial performance of SMEs? The mediating role of firm reputation,
Economic Research-Ekonomska Istraživanja, DOI: 10.1080/1331677X.2020.1828130

To link to this article:  https://doi.org/10.1080/1331677X.2020.1828130

© 2020 The Author(s). Published by Informa
UK Limited, trading as Taylor & Francis
Group.

Published online: 12 Oct 2020.

Submit your article to this journal 

Article views: 672

View related articles 

View Crossmark data

https://www.tandfonline.com/action/journalInformation?journalCode=rero20
https://www.tandfonline.com/loi/rero20
https://www.tandfonline.com/action/showCitFormats?doi=10.1080/1331677X.2020.1828130
https://doi.org/10.1080/1331677X.2020.1828130
https://www.tandfonline.com/action/authorSubmission?journalCode=rero20&show=instructions
https://www.tandfonline.com/action/authorSubmission?journalCode=rero20&show=instructions
https://www.tandfonline.com/doi/mlt/10.1080/1331677X.2020.1828130
https://www.tandfonline.com/doi/mlt/10.1080/1331677X.2020.1828130
http://crossmark.crossref.org/dialog/?doi=10.1080/1331677X.2020.1828130&domain=pdf&date_stamp=2020-10-12
http://crossmark.crossref.org/dialog/?doi=10.1080/1331677X.2020.1828130&domain=pdf&date_stamp=2020-10-12


How does CSR enhance the financial performance
of SMEs? The mediating role of firm reputation

Dawit Bahtaa, Jiang Yuna, Md Rashidul Islamb and Kuyon Joseph Bikanyic

aSchool of Business Administration, Dongbei University of Finance and Economics, Dalian, China;
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ABSTRACT
This study investigates the link between corporate social responsi-
bility (CSR) and the performance of small and medium enterprises
(SMEs) and the mediating role of firm reputation from a develop-
ing country perspective. Empirical research was carried out, and
data were gathered using a questionnaire from 402 owners/man-
agers of SMEs in Eritrea, a country in East Africa. Smart-Partial
Least Squares structural equation modelling was employed. The
results showed that CSR significantly influences the performance
of SMEs, and this relationship is partially mediated by firm reputa-
tion. This research contributes to the knowledge of how CSR
activities lead to SMEs’ financial performance. This strengthens
prior evidence on the impact of CSR on business performance
while also contributing significantly to the literature on the medi-
ating role of reputation between social and financial performance.
The application of the relationship to SMEs in developing nations
reinforces the originality of this study. It makes substantial contri-
butions to the literature in terms of theory, practice, and policy.
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1. Introduction

Over the last few decades, the concept of Corporate Social Responsibility (CSR) has
attracted the attention of several researchers, and its importance continues to grow. A
company has obligations to the community beyond that of its shareholders’ revenues.
Regardless of their size and type, businesses should become environmentally sustain-
able, economically competitive, and socially responsible (Orlitzky et al., 2011). From
the stakeholders’ perspective, ‘the business has an obligation towards its stakeholders,
who can affect or are affected by company politics and practices’ (Lantos, 2001).
Edwards (2005) contended that to achieve organisational objectives, firms should look
at the ecological and social effects of their business processes and products. CSR is
strategically vital for a business to be competitive (Bai & Chang, 2015).
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Several studies have analysed the association between CSR and the performance of
business organisations. However, as previous findings are inconclusive, the relation-
ship between these two has become the most questioned issue in the literature on
CSR (Fassin et al., 2015; Margolis & Walsh, 2003). No consensus has been reached
on the relationship between CSR and enterprise performance. Research has produced
mixed results, indicating positive correlation (Oeyono et al., 2011; Orlitzky et al.,
2003; Tian, 2009), negative correlation ( Wagner et al., 2002; W. Yang & Yang, 2016),
and the absence of a relationship altogether (Hao et al., 2011; Liping et al., 2016;
McWilliams & Siegel, 2000). Galant and Cadez (2017), amongst others, recognised
that the reasons for the mixed results are measurement issues relating to both con-
cepts of interest. As long as the conclusion on the link remains controversial in the-
ory and practice, research exploring the connection between CSR and company
performance will be necessary.

According to Galbreath and Shum (2012) and Servaes and Tamayo (2013), medi-
ation is a potential research action that can reinforce studies on this relationship.
Some scholars have made efforts to clarify the explanation behind the relationship
between CSR and particular outcomes. For example, CSR boosts enterprise perform-
ance through brand loyalty (Pivato et al., 2008), managerial interpretation (Sharma,
2000), and client satisfaction (Luo & Bhattacharya, 2006). Additional studies are
required to better understand the complicated relationship between CSR practice and
economic outcomes. Firm reputation, which is an essential source of sustainable com-
petitive advantage, has attracted substantial attention as a potential mediator and is
also backed by the stakeholder theory (Blanco et al., 2013). However, firm reputation
remains under-emphasised in research (Lai et al., 2010), and only a few studies have
examined its effect on enterprise performance (Jones, 2005; Zhu et al., 2014). It is
likely to play a significant part in the impact of CSR on performance. Although few
studies have empirically tested this, (Galbreath & Shum, 2012; Lai et al., 2010; Saeidi
et al., 2015), considering the impact of the applicability of CSR in diverse contexts, it
is still necessary to investigate the link with SMEs in developing nations (Tilt, 2016).
Research on the mediating factor of intangible assets such as business reputation is in
its early stages, and has produced mixed results (Grewatsch & Kleindienst, 2017).
Thus, analysing the mediating effect of reputation can contribute towards our under-
standing of the means through which CSR can affect SME performance.

SMEs contribute to CSR and are connected with the economic, ecological, and
communal development of society. Therefore, they are a part of the CSR movement
(Spence, 1999; Spence et al., 2003). Developing nations have societal and ecological
glitches, including labour and human rights issues and environmental pollution, and
if businesses are involved in CSR practice, they can decrease these social and eco-
logical issues (Henderson, 2001). CSR, which is interconnected with sustainable devel-
opment, needs to be studied appropriately (Cadez & Guilding, 2017).

CSR is a strategic instrument that can be used to boost SMEs’ competitiveness
through enhanced customer loyalty and satisfaction, higher motivation of workers,
and improved public fund access because of improved enterprise image and aug-
mented sales (Mandl, 2009; Szabo, 2008). According to Park et al. (2014), CSR is a
vital component in retaining a favourable firm reputation, and is considered an
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essential strategic asset leading to a firm’s competitive advantage. CSR is seen as a
good strategy for improving competitive power, financial performance, and intangible
assets. However, its relationship with business reputation is relatively new and under-
researched (�Sontait_e-Petkevi�cien_e, 2015) Most research efforts have focussed on large
enterprises. In Africa, studies on the relationship between CSR and SME performance
are limited (Turyakira et al., 2012). Therefore, this paper aims to fill this gap in the
literature by examining and providing empirical evidence on the association amongst
CSR, reputation, and SME performance in a developing country, Eritrea. The unstable
environment and economic policy of the country have been centrally planned for
decades before the market-oriented system, and a wide range of economic and public
policy reforms were adopted after independence in 1994 (GOE, 1994). According to
Cadez (2013), countries that have experienced significant social changes, such as the
adoption of the market system, are an interesting object of inquiry. Eritrea is in the
process of development, and the business environment is becoming more competitive
and global.

CSR varies from region to region (Sen & Cowley, 2013) as well as from developed
to developing countries (Idemudia, 2011). This paper is important to developing
nations as CSR studies are context reliant, and various organisational systems
observed in developing countries may bring different CSR expressions (Jamali &
Neville, 2011). A large portion of the existing research on the association between
CSR and performance has been conducted in large firms from developed nations
(Jamali et al., 2008; Masurel, 2015; Rahman Belal, 2001). Hence, data from a Sub-
Saharan African country, Eritrea, can assist in presenting CSR effects in a worldwide
context, which can improve the existing literature on the relationship between CSR
and SME performance.

This study contributes to the literature as follows. First, it addresses the intriguing
relationship between CSR and performance from an SME standpoint, strengthening
prior evidence concerning the positive impact of CSR on financial performance. Our
results support the stakeholder theory, which advocates a positive influence of CSR
activities on firm performance. Second, it contributes significantly to research on the
mediating role of reputation between social and financial performance. We identify
the essential role of firm reputation and present its significant mediation effects on
the relationship between CSR and SME performance. Third, the relationship between
CSR and reputation as a link that also strengthens financial performance is relatively
new in the literature. Its application to SMEs in developing nations reinforces the ori-
ginality of this study and substantially contributes to the literature in terms of policy,
theory, and practice. Fourth, this article contributes towards expanding scant extant
knowledge by confirming the relationship between reputation and financial perform-
ance in the context of SMEs and specific situations. Our findings support the theory
of the resource-based view (RBV) in that firm reputation positively impacts business
performance. Fifth, to the best of our knowledge, this study is the first in establishing
the relationship between CSR activities and SME performance in Eritrea by taking
firm reputation as a mediating factor.

The rest of this paper is as follows. It starts with a literature review focussing on
SMEs. Next, the methodology section describes the sampling, measurement of
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variables, and data analysis. The results are presented and analysed, followed by a dis-
cussion and conclusion.

2. Literature review and hypothesis development

2.1. CSR and financial performance

There are two leading schools of thought that explain the relationship between CSR
and firm performance (Goll & Rasheed, 2004). The first encompasses opponents of
CSR and is led by Friedman (1970) and other neoclassical economists. They see CSR
as negatively affecting the firm’s financial performance and contend that the primary
goal of a business is to maximise profit. They believe that CSR practice incurs a cost
to the enterprise, and places it at a competitive disadvantage, and must be left to the
government. The second school of thought encompasses the proponents of CSR (Goll
& Rasheed, 2004). This school was founded by Freeman (1984) and suggests that
CSR positively influences firm performance. Advocates of this school contend that as
businesses exist in society, they are social institutions and should give back to the
community (Bello et al., 2016). Enterprises must satisfy the key stakeholders’ needs so
that their business can be sustainable (Supriti Mishra & Suar, 2010). According to
Bari�c (2017), the quality of the relationship between the firm and its stakeholders rep-
resents a crucial factor that affects the success of the business in its idea of differenti-
ating itself from rivals and creating sustainable competitive advantage.

Amongst other explanations, the reason for the mixed CSR and financial perform-
ance relationship may also be the issue of causality – the influence of CSR on per-
formance or influence of performance on CSR. According to Hillman and Keim
(2001), Lev et al. (2010), and Waddock and Graves (1997), enhancing CSR improves
financial performance and vice versa. Mart�ınez-Ferrero and Frias-Aceituno (2015)
examined the relationship between CSR and firm performance and the direction of
causality by taking a sample from international non-financial listed companies. Their
findings confirmed the existence of a positive and bidirectional CSR and financial
performance relationship.

Although prior empirical research has reported mixed results concerning CSR rela-
tionships with firm performance, most have confirmed that efforts to implement CSR
activities improve firm performance, thus justifying the strategic significance of CSR
(Van Beurden & G€ossling, 2008). Choongo (2017) revealed a significant link between
CSR practice and the performance of Zambian SMEs. According to Torugsa et al.
(2012), SMEs can achieve high financial yield by proactively making progress in their
CSR programmes. Longo et al. (2005) stated that most Italian SMEs perceived social
responsibility and contributed towards the growth of business value by improving
business image, ensuring customer loyalty, and enhancing relationships with workers
and the community at large. Miller and Besser (2000) described a definite relationship
between CSR and SME performance. Similarly, Juarez (2017) confirmed that social
and economic CSR actions have a definite influence on the business performance of
SMEs. According to Greening and Turban (2000), applying CSR actions can have a
positive impact on enterprise performance by attracting and retaining skilled employ-
ees. Theoretical and empirical evidence demonstrates a significant definite connection
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between CSR and SME performance. (Doh et al., 2010; Hull & Rothenberg, 2008;
Mishra & Modi, 2013; Peloza & Shang, 2011; Perrini, 2006; ). Companies that comply
with the sustainability concept and invest in new innovative concepts such as ‘eco-
innovation’ and ‘social innovation’ are expected to generate better value and social
development with an equal, low-carbon, and knowledge economy (Roblek et al.,
2014). By improving corporate responsibility strategies and developing unique non-
financial reporting, firms can be more effective and efficient in society, which will
reflect on their business models positively and will help them attain greater levels of
sustainability (Vuki�c et al., 2020).

Stakeholder theory advocates that a higher level of social responsibility brings a
greater level of performance to the company (Freeman, 1984). It contends that the
achievement of an organisation relies on the business’ ability to administer its rela-
tions with its stakeholders. This means that business organisations should be involved
in building and maintaining proper relationships with interest groups and that CSR
costs may enhance financial performance benefits indirectly (Wu, 2006). Hammann
et al. (2009) and Sweeney (2007), depending on the instrumental stakeholder theory,
stated that CSR application enhances business performance through the effect that
these activities have on the relationship between the business and stakeholders.
According to Perrini et al. (2011), the stakeholder theory is essential in comprehend-
ing any potential relationship amongst CSR and firm performance.

The resource-based theory advocates a definite association between CSR and per-
formance, as CSR expenditure may support businesses in developing new interior
resources such as knowhow and business culture, and in creating exterior benefits
through business reputation (Branco & Rodrigues, 2006). Therefore, SMEs’ engage-
ment in CSR can enrich business reputation and can enhance performance over time.
Based on the above discussion, we hypothesise as follows:

H1: CSR is positively related to SME financial performance.

2.2. CSR and firm reputation

Business reputation is one of the most valued resources and is considered an intan-
gible asset that differentiates one firm from another. Deephouse (2000) defined repu-
tation as ‘the assessment of a business organisation by stakeholders in terms of
affection, admiration as well as the knowledge they have towards it’. Engaging in CSR
activities may strengthen the business reputation of all organisations, regardless of
size and type. There is a consensus regarding the existence of a positive correlation
between CSR and reputation. Gallardo-V�azquez et al. (2019) examined CSR initiatives
by taking a sample of 109 SMEs in Spain, and found that CSR strongly affects the
reputation of SMEs. Maldonado-Guzman et al. (2017), took a sample of 308 Mexican
SMEs, and analysed CSR practices, firm reputation, and brand image of products.
They found that CSR practices improved the image and elevated the reputation of
SMEs. Lai et al. (2010) revealed a positive and robust link between CSR practice and
business reputation. According to Valdez-Ju�arez et al. (2018), SMEs that engage in
social and sustainable activities can improve their image and reputation.
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Compared to companies with a lower level of philanthropic practice, those busi-
nesses that had achieved a high level of philanthropy was typically found to be
socially responsible and characterised with a good reputation (Brammer &
Millington, 2005). The positive perception of consumers and business allies regarding
firms’ CSR activities implemented brings the upper level of enterprise performance
and reputation (Cadez et al., 2019; Hsu, 2012). In a globalised and competitive mar-
ket, adopting and applying CSR activities as a business strategy can yield a higher
level of company reputation (Jones, 2005). Similarly, Pfarrer et al. (2010), stated that
reputation is vital to business achievement and is an essential social approval asset,
especially in the contemporary free market. Firms first have to adapt and undertake
CSR activities to increase the level of their reputation significantly (Fombrun, 2005).
Gardberg and Fombrun (2006) also contended that enterprise reputation is one of
the most excellent outcomes of CSR activities. Fraj-Andr�es et al. (2012) advocated
that SMEs’ CSR practices contribute towards developing an improved image and
marketing ability, which generates a competitive advantage. The clients’ perceptions
of firms’ CSR practices can be considered as a source of business reputation
(Bendixen & Abratt, 2007). Employees’ level of organisational commitment is also
linked with the views they have about their organisations’ CSR practice, which can
improve their evaluation of their business reputation (Stawiski et al., 2010). SMEs are
integrating CSR activities into their operations to boost their reputation amongst
stakeholders (Graafland, 2018; Reverte et al., 2016). According to Munasinghe and
Malkumari (2012), SMEs are interested in CSR actions to enhance their business
reputation, employee motivation, and economic performance. From a theoretical per-
spective, the RBV asserts that CSR involvement adds intangible assets such as reputa-
tion to the business, and improves the firm’s bottom line (Margolis et al., 2009).
Stakeholder theory is the most pertinent theoretical framework for studies on CSR
(Fassin et al., 2017; Vashchenko, 2017), and reinforces the direct effect of CSR on
organisational reputation. Hence, we hypothesise thus:

H2: CSR is positively related to SME reputation.

2.3. Firm reputation and financial performance

Firm reputation is a crucial asset for an organisation and is extensively known as an
effective strategic resource and mechanism to attain competitive advantage (Flanagan
& O’shaughnessy, 2005; Schmidt, 1995). Good firm reputation can help firms align
with the market demand, attract investments, and motivate workers. It works as a
means to differentiate their services and products in the market. Several empirical
studies have recognised the definite relationship between firm reputation and per-
formance. According to Sarbutts (2003), firm reputation is highly valuable in organi-
sations and is a strategic element with the ability to consolidate SMEs’ competitive
advantage. Ansong and Agyemang (2016) documented a definite and significant con-
nection between business reputation and performance by drawing upon a sample of
423 Ghanaian SMEs located within the Accra Metropolis. Firms with relatively robust
reputations are in an excellent position to maintain a higher income over time
(Roberts & Dowling, 2002). Tan (2007) found that a company’s reputation is
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positively related to higher earnings. Competent workers like to work for organisa-
tions with a good reputation, and this is a cost-saving for firms, as it helps them
recruit and retain skilled workers with fewer contracting and monitoring expenses
(Bergh et al., 2010; Boyd et al., 2010; Roberts & Dowling, 2002). Better reputation
ultimately results in better enterprise performance in the long run (Eberl &
Schwaiger, 2005).

The RBV contends that an intangible resource generates competitive advantage
and improves an organisation’s baseline when it is rare, unique, and non-replaceable
(Barney, 1991). It considers business reputation a precious and scarce resource that
can bring about competitive advantage. As an intangible asset, firm reputation makes
a firm unique and encourages clients to repurchase and contentedly pay a high price
for goods (Eberl & Schwaiger, 2005; Roberts & Dowling, 2002). Similarly, according
to Deephouse (2000), RBV contends that business reputation leads to a competitive
advantage by expressing the desirability of the business to interest groups, which
makes them eager to contract with it. Thus, a company’s reputation is an intangible
resource that is challenging for rivals to imitate and can effectively be turned into a
competitive advantage, which is beneficial for business performance. Thus, we
hypothesise thus:

H3: Firm reputation is positively associated with SME performance.

2.4. The mediation effect of firm reputation

The growing literature dealing with CSR and its impact on organisational financial
performance produced contradictory results. This lack of consensus may reflect model
specification problems such as omissions of research and development spending
(McWilliams & Siegel, 2001). In assessing the circumstances under which CSR
impacts financial performance, omitted variables must be investigated empirically.
Surroca et al. (2010) highlighted an indirect association between CSR and financial
performance, which depends on the mediating role of intangible assets.

One of the intangible resources is business reputation, which is a fundamental
element that associates CSR with financial performance (Saeidi et al., 2015; Surroca
et al., 2010). The mechanism of CSR actions affecting business performance by influ-
encing interest groups and improving business reputation is supported by the stake-
holder theory (Clarkson, 1995; Mitchell et al., 1997; Polonsky et al., 2005).
Stakeholders decide the allocation of their resources based on the evaluation of the
firm with respect to its reputation as connected to its CSR activities and ultimately
influence company performance (Donaldson & Preston, 1995).

CSR improves financial performance by influencing interest groups’ perceptions
positively. These interest groups’ positive perceptions attained through the demon-
stration of CSR can enhance reputation. An increase in reputation generates socially
complicated and unique resources that are dependent on time. Such resources result
in the superior performance of the organisation (Barney, 1991). Hence, the mediating
effect of firm reputation on CSR and performance association is legitimate from a
theoretical perspective and has been confirmed by empirical studies (Galbreath &
Shum, 2012; Saeidi et al., 2015). However, given that CSR is context-dependent, it is
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still necessary to explore the link between CSR and firm performance in SMEs from
developing nations (Tilt, 2016). Thus, we hypothesise as follows:

H4: Firm reputation mediates CSR and SME performance relationships

3. Research method

3.1. Sampling and data collection

This study aims to examine the relationship between CSR and SME performance,
with firm reputation as a mediating factor. A systematically organised and standar-
dised approach is considered in this study as it is vital in obtaining data on this sub-
ject within a short period of time from a large group (Saunders et al., 2012). The
target population comprised SMEs from diverse sectors in the capital city Asmara,
where most of the SMEs recorded in the Trade and Industry Office are located (MTI,
2018). A cross-sectional study was carried out and a standardised survey was dissemi-
nated to managers of manufacturing and service SMEs. The survey was adapted from
previous studies, and a pilot survey was conducted to validate it. This was done to
ensure that no irrelevant questions were included and to facilitate a correct under-
standing of the survey questions in order to receive accurate answers from respond-
ents. All questions were scored on a five-point Likert scale, which is broadly applied
in studies on CSR in SMEs (Gallardo-V�azquez & S�anchez-Hern�andez, 2014). After
circulating the questionnaire, the sample comprised 402 SMEs. The demographics of
the respondents are presented in Table 1.

3.2. Variable measurement

CSR items were adapted from a previously validated study (Guerrero-Villegas et al.,
2018; Lindgreen et al., 2009; Martinez-Conesa et al., 2017), and comprised 22 items
classified into 4 groups: customer, employee, community, and environment. The
extent of involvement in CSR was measured using a 5-point scale (ranging from
strongly disagree ¼ 1 to strongly agree ¼5).

Financial performance was adapted from previous studies by Gunday et al. (2011)
and Martinez-Conesa et al. (2017). This self-administered questionnaire included 4

Table 1. Respondents profile.
Characteristics Distribution Frequency %

Gender Male 344 85.60
Female 58 14.40

Education High school 135 33.60
Diploma 141 35.10
Bachelors, 103 25.60
Above masters 23 5.70

Firm age 5-10 years 71 17.70
11-15 years 111 27.60
Above 16 years 220 54.70

Industry Manufacturing 278 69.10
Services 124 30.80

Employees 5 – 10 168 41.80
Above 11 234 58.20

Source: Author’s own work.
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items on performance. A 1-5 Likert scale was used to score the SME performance
(ranging from extremely unsuccessful ¼1 to extremely successful ¼5). Based on pre-
vious studies, the subjective approach of measuring SMEs’ financial performance was
adapted in this study (Man, 2002; Sweeney, 2009). As SME owners/managers were
unwilling, objective data concerning financial performance are not available. Thus,
utilising scales as an alternative measurement of SME performance is better than
using actual figures (Man, 2002). This approach was followed because several studies
have demonstrated a robust connection between subjective and objective measure-
ments (Wall et al., 2004). Therefore, it is generally presumed that owners are well-
informed of their firms’ financial performance.

Reputation was measured by four items adapted from Saeidi et al. (2015). Firms
were asked to determine their customers’ perceptions of the organisation’s reputation.
The construct comprised 5 items and was measured using a 5-point scale (ranging
from strongly disagree ¼ 1 to strongly agree ¼5).

Finally, industry type and firm size were used as control variables in our study.
Evidence shows that size (Russo & Fouts, 1997; Waddock & Graves, 1997; Wagner,
2010) and industry (Hillman & Keim, 2001; Husted & Allen, 2007; Waddock &
Graves, 1997) can influence performance. Size is defined by the number of workers
in this study. The classification of industries is carried out following the definitions of
Waddock and Graves (1997). Figure 1 shows the proposed research model.

3.3. Data analysis

We analysed data using the Smart Partial Least Squares (PLS), which is a variance-
based SEM technique. Smart-PLS was applied in carrying out SEM and testing the
hypotheses through the development of path analyses. This approach was applied
because it is suitability for application in predictive studies that discover complicated
problems where the prior theoretical backgrounds are rare (Hulland et al., 2010). As
this study is explanatory, PLS-SEM fits appropriately (Farooq & Radovic-Markovic,
2017). SEM has become a preferred method for researchers in various disciplines,
particularly for research in the social sciences (Hooper et al., 2008). Anderson and
Gerbing (1988) classified SEM into measurement and structural models. The validity
and reliability of the indicators for each construct were tested using a measurement
model. The structural model was applied to investigate the connection between sev-
eral dependent and independent variables (Smith, 2003). Following Hair Jr et al.
(2016b) guidelines, data quality and structural model consistency were ensured.

Figure 1. Research model.
Source: Author’s own work.
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4. Results

4.1. Measurement model

Table 2 offers the Smart-PLS, factor loading, reliability, and average variance
explained (AVE) of the items used to measure CSR, reputation, and financial per-
formance. The factor loadings and AVE for all items were above 0.7 and 0.5, respect-
ively, and exceeded the standard threshold. Consequently, convergent validity was
established (Henseler et al., 2009). The composite reliability amongst the identified
constructs surpassed the limit of 0.7, as recommended by Hair et al. (2014). This
reveals that the reliability of all scales was maintained in this study.

Discriminant validity demonstrates whether one construct is sufficiently different
from others (Hair et al., 2014). The criteria for discriminant validity from Fornell
and Larcker (1981) state that each construct’s square root of the AVE must sur-
pass that of correlations between constructs. Table 3 confirms that discriminant
validity is present by displaying the square root of AVE (bold numbers) surpassing
the correlations between constructs (non-bold numbers). Table 4 presents the
descriptive statistics and correlation. Mean values range from 3.80 to 4.08, the
standard deviation range is between 0.68 and 0.72, skewness values range from
�0.815 to �1.411, and kurtosis ranges from 0.475 and 1.994. There is no substan-
tial issue in the data collected as the kurtosis value was below 10, and the skew-
ness value was below 3 (Kline, 2011). There was a significant correlation amongst
the constructs.

4.2. Goodness of fit (GoF)

The goodness of fit (GoF) measures model fitness in Smart-PLS. Henseler et al.
(2016) defined it as ‘the geometric mean of the average AVE and average R2 (for
dependent variables)’.

GoF ¼ �AVE � �R2

To measure the results of the GoF, the cut-off values were as follows, wherein 0.1
indicated a small GoF, 0.25 indicated a medium GoF, and 0.36 indicated a large GoF
(Wetzels et al., 2009). The excellent model specifies that we have a parsimonious and
reasonable model (Henseler et al., 2016). Using the above-mentioned formula, we
attained a GoF of 0.364. This designates an excellent model fit (GoFlarge).

4.3. Structural model

After confirming adequate reliability and validity of the measurement model and
overall model fit, we applied the bootstrapping technique with 5000 sub-samples in
Smart-PLS to test the hypotheses and path coefficients. Before testing the hypothesis,
the values for variance inflation factor (VIF) were utilised to check multicollinearity
and common method bias. VIF above 3.3 advocates the availability of high multicolli-
nearity and can also be a sign that the common method bias is a problem
(Diamantopoulos & Siguaw, 2006). In this study, the VIF scores are under 3.3,
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Table 2. Constructs with items displaying reliability, factor loading, and convergent validity values.
CONSTRUCTS ITEMS FL a/ CR AVE

EMPLOYEES
Emp_1 Our company takes into account employees’ interests for

decision –making
0.821

Emp_2 Our company helps employees balance their private and
professional lives

0.793

Emp_3 Our company’s policies encourage employees to develop
their skills and careers

0.771

Emp_4 Our company recognises the importance of stable
employment for its employees and society (in the
local area)

0.772 0.886/0.913 0.636

Emp_5 The managerial decisions related to the employees are
usually fair

0.815

Emp_7 Our company provides procedures that help to ensure the
health and safety of our employees

0.813

CUSTOMERS
Cus_1 Our company incorporates the interests of our customers

in our business decisions
0.823

Cus_2 Our company provides full and accurate information
about its products/services to its customers

0.826

Cus_3 Customer satisfaction is highly important for our company 0.827 0.896/0.923 0.706
Cus_4 Our company takes measures to prevent

customer complaints
0.870

Cus_5 Our company responds to customer complaints or inquiries 0.855
COMMUNITY
Com_2 Our company contributes to the campaigns and projects

that promote the well-being of society
0.834

Com_3 Our company has transparent relations with the local
authorities

0.784

Com_4 Our company is considered part of the local community
and is concerned with its development and the
improvement of its infrastructures

0.777

Com_5 Our company encourages its employees to participate in
voluntary work.

0.814 0.883/0.911 0.631

Com_6 Financially support activities (arts, culture, sports) in the
communities where we operate.

0.807

Com_7 Stimulate economic development in the communities
where we operate

0.749

ENVIRONMENT
Env_1 Our company incorporates environmental concerns in

business decisions
0.825

Env_2 Our company participates in activities that aim to protect
and improve the quality of the natural environment

0.803 0.873/0.908 0.664

Env_4 Takes government regulations about the environment
beyond what the law requires

0.842

Env_5 Invest/involved in saving energy 0.839
Env_6 Implements programs/involved to reduce water

consumption
0.761

CSR 0.884/0.902 0.645
PERFORMANCE
FP_1 Return on Assets (ROA) 0.802
FP_2 Return on Sales (ROS) 0.792 0.813/0.876 0.639
FP_3 General firm profitability 0.815
FP_4 Return on investments (ROI) 0.788
REPUTATION
Rep_1 Customers see us as being a very professional

organisation
0.801

Rep_2 Customers view our firm as one that is successful 0.818
Rep_3 Our firm’s reputation is highly regarded 0.777 0.830/0.877 0.588
Rep_4 Customers view our firm as one that is stable 0.742
Rep_5 Our firm is viewed as well-established by customers 0.700

N.B. a - Cronbach Alpha; AVE - Average Variance Extracted; CR - Composite Reliability; FL- Factor loading. Emp_6,
Emp_8, Cus_6, Com_1, Com_8, Env_3, and Env_7 were erased because of low factor loading.
Source: Author’s own work.
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indicating that there is no multicollinearity problem (Hair et al., 2014), and the model
is free from the problem of the common method bias (Kock, 2015). Table 5 and
Figure 2 display the SEM results, including path estimates and p-values.

As shown in Table 5, there is a statistically significant definite link between CSR
and financial performance with a path coefficient value of b¼ 0.433, t¼ 8.557,
p< 0.001. CSR also has a significant positive impact on enterprise reputation
(b¼ 0.379, t¼ 7.901, p< 0.001). Firm reputation has a significant positive effect on
SME performance (b¼ 0.423, t¼ 9.827, p< 0.001). The R2 value obtained for the
financial performance (dependent variable) is 0.26, indicating that the structural
model accounts for around 26 percent of the variance in financial performance. Our
results showed that the control variables employed in this study had insignificant
influence and were thus erased from the final model.

4.4. Analysis of mediation

The analysis of mediation is performed based on the technique of Hair Jr et al.
(2016a), where primarily, the direct effect of CSR on performance (without a medi-
ator) is measured. Second, by including the mediator, the indirect effect was analysed.
Finally, the effect of total CSR on performance was determined. The results show that
a firm’s reputation has a partial mediation role on the link between CSR and SME
performance (see Table 6).

Table 3. Discriminant validity.
Com Cus Emp Env FP Rep

Com 0.795
Cus 0.312 0.840
Emp 0.334 0.230 0.798
Env 0.265 0.130 0.262 0.815
FP 0.323 0.248 0.351 0.203 0.799
Rep 0.295 0.241 0.278 0.204 0.408 0.767

N.B. Com, Community; Cus, Customer; Emp, Employees; Env, Environment; FP, Financial performance; Rep, Reputation.
Source: Author’s own work.

Table 4. Correlation and descriptive analysis.
Constructs M SD SK KT CSR FP REP

CSR 3.950 0.480 �0.826 0.475 –
FP 3.800 0.680 �0.815 0.585 0.419�� –
REP 4.080 0.720 �1.411 1.994 0.318�� 0.290�� –

N.B. M - Mean; Sd - Standard deviation; SK - skewness; KT - kurtosis; CSR - Corporate social responsibility; FP -
Financial performance; REP - Reputation. ��. Significant correlation at the 0.01 level (2-tailed).
Source: Author’s own work.

Table 5. Path coefficients and their significance.
Hypothesis Coefficients t-statistics P-values Decision

H1: CSR ! FP 0.323 ��� 6.060 0.000 Accepted
H2: CSR ! Rep 0.387��� 7.961 0.000 Accepted
H3: Rep ! FP 0.283��� 5.876 0.000 Accepted

N.B. CSR, Corporate Social Responsibility; Rep, Reputation; FP, Financial performance.���p<.001.
Source: Author’s own work.
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5. Discussion and conclusion

The association between CSR and financial performance has been studied extensively.
However, the evidence is still not clear, which may be because the roles of the media-
ting variables are neglected. The investigation of the link between CSR and financial
performance from the perspective of firm reputation contributes towards clarifying
this connection. Only a few studies have emphasised the area of SMEs. For this rea-
son, the current study aimed to analyse the association between CSR practice and
SME performance in Eritrea, emphasising firm reputation as a mediating factor using
structural equation modelling.

Figure 2. SEM analysis result.
N.B. Emp - Employees, Cus - Customers; Com - Community; Env - Environment; CSR - Corporate social responsibility;
Rep - Reputation, Perf - Performance.
Source: Author’s own work.

Table 6. Mediation test.

Effects Path
Path

coefficient
Indirect
Effect

Total
Effect T values

P
Values Decision

Direct without mediator CSR ! FP 0.433 N.A 5.966 0.000 Accepted
Indirect with mediator CSR ! FP 0.323 N.A 0.432 4.460 0.005 Accepted

CSR ! REP 0.387 0.109
REP ! FP 0.283

N.B. CSR, Corporate Social Responsibility; REP, Reputation; FP, Financial performance; N.A, Not Applicable.���p <.001.
Source: Author’s own work.

ECONOMIC RESEARCH-EKONOMSKA ISTRAŽIVANJA 13



5.1. Concluding remarks and relationships with previous findings

The results of this study revealed the existence of a significant association between
CSR and SME performance. This implies that the progression of socially responsible
actions strengthens performance and offers ample benefits for business. It is thus
expected that the involvement in CSR activities such as the wise usage of water and
energy can enable cost savings, and eventually improve firm performance. In com-
parison with previous studies, our results support the view that CSR has a positive
influence on the performance of enterprises. Choongo (2017) and Torugsa et al.
(2012) found a definite relationship between CSR and firm performance in SMEs.
Thus, the results of this study build on previous studies that have examined CSR and
performance, and provide additional evidence that CSR influences the financial per-
formance of SMEs. It also indicates that CSR affects enterprise performance in non-
Western contexts positively.

The results of this study show that CSR practices have a definite significant associ-
ation with SME reputation. This suggests that the participation of SMEs in CSR practi-
ces is related to better enterprise reputation. Research has also established a definite
relationship between CSR and business reputation in SMEs. Maldonado-Guzm�an et al.
(2017) and Agyemang Otuo and Ansong (2017) revealed that SMEs with improved
CSR actions are in a better position to have an enhanced reputation. According to
Turban and Greening (1997), CSR practices in SMEs contribute towards building a bet-
ter image and strong marketing position, which consequently brings a competitive
advantage. Thus, business firms should develop CSR practices that benefit the public,
protect the environment, and improve the living conditions of their workers and com-
municate their CSR practices to interest groups. This will allow their customers to
select their products or services rather than their competitors’ products and services. At
the same time, they enhance not only their business results, but also their reputation.

The findings of this study also show a definite significant connection between
SMEs’ reputation and performance. This implies that better SME reputation leads to
enhanced financial performance. Firms with a greater rank of reputation exceed those
with a low rank of reputation (Chung, Schneeweis, & Eneroth, 1999). The results of
this study are in congruence with the findings of Ansong and Agyemang (2016),
which confirmed that SMEs with a better reputation achieve higher financial perform-
ance. Brammer and Millington (2005) also found a positive correlation between a firm’s
reputation and performance. This is in line with the resource-based theory, in that
enterprise reputation is a resource that brings competitive advantage to a business as it
indicates interest groups regarding the attractiveness of the organisation, and becomes
more willing to contract with it (Deephouse, 2000). Firm reputation is a resource that
brings competitive advantage, and organisations should strive to improve their reputa-
tion through CSR, which contributes to the societal and economic development of
communities. Firm reputation attracts and retains workers who are more competent
and motivated, which in turn, enhances enterprise performance.

This study also examined the mediating role of enterprise reputation in the rela-
tionship between CSR and performance. Our findings indicate a partial firm reputa-
tion mediation on the relationship between CSR and performance in SMEs. This
supports the stakeholder theory, which postulates that stakeholders allocate their
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resources to the company, based on their valuation of the reputation of the business
related to CSR, and then affect business performance (Donaldson & Preston, 1995).
The mediation of reputation is consistent with previous studies (Galbreath & Shum,
2012; L. Yang et al., 2017)

5.2. Implications

This study has the following theoretical implications. First, it extends the literature on
the relationship between CSR and performance of SMEs and supports stakeholder the-
ory, which advocates a positive influence of CSR on enterprise performance. This study
empirically investigated the economic outcomes of CSR, and offers additional evidence
for mixed conclusions, and contributes to the literature on stakeholder and RBV theo-
ries by examining the impact of CSR on SME performance in a new country context.
Second, although it is certain that firm reputation is a source of competitive advantage,
only a few studies have explored how CSR can be used to improve firm reputation
(Kim & Kim, 2016). Thus this study contributes to the literature on the relationship
between CSR and firm reputation, which is fairly new (Su et al., 2016). Third, the find-
ings support the RBV in that firm reputation positively impacts business performance
by serving as a crucial intangible asset for firms to enhance their bottomline. Fourth,
this study explored the mechanisms through which CSR enhances enterprise perform-
ance and identifies the mediating effect of reputation on the relationship between CSR
and performance from the perspective of SMEs in a developing country. This study
highlights the partial mediating role of firm reputation in the relationship between CSR
and performance, and contributes to a better understanding of CSR outcomes.
Businesses with better CSR activities are in a better position to obtain excellent firm
reputations, which can ultimately boost their financial performance.

This study also has practical implications for SME managers. The role of CSR
activities in the enhancement of enterprise performance can encourage managers to
get involved in executing social responsibility actions. Enterprises should invest more
in CSR in terms of providing quality products and services, participating in commu-
nity and environmental improvement initiatives, and boosting their reputation.
Creating and developing a favourable reputation can help them benefit from high lev-
els of differentiation and customer loyalty. SME managers should integrate CSR prac-
tices into their social goals and use it as a strategic tool to augment their
competitiveness (Turyakira et al., 2014). CSR engagement should be perceived as a
means to develop intangible assets like reputation, which are also beneficial for excel-
lent financial performance. The findings of this study can serve as guidelines for
entrepreneurs, researchers, and policymakers in understanding and implementing a
CSR strategy efficiently, which is significant for attaining business reputation and
improved financial performance of SMEs in developing countries.

5.3. Limitations and future research

This study has several limitations that offer fruitful directions for future research.
First, it used cross-sectional data. As a result, we are not able to ascribe causality on
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the CSR and performance association. Relationships for data pertained only to a spe-
cific point in time and these data face challenges related to endogeneity. Remedies
suggested by Li (2016) and other studies are usually applied when there is adequate
data for a certain period of time. Thus, an additional longitudinal study is necessary
to examine the association over time and to address the problem of endogeneity.
Second, we used subjective measures of financial performance because of the absence
of objective measures in SMEs, although subjective measures correlate with objective
ones (Keh et al., 2007). For future research, collecting objective data are recom-
mended. Third, the existing literature has revealed that an inclusive measurement of
firm reputation should elicit the valuation of internal and external stakeholders; none-
theless, our study merely concentrated on assessing SME managers and owners.
Therefore, future studies should address these issues. Fourth, many factors may
impact the association between CSR and business performance. Thus, other mediating
and moderating variables should be explored in the future. Finally, this study was car-
ried out in the Eritrean context. Future studies should focus on other African nations
by examining the model to enhance the generalisability of the outcomes.
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