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1 Introduction

This paper has been motivated by the ongoing debate about the market
and welfare implications of Corporate Social Responsibility (CSR hereafter),
that is, “a concept whereby companies integrate social and environmental
concerns in their business operations and in their interaction with their stake-
holders on voluntary basis” (European Commission, 2001). This discussion
was initiated by the rapid growth of firms like ‘The Body Shop’, whose prod-
ucts are strongly connected to social and ecological considerations. This is a
well documented case of a CSR oriented company (Klein, 1999).!

The aforementioned stylized facts reveal that private firms make consider-
able efforts to become, or at least to appear as, socially responsible.? Given
this evidence, the question that arises is the following: “Why would the
owner(s) of a private firm be willing to engage in activities that promote so-
cial values?”. The present paper addresses and formalizes this question in an
oligopolistic market for a final good, where CSR effort and market decisions
are delegated from owners to “socially responsible” (SR hereforth) managers,
while consumers differ with respect to their valuation towards CSR activities.

The basic idea behind our model is that firms strategically engage in CSR
activities in order to create a “socially friendly image” for their product. We
consider that consumers are homogeneous regarding the physical characteris-
tics of the goods, but heterogeneous towards the valuation of the CSR aspects
of each product. More socially conscious consumers have higher valuation

for the product of the firm that engages in CSR activities, hence, they are

1Other well documented examples are corporations such as “Nike” and “Motorola”,
which not only spend large amounts of money on CSR activities, but they also promote
their socially responsible actions through frequent press releases. More specifically “Nike”
puts emphasis upon the improvement of working conditions in its facilities in Asia and Mex-
ico, especially after the reactions of many NGO’s on this issue. See the “Nike Corporate
Responsibility Report”, at: www.nike.com/FY04 Nike CR_report ptl.pdf (Date last
visited: January, 25th 2007). In a similar vein, “Motorola” attempts to create an environ-
mental concerned image, by financing recycling programs. See the “Motorola Global Cor-
porate Citizenship Report”, at: www.motorola.com/EHS/safety /reports/2000report.pdf
(Date last visited: December, 15th 2006).

2More than half of the top 100 corporations in the 16 more industrialized countries
published a CSR report in the year 2005 (Becchetti et al., 2006).



willing to pay a higher price for the “socially friendly” good.> This is the
rational why some consumers show strong preference for “The Body Shop”
products, even though these products are more expensive than other con-
ventional cosmetics. On the other hand, engaging in CSR activities includes
costly actions by the firm in order to operate in the interests of other stake-
holders such as its employees (by improving working and safety conditions
related to the production process), the broader community (by ordering more
expensive inputs from local suppliers, by financing local cultural events and
by contributing to charities) and the environment (by introducing “green”
technologies or by financing recycling programs).*

Our envisaged duopolistic market follows Héckner (2000) along with Garella
and Petrakis (2005), using a utility function that combines horizontal and
vertical differentiation aspects of firms’ products. The vertical differentiation
represents the CSR aspects of the production process that are perceived as
quality improvement of the final product by socially conscious consumers. In
this context, firms’ owners have two alternative strategies: either to delegate
market competition decisions to a “SR” manager, or not. This reflects a
common practice in the real business world, that is employing a manager
with a strong background in CSR activities to undertake not only the CSR
activities of the firm but also an active role in the overall decision making
of the firm.’ Delegation of authority from owners to “SR” managers is ob-
viously a signal about the CSR activity policy that the firm is intended to
follow, which is, to a large extent, credible to the consumers. Hence it will

increase consumers’ valuation for their firm’s product.

3Becchetti et al. (2005) quote the “2003 Corporate Social Responsibility Survey”. The
main finding of this survey is that the amount of consumers that are socially concerned
on their purchasing choices was 62% in 2001 in Europe.

1See for example Mayer (1999) and Bris & Brisley (2006).

SFor instance, in large corporations such as “Vodafone” or “Hewlett-
Packard”, the announcement of hiring a socially responsible manager is
accompanied with detailed report on his/hers previous SR activities and
active position in the overall decision making within the firm (Visit:
http://www.vodafone.com/section_ article/0,3035,CATEGORY _1D%253D30401%2526

LANGUAGE_1D%253D0%2526CONTENT _1D%253D265256,00.html
and
http://www.hp.com /hpinfo/globalcitizenship/gcreport /intro.html
(date last visited: December 12th 2006).



The idea of firms’ owners employing managers with different objectives
than strict profit-maximization, in order to achieve competitive advantage
against their rivals, has been formalized in the theory of strategic manage-
rial delegation. Following Miller and Pazgal (2001; 2002; 2005) we further
consider that managers have a range of different stances towards CSR and
this is captured by their “type”. Each manager tries to maximize his utility
which is the sum of his firm’s profits plus the additional utility of engaging
in CSR activities. Our main point is that each manager is committed to
his own type, and by employing him, firm’s owners do commit to CSR. of
that type also. Therefore, delegation may be strategically used by a strict
profit-maximizing owner so as to strengthen his firm’s competitive position
in the market.

We examine two candidate equilibrium configurations. The first is Uni-
versal CSR in which both firms’ owners employ a SR manager (thus they
engage in CSR activities) and the second is the Asymmetric case where only
one owner hires a SR manager, while his rival does not hire a manager and
thus does not undertake any CSR activities. Our main finding is that in
equilibrium, each firm’s owner employs a SR manager, because by doing so
he has the opportunity to increase his profits by obtaining competitive ad-
vantage. This interaction causes owners to strategically hire managers who
undertake CSR activities.

Thus, Universal CSR is the only endogenously emerging equilibrium. Any
unilateral deviation from the Universal CSR configuration, would result the
deviant firm to earn lower profits than those earned previously, since in equi-
librium output and profits under CSR activities are always higher compared
to the benchmark case without CSR efforts. With respect to the societal ef-
fects of CSR activities, the strategic behavior of owners to hire SR managers

increases consumers’ surplus and total welfare too.”

0Vickers (1985), Fershtman and Judd (1987) and Sklivas (1987) investigate the effects of
distorting managerial preferences away from strict profit-maximization towards including
consideration of sales. More recently, Miller and Pazgal (2001; 2002; 2005) formalize the
idea that in oligopolistic markets a firm’s owner may increase his firm’s profitability by
hiring a manager who, besides his own firm’s profits is also concerned with the rival firms’
profits when he competes in the market.

"Note that the results in our model do not change qualitatively when only CSR effort
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Our findings contribute to the existing literature on “strategic CSR”, a
term that was introduced by Baron (2001) and refers to the case where firms
are assumed to be socially responsible because they anticipate a benefit from
such a behavior. Baron (2001, 2003) examines CSR under the prism of the
strategic choice between public and private politics. His main finding is that
private politics and CSR affect the strategic position of a firm in an industry
under the existence of activist consumers, who can boycott firms with non-
socially friendly behavior. In the same vein, Calveras et al. (2006), assuming
a perfectly competitive supply of inputs, compare the effects of formal reg-
ulation to firms incentives to provide socially friendly goods as a response
to increased activism on behalf of consumers. They argue that substituting
formal regulation with firms CSR actions may cause an inefficiency, in which
non activist consumers free-ride the willingness to pay of activist consumers,
lowering formal regulation.

McWilliams and Siegel (2001) model firms’ incentives to engage in CSR
activities in oligopolistic markets with homogeneous goods. In the context of
the Resource Based View of the firm, managers contact cost-benefit analyses
to determine the level of firms’ resources that should be allocated to CSR
activities. They argue that firms undertaking CSR activities will earn prof-
its equal to those earned by their strictly profit-maximizing rivals.® Bagnoli
and Watts (2003) examine the case in which an oligopolistic firm links the
provision of a public good (such as CSR activities) to the sale of their private
product, in the context of unit demands and homogeneous socially respon-
sible consumers. They find that the provision of CSR by firms is negatively
related to the number of the firms in the market and positively related to the
consumers’ willingness to pay for the supply of the public good.® The present
paper, focuses on the strategic interactions that arise between oligopolistic

firms engaging in CSR activities by assuming heterogeneous consumers to-

decisions are delegated to socially responsible managers, while market competition deci-
sions are taken by owners. However as mentioned above, this is not the case in the real
business world where socially responsible managers do have an active role in the overall
decision making of firms.

$McWilliams and Siegel (2001) refer to this outcome as the “Neutrality Result”.

9See Viviani (2006) and McWilliams and Siegel (2006) for a survey on the subject.



wards CSR and individual consumers can buy in variable quantities from
both brands.

The rest of the paper is organized as follows. The next section intro-
duces the model. In section 3 we investigate owners’ incentives to hire a SR
manager, while in section 4 we conduct welfare analysis. Finally, section 5

concludes.

2 The Model

We consider a market that consists of two firms, denoted by i, 7 = 1,2,i # j,
each producing one brand of a differentiated good. On the demand side, there
is a unit mass of consumers composed by individuals who have identical
preferences regarding the physical characteristics of the goods. They are,
however, heterogeneous regarding their valuation of the CSR activities that
are undertaken by the firm that produces the good. In particular, following

Héckner (2000), the utility function of the 6-type consumer is given by:

U= (a—i—Qsi)xi(@)+(a+85j)xj(9)—[xf(ﬁ)+x§(0)+27xi(9)xj(9)]/2+m (1)

where z;(0), i = 1,2, represents the quantity of good i bought by the con-
sumer of type # and m is the respective quantity of the “composite good”.
The parameter v € [0, 1] is a measure of the degree of substitutability among
goods, with 7 = 0 corresponding to the case of independent goods and v =1
to that of homogeneous goods. Further, s; > 0 represents the CSR effort that
firm 7 undertakes which, in turn, increases 6-type consumer’s valuation for its
good by fs;. In other words, # represents the increase of #-type consumer’s
willingness to pay for the firm i’s good per unit of CSR effort undertaken
by firm . Thus, the more socially conscious a consumer is, the higher is its
6. While a consumer who does not value the firms’” CSR activities at all is
of type 6 = 0. We assume that 6 is distributed according to a cumulative
distribution function F'(0), with density function f(#), where 6 € [0, 1]. Thus,

0 = fol f(0)dO represents the average type of consumer in the population.



Maximization of utility (1) with respect to x;(#) and x;(6) gives the (in-

verse) demand functions for the 6-type consumer:

pi=a+0s; —z;(0) —yx;(0), i=1,2 (2)

where p; and p; are the firms’ unit prices, while the price of the composite
good has been normalized to unity. By inverting (2) we obtain the 0-type

consumer’s demand for good i:

a(l —7) +0(si —vs8;) — pi +Vp;
IZ(H) = = 72 J J (3)
By integrating (3) with respect to 0, we get firm i’s aggregate demand
function:
1 al— —|—é8i— S —pi_|_ D
qi(pi> pj) :/o x;(0)f(0)do = -1 (1_;3) VP; ()

Finally, by inverting (4), we obtain the firm i’s (inverse) aggregate demand

function:

Observe that the aggregate demand function corresponds to the demand
function of an average type consumer, .

We assume that both firms are endowed with identical constant returns
to scale production technologies. Firm i’s total cost function is given by
Ci(qi, 8;) = c(1+4s2)q;. This implies that, for a given CSR effort s;, the firm i’s
marginal (and average) production cost is constant and equal to ¢(1+s?). Yet,
a higher CSR effort increases, at an increasing rate, firm ¢’s unit production
costs. This can be justified on the grounds that an individual firm’s level of
CSR activities, such as improving working conditions for employees, buying
more expensive inputs from local suppliers, financing recycling and other SR
campaigns, introducing “green” technologies, has an increasingly negative

impact on the firm’s unit production costs.



Firm i’s profits can then be expressed as:
I = (a4 0s; — ¢ — vq;)@ — c(1 4 s7)q; (6)

Therefore, CSR activities by firm ¢ lead to higher consumers’ valuation
for its product and thus to higher aggregate demand for the firm, but, at
the same time, they increase firm ¢’s unit and total production costs. Note
however that firms” CSR efforts may not be observable, and even in case they
are observable, they are not verifiable in the court. Hence, there is a “lemons’
problem” in our setup. Once consumers have been convinced that firm ¢ has
undertaken a CSR effort s;, and have thus increased their willingness to pay
for the firm’s good, the firm has no incentives to spend on CSR activities
as these are costly for the firm. Consumers realize the firm’s incentives and
thus rationally believe that there will be zero CSR activity. The firm, in
turn, spends zero on CSR activities in equilibrium.

To solve for the ensuing lemons problem, we evoke the literature on the
internal organization of the firm, after paying attention to the widespread
real world practices that reveal that large corporations often hire socially
responsible managers to do their business. In fact, in large corporations,
such as “Vodafone” or “Hewlett-Packard”, the announcement of hiring a
socially responsible manager is accompanied with detailed report on his/hers
previous SR activities. These announcements are obviously signals about the
CSR activity policy that the firm is intended to follow, which are, to a large
extent, credible to the consumers.

We thus assume that each firm has an owner and a manager. The
“owner”, which could be the actual owner, the board of directors, or a chief
executive officer, has an objective to maximize the firm’s profits. On the
other hand, the “manager” refers to an agent that the owner hires to make
real time operating decisions, and could maximize profits or act according
to a personal objective function (see e.g. Fershtman and Judd, 1987). We
assume that the owner of firm ¢ has the option to hire a specific CSR-type

manager (as reflected on his curriculum of past SR activities) and delegate



to him CSR activities as well as market competition decisions.!® Potential
managers take on a continuum of attitudes towards CSR activities that are
captured by their type and by hiring them, profit-maximizing owners are
committed to a certain behavior towards CSR. In particular, a manager of
type 7, 7; > 0, has a utility function of the form:
52
M;(;) = 1I; + TiEZQ’L' (7)
That is, a 7;-type manager derives utility not only from the firm ¢’s profits
but also from its own CSR activities within the firm. Following Benabou and
Tirole (2006) and Calveras et al. (2006), this additional utility has its source
to intrinsic and reputational incentives of individual agents. Note that the
additional personal utility of the manager is increasing, at an increasing rate,
in the level of CSR activities per unit of quantity produced by the firm. This
reflects the fact that the additional personal satisfaction of the manager for
a unit increase in the firm’s CSR activities is higher, the higher is the level of
the current level of the CSR activity. Clearly, when the firm’s CSR activity
is almost null, a small increase of this activity does not contribute much
to the manager’s personal welfare. Moreover, hiring a manager who is not
socially responsible (7; = 0) makes no sense, since a firm’s owner is unable
to solve the ensuing lemons problem in this way. A firm i’s owner, however,
has the option not to hire any manager, in which case the level of its CSR
activity is optimally set to zero, s; = 0. Finally, we assume that owners
offer to their (risk neutral) managers “take it or leave it” incentive contracts,
which however cannot touch upon the additional personal utility that the
managers obtain from the CSR activities. This implies that the owner asks
from the manager a franchise fee equal to I1; and makes the manager “residual

7

claimant” of the net revenues of the firm’s operations.!!

10This is in line with Miller and Pazgal (2001, 2002, 2005) where the authors suggest
that a firm’s owner chooses a manager whose attitude fits to his own competitive goals.

L Although in real life the terms of managerial contracts can be determined via owners-
managers negotiations, it is a regular assumption in the strategic delegation literature that
the market for managers is perfectly competitive and the owners have all the power during
negotiations, i.e., they offer to their managers “take it or leave it” incentive contracts (see
Vickers, 1985; Fershtman and Judd, 1987; and Sklivas, 1987). In our model the market for



We consider a three-stage game with observable actions. The timing of
the game is as follows. In the first stage, both firms’ owners, simultaneously
and independently, decide whether they will hire a manager, and if so, the
specific type of the manager that they will hire.!? In the second stage, man-
agers decide on the level of the firms’ CSR activities. In case that an owner
has chosen not to hire a manager, he does not undertake any CSR activity.
Finally, in the third stage, managers, or in their absence owners, compete
by setting their quantities in the market. We solve the game by applying

subgame perfection.

3 Equilibrium incentives for CSR

3.1 The symmetric case: Universal CSR

We begin our analysis assuming that both firms’ owners choose to delegate
CSR and output decisions to socially responsible managers. We may then ask
whether this is an equilibrium configuration. If no owner has an incentive
to deviate towards pure profit-maximization (i.e. not to hire a manager),
Universal CSR is an equilibrium configuration. Equivalently, Universal CSR
will endogenously emerge in the subgame perfect equilibrium.

Under the above candidate equilibrium, in the first stage of the game,
both owners simultaneously and non-cooperatively hire SR managers, i.e.,

managers characterized by 7; > 0, ¢ = 1,2. Then, CSR effort decisions are

managers is not necessarily perfectly competitive, because each manager is characterized
by a unique curriculum with its previous SR activity (in line with Miller and Pazgal, 2001,
2002, 2005). It could be thus reasonable to assume that the manager gets either a fixed
salary or a share of the firm’s profits (besides its personal satisfaction). A compensation
in the form of a fixed salary will not alter our results (provided that it is not too high).
However, if the compensation is on the form of a share of the firm’s profits, the results
will be sensitive to the distribution of power between the owner and the manager.

12This assumption is essential in order for delegation to have strategic value. Katz
(1991) argues that unobservable contracts have no commitment value at all. Fershtman
and Judd (1987) support that even if contracts are not observable, they will become
common knowledge when the game is being repeated for several periods. More recently,
Kockesen and Ok (2004) argue that to the extent that renegotiation is costly and/or
limited, in a general class of economic settings, strategic aspects of delegation may play
an important role in contract design, even if the contracts are completely unobservable.

10



taken simultaneously and independently by managers, while in the last stage
managers engage in quantity competition. Thus, manager i sets ¢; so as to
maximize his utility given by eq.(7), taking as given the type of his rival
manager, 7;, along with the CSR effort, s;, and the output level, g;, that the
latter sets.

The first order condition (foc) of eq.(7) leads to the manager i’s reaction

function:

a—c—~q  20s; —s2(2c—T;
quSR<qjCSR) _ > 95 4( ) (8)

Note that, by comparing eq.(8) to the benchmark case without CSR ac-
tivities where only the first term of the RHS of eq.(8) appears,'? CSR effort
has two opposing effects on manager i’s decision over the output level. On
the one hand, CSR effort increases firm i’s level of production and thus,
equilibrium output. On the other hand, CSR effort increases unit cost, de-
creasing equilibrium output. Thus, if s; < 20/(2¢ — 74), ¢ > 7;/2 then the
dominant effect is the first, while the opposite holds for s; > 20/(2¢ — 7;).1

By solving the system of the above focs we obtain the equilibrium output
of the third stage:

20(2 — ) = 2c2(1 + s7) — (1 + )] + 25,(20 + 5,7;) — 75;(20 + 5,7;)

CSR _
24 —+%)

q;

(9)
In the second stage of the game, manager i sets s; so as to maximize his

utility given by:

13 As a benchmark, the case where both owners employ non-socially concerned managers
is considered (7; = 7; = 0). This case corresponds to the standard Cournot competition
with s; = 7; = 0, where the reaction function is given by: qf(qjc) =(a—c— vqjc)/Q,
while equilibrium output, price, profits and total welfare are ¢~ = (a — ¢)/(2 + 7),
¢ = [at(149)d)/(24+7), T = (¢€7)? and TWC™ = Q?(3+7)/4 , where Q = ¢;+q; = 2q
respectively.

11t must be noticed that in equilibrium, the inequality ¢ > 7S R /2 always holds.

11



yyosn _ (202 =7) = 2620+ 57) = y(1+ )] +25,(20 + 5,73) — 75,20+ 5,7)}
7 - 4(4 . 72)2

(10)
Taking the first order conditions and solving the system of equations, we
obtain the equilibrium CSR effort of the second stage:

6
sp o = —— (11)
2c—T;

From eq.(11) one observes that each SR manager will optimally set the

amount of CSR effort that allows him to increase output, compared to the
CSR
<

case where output level is chosen by profit-maximizing owners, that is s;
20/(2¢ — ;). The intuition behind this result goes as follows: manager i’s
objective function is consisted by firm i’s profits plus the additional utility of
engaging in CSR activities. Hence, manager ¢, by increasing CSR effort up to
a level where output is also increased, firstly, his additional utility increases
and secondly, he has the opportunity to gain competitive advantage for his

firm and increase its profits.
CSR

In the first stage of the game, owner ¢ chooses the type 77> of manager

that will hire in order to maximize his profits given by:!

Hz‘CSR(Tz'CSRa TJCSR) (12)

By imposing symmetry, solving the foc and rearranging we obtain a unique

solution for the type of the manager that will be hired in equilibrium:

72
_osw __osp __ospe _320(a—0)+0°(12429-9") - B _ (13)

' ’ a(a —c)(8 =7?)

Where:
B = \/[32¢(a — &) + 62(12 + 27 — 7*)P—162¢(8 — 1) (a — ¢) [dc(a — ¢) + 6°).

5Due to space limits some algebraic formulas are not presented. These are available
from the authors upon request.
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Observe from eq.(13) that, in equilibrium, since 7% > 0 | both firms’
owners do hire socially responsible managers. The intuition behind this result
goes as follows: each owner, when choosing to hire an SR manager (who sets
output at a level higher than that set under 7; = 0, since this increases his
utility), has an opportunity to obtain competitive advantage in the market,
against the competing firm, provided that the rival owner does not hire a SR
manager. In equilibrium, both owners act in the same way.

Plugging 7% in eq.(12), (11), (9), (4) and (6) one obtains equilibrium

values for CSR effort, output, price and profits, given by: s¢SE", @SB pCSE”

and 197" respectively.
SCSR* — 4@(@ _ C) (8 - 72) (14)
0°{8c(a — c)(4 —2) — 0°[12 + v(2 — )] + B}
osp_(a=OfBla= (=) —0A—7@+ )+ B} o

(2+7){8cla — )4 —4*) = 0°[12+~7(2 — 7)] + B}

posm _8cl3d8 = (6 =7 — P —ar2 =7 ="} + B+ N{F°12+1(2 - )]+ T}
16¢(3 — 7)(2 +7)* »

Where:

r :\/16[86((1 — ¢) + 302%]2416~6%[8c(a — ¢) + 302%] — 4v2[128¢2(a — ¢)2+48¢62 (a — ¢) + 58] — y4[8¢(a — c) + 62]2

By comparing the equilibrium output, price and profits under universal
CSR, with the corresponding under the benchmark case without CSR ac-
tivities (standard Cournot competition), we find that ¢©5% > ¢ always
holds, since a SR manager will always set s¢°% < 20/(2c — 7;). Hence, in
equilibrium, the manager will set output at a level higher than that set under
a strict profit-maximizing behavior. Moreover p©*f" > p¢” | since increased
valuation for the CSR aspects of the product by consumers leads to higher
prices. Moreover, [ > TI¢" always holds. Intuitively, firms’ profits are
affected by two opposite effects: according to the first one, since CSR activ-
ities are evaluated by consumers positively, these activities increase demand

and profits for the CSR related products. On the contrary, increased equilib-

13



rium output along with increased unit cost by both competing firms, tends
to decrease equilibrium profits. Results in equilibrium reveal that it is the

second effect that dominates. The following lemma summarizes:

Lemma 1: FEquilibrium output, prices and profits under Universal CSR are

always higher comparing to the benchmark case without CSR activities.

Universal CSR is an equilibrium configuration only if no owner has incen-
tives to unilaterally deviate by not hiring a manager. Suppose for instance
that owner 1 decides to delegate output decisions to a SR manager, believing
that owner 2 will do the same. Given that there is no credible commitment
on the selection of managers, owner 2 decides to deviate towards not hiring
a manager. The deviation game unravels as follows:

In the first stage of the game owner 1 hires a manager of type 7¢% that
corresponds to the Universal CSR case. On the other hand, owner 2 will
choose not to hire a manager (or equivalently, he will choose 74 = 0) and
thus sets s§ = 0. Thus, plugging 7¢ = s¢ = 0 in eq.(11) and (12) we obtain
the deviant’s profits: I1J.

By comparing the deviation profits II¢ with the profits in the Universal
CSR configuration, IT°9%" | we find that 1% > II¢ always holds. There-
fore, firm 2’s owner does not have incentives to deviate from the Universal
CSR towards a strict profit-maximizing behavior. The following proposition

sumimarizes:

Proposition 1: Universal CSR is an endogenously emerging equilibrium

configuration.

The intuition behind this result goes as follows. Since each owner re-
sponds optimally to the choice of the competing firm’s owner, any deviation
to a different behavior, such as strict profit-maximization, would result the
deviant firm to earn less profits than its previous case, since under this sce-
nario the competitor will obtain competitive advantage in the market. By
doing so, each owner strategically uses the SR characteristics of his manager

and obtains leadership in the market, accompanied by comparatively higher

14



profits. Note also that the case where both owners do not hire managers is
not an equilibrium, since the optimal response of an owner against a pure
profit-maximizing owner is to hire a manager who is SR, because the latter

is more aggressive during the output competition stage of the game.

3.2 The Asymmetric case

We next propose as a candidate equilibrium configuration the Asymmetric
one where owner ¢ chooses to hire an SR manager to compete in the market,
while owner j chooses to act by himself, i.e. as a profit-maximizing agent
who will not undertake any CSR activities. This is equivalent to choosing
a manager of type 75" = 0 and also setting s/ = 0. Under the present
candidate equilibrium, in the last stage of the game, manager i(j) chooses
¢;(¢;) in order to maximize his utility given by eq.(7). The corresponding

reaction curves for manager ¢ and j are given by:

m 2
a—c—q" 2055 — s¢ (20 — TE)

") = -

(17)

a—c—yg®"
() = T (18)
Solving the system of the above foc, equilibrium output in the second

stage is given by:

(a _ C)(2 - ’Y) + 2@str — 3‘?37"2 (26 _ Tcsr)

(T 7 = 0, 567, 8 = 0) = o :
(19)
2 _ 9 _ —9 6) csr qsrz 9 — ST
qgm(TgsT7 0’ S’?ST'7 O) — (CL C)( 7) ,7 SZ + ')/Sz ( c TZ ) (20)

2(4 —7?)

In the second stage of the game, given that manager j will undertake no

CSR effort, manager ¢ sets s{*" by maximizing his utility given by:
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[(a— ) (2 —7) + 20557 — 557 (2¢ — 7¢7)]2
(4—72)

Solving the foc of eq.(21), one obtains a unique solution of the CSR effort

M (7570, 557,0) = (21)

undertaken by manager ¢:
csr 9

! 2C—7'i

5 (22)

We now restrict our attention to the first stage of the game. Given the
decision of owner j to stick to profit-maximization, owner ¢ chooses to hire
a manager of type 75" so as to maximize profits given by II$*" (75", 0).

Solving the foc one obtains a unique solution for the type of the manager

that owner ¢ will hire in equilibrium:

e 8cla—c)(2—7) +0°(6 —1*) — 4=
[ e T | R B (23)

Where:
= =\/48c(a = ¢)(2 = ) +0°(6 — ))P—8er%(a — (2 = 9)(8 — 7)) 2e(a — €)(2 — 7) + )
Plugging 767" in eq.(22), (19), (20) and (6) we obtain firms’ equilibrium

CSR effort, output, prices and profits denoted by: s&™", ¢ q; s p?m*, g

)

and H?m*, respectively.

By comparing the equilibrium output, prices and profits under the Asym-
metric case with the corresponding under the benchmark case without CSR
activities, we find that ¢ > ¢, ¢ > ¢, p& > p?m*, e > p¢" and

e > H?m*, [1¢7" > TI¢" always hold. Thus, we state the following lemma:

Lemma 2: In the Asymmetric case, the firm that engages in CSR activities
produces higher output, charges higher price and earns higher profits

compared to its profit-maximizing competitor and the Benchmark case
without CSR activities.

The intuition behind these results is that a SR manager will produce

output at a level higher than that produced under strict profit-maximization.

16



Thus, in the Asymmetric case, the owner that delegates market competition
decisions to such a manager, obtains competitive advantage in the market.
In addition to that, positive CSR effort will increase the demand and the
price for his firm’s product. These three effects increase profits, compared
to the rival firm and the benchmark case. Conversely, the strictly profit-
maximizing manager produces output at a level lower than that produced by
the SR manager, and the absence of CSR effort decrease the demand and
the price for his firm’s product, which affects negatively the former’s firm
profitability.

In order to examine if the Asymmetric configuration is an equilibrium
one, one has to check two possible deviations. Firstly, owner 2 may deviate
from strict profit-maximization towards selecting an SR manager. Secondly,
owner 1 may deviate and hire a profit-maximizing manager. If one owner is
found to have incentives to deviate from his candidate equilibrium strategy,
then the Asymmetric configuration is not a subgame perfect equilibrium.
Therefore we will not have to check for any other possible deviations.

We begin our analysis with the first case of deviation. In the first stage,
owner 1 hires an SR manager (7¢"" > 0), believing that owner 2 will stick
to profit-maximization. Owner 2 decides to deviate and also hire an SR
manager of type 74(7¢*"") > 0. Thus, plugging 7" in eq.(12) the following

expression results:

(757, 72) (24)

Maximizing with respect to 75, solving and rearranging, one obtains the
deviant’s optimal type of manager, 7¢ > 0. Substituting 79 in eq.(24) the
deviant owner’s profits are given by: I1g.

By comparing the deviation profits II¢ with the profits that result in the
candidate equilibrium (Asymmetric case), we find that H?m* < T4 always
holds. Therefore, firm 2’s owner has always incentives to deviate from a strict
profit-maximizing behavior towards hiring an SR manager. The following

proposition summarizes:
Proposition 2: The Asymmetric case is not an endogenously emerging equi-
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librium configuration.

The intuition behind this result is along the lines of the equilibrium analy-
sis given in Proposition 1 and thus, we omit it since it reproduces the argu-

ments stated there.

4 Welfare analysis

In this part of the paper we investigate the social effects of hiring SR man-
agers, i.e. we undertake a welfare analysis. Total welfare is defined as:

TWA =54

net

+ 14 A=CSR*C* (25)

with IT4 and C'S4

©.: being the overall market profits and net consumers’

surplus respectively.'6
More specifically, the net consumer surplus of a #-type consumer is given

by the following expression:

CS(0) = (a+0s;)x,(0) + (a+0s;)x,(0) — [mf(@) + xj(@) + 27z, (0)x;(0)]/2 — @
(26)

Where: &= p,x;(0) + pjxj(g)'
In equilibrium, due to symmetry we have sj = s} = @ and p; = p i =

pPF . Hence, after some manipulations, eq.(26) and (3) become:

CS(0) = (1+7)[="(0))" (27)

. o+ sCSR _ pOSR®
r(0) =

In order to obtain analytical solutions for the net consumers’ surplus and

(28)

the total welfare, in this section we assume that 6 is uniformly distributed,

16The Asymmetric case is not considered in this section, since it never emerges in equi-
librium.

18



ie. f(0) =1,0 €[0,1].'" Hence, considering eq.(27), the total net consumers’

surplus is given by:

1
e = (1+9) [ (o (O)Pas (29)
0
Substituting eq.(28) into (29) and solving gives:

OSR*)2 4 35CSR" (q _ pCSR™ | SCSR*2

' GOSR* _ 3a—p p

e 3(1+7)

Plugging eq.(30), (14), (16) and TI*® into (25) one obtains total welfare
for the Universal CSR, TW3F" . By comparing total welfare under Universal
CSR to the one obtained under the benchmark case, TW ", one finds that

TWCESE > TWC always. The following Proposition summarizes:

(30)

Proposition 3: Firms owners’ strategic choice to engage in CSR activities

increases welfare always.

Let us now proceed to explain how we came to this result. According
to Propositions 1 and 2, it has already been clear that in equilibrium, each
firm’s owner has a dominant strategy to hire a SR manager. This tends to
increase output, profits, consumers’ surplus and total welfare. On the other
hand, hiring SR managers increases unit cost of production, which decreases
total welfare. It is found that the positive effect of increased consumers’

surplus on total welfare dominates the negative effect of increased costs and
thus, TWESE > TWC always.

5 Concluding remarks

This paper explores firms owners’ incentives to engage in Corporate Social
Responsibility activities in the context of an oligopoly, introducing strategic

managerial delegation and vertical product differentiation. Owners are given

'"However different destributions of § may alter the results presented in this section.
More specifically, if § — 0,then CSR activities by both firms may decrease total welfare.
Conveserly, if 6 — 1, the result that CSR activities increase welfare, is reenforced.
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the opportunity to hire a “socially responsible” manager and delegate to him
market competition decisions. Each SR manager will try to maximize his
utility given by the sum of firm’s profits plus the additional utility of SR
managers that engage in CSR activities.

We find that in equilibrium both owners’ dominant strategy will be to
employ a SR manager to compete in the market, because by doing so each
owner has the opportunity to obtain competitive advantage against the rival
firm. This interaction among competing firms causes equilibrium output and
profits to be higher compared with the benchmark case where no CSR activ-
ities are undertaken. Our analysis also reveals that CSR activities increase
social welfare.

The analysis was carried out for a duopolistic market structure. We
believe that the duopolistic market provides all essential insights about the
firms’ owners’ incentives to undertake CSR activities. We are also aware of
the limitations of our analysis in assuming specific functional forms. However,
it is the nature of the equilibrium conditions that drive our results that allows
us to argue that these results will also hold under general demand and cost
functions. The use of more general forms would jeopardize the clarity of our
findings, without significantly changing their qualitative character. Given the
current debate about the market and welfare implications of Corporate Social
Responsibility the present paper sheds light on the firms’ incentives to engage
in CSR activities in oligopolistic markets. We believe that our results could
also provide guidelines for future empirical research on the “profitability of
CSR schemes” literature and contribute to the so far inconclusive received
empirical results (see McWilliams et al., 2006; Siegel and Vitaliano, 2006).
A testable hypothesis that emerges from our analysis is that the higher the
amounts that firms invest in CSR activities, the higher the mass of socially
concerned consumers they attract and subsequently, the higher the firms’

profits.
References

Bagnoli, M., Watts, S.G., 2003. Selling to socially responsible consumers:

competition and the private provision of public goods. Journal of Economics

20



and Management Strategy 12, 419-445.

Baron, D.P., 2001. Private politics, corporate social responsibility, and
integrated strategy. Journal of Economics and Management Strategy 10,
7-45.

Baron, D.P.; 2003. Private politics. Journal of Economics and Manage-
ment Strategy 12, 31-66.

Benabou, R., Tirole, J., 2006. Incentives and prosocial Behavior. Ameri-
can Economic Review, Forthcoming.

Becchetti, L., Federico, G., Solferino, N., 2005. The game of social re-
sponsibility. WP n°15, Cleonp Universitd di Forli.

Becchetti, L., Giallonardo, L., Tessitore, M.E., 2006. Consumer driven
market mechanisms to fight inequality: the case of CSR/product differenti-
ation models with asymmetric information. WP 2006/50, ECINEQ.

Bris, A., Brisley, N., 2006. A theory of optimal expropriation, mergers
and industry competition. Mimeo, Yale School of Management.

Calveras, A., Ganuza, J.J., Llobet, G., 2006. Regulation, corporate social
responsibility and activism. Journal of Economics and Management Strategy,
forthcoming.

European Commission, 2001. Promoting a European framework for cor-
porate social responsibility. Green Paper, Directorate-General for Employ-
ment and Social Affairs, Unit EMPL/D.1.

Fershtman, C., Judd, K., 1987. Equilibrium incentives in oligopoly. The
American Economic Review 77, 927-940.

Gabszewicz-Jaskold, J., Thisse, J.F., 1979. Price competition, qualities
and income disparities. Journal of Economic Theory 20, 340-359.

Garella, P.G., Petrakis, E., 2005. Minimum quality standards and con-
sumers information. WP 05-10, University of Crete, Department of Eco-
nomics.

Hiickner, J., 2000. A note on price and quantity competition in differen-
tiated oligopolies. Journal of Economic Theory 93, 233-239.

Katz, M., 1991. Game playing agents: contract as precommitments. The
RAND Journal of Economics 22, 307-327.

Klein, N., 1999. No logo. Picador, New York.

21



Kockesen, L., Ok, E.A., 2004. Strategic delegation by unobservable in-
centive contracts. Review of Economic Studies 71, 397-424.

Mayer, C., 1999. Firm control. Oxford Financial Research Centre working
paper n.1999fe(7.

McWilliams, A., Siegel, D., 2001. Corporate social responsibility: a the-
ory of the firm perspective. Academy of Management Review 26, 117-127.

McWilliams, A., Siegel, D., Wright, P., 2006. Corporate social responsi-
bility: strategic implications. Journal of Management Studies 43, 1-18.

Miller, N., Pazgal, A., 2001. The equivalence of price and quantity com-
petition with delegation. The RAND Journal of Economics 32, 284-301.

Miller, N., Pazgal, A., 2002. Relative performance as a strategic commit-
ment mechanism. Managerial and Decision Economics 23, 51-68.

Miller, N., Pazgal, A., 2005. Strategic trade and delegated competition.
Journal of International Economics 66, 215-231.

Siegel, D., Vitaliano, D.F., 2006. An empirical analysis of the strategic use
of corporate social responsibility. Rensselaer Working Papers in Economics
0602, Rensselaer Polytechnic Institute, Department of Economics.

Sklivas, S., 1987. The strategic choice of managerial incentives. The
RAND Journal of Economics 18, 452-458.

Vickers, J., 1985. Delegation and the theory of the firm. The Economic
Journal 95, Issue Supplement: Conference Papers, 138-147.

Viviani, M., 2006. Corporate social responsibility and cultural evolution:
towards a theory of CSR as a community convention. Mimeo, Department

of Economics, University of Bologna.

22



