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Abstract The increase in foreign direct and portfolio investment and the
growing interest in the institutionalisation of Corporate Social Responsibility
(CSR), such as the establishment of particular CSR sections, the appointment of
CSR executives, and the documentation of guidelines for CSR, are two of the
most notable phenomena in the Japanese business world in recent years. We
examine whether these phenomena are associated by asking whether foreign
investment matters in Japanese firms’ institutionalisation of CSR. To answer this
question, we begin by discussing two competing views on how foreign investors
are perceived by Japanese managers: Are foreign investors pursuers of short-term
profit or diffusers of innovative practices? We then proceed to an empirical
analysis where we examine if there is any statistically significant relationship
between foreign investment and CSR, using a data set covering 749 Japanese
firms. The results indicate that foreign investment is positively associated with
the institutionalisation of CSR. Our analysis also suggests that the degree of
international business contact, firm size and membership of certain business groups
are positively related with the institutionalisation of CSR, whereas sectoral
differences seem to have no effect.
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Introduction

Corporate social responsibility (CSR) has been used to describe decisions and
measures that corporations may undertake in order to integrate social and
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environmental concerns into their business operations. Instead of basing their
actions purely on profitability and the financial interests of their investors,
firms adhering to CSR principles are expected also to take into account the
impact on various stakeholders (for example, customers and employees), local
communities and society at large (Mclntosh et al, 2003).

The latest CSR boom started in Europe and North America, but CSR has
also been gaining wide recognition in Japan for several years. For instance,
Factiva, one of the largest newspaper/journal article databases, gave 1865
results for the search query kigyo no shakaiteki sekinin (‘corporate social
responsibility’ in Japanese) as of 2006. The corresponding figure for 2002 was
81. Nowadays, almost every large firm in Japan makes reference to CSR in
their annual report, or publishes a separate CSR report. While Japanese
firms have long conducted certain environmentally and socially relevant
practices, their commitment to CSR is not identical to that of European
or American firms (Wokutch and Shepard, 1999). In particular, Japanese
firms are traditionally not very familiar with the institutionalisation of CSR,
as in establishing a CSR section, appointing a CSR executive, or documenting
CSR guidelines (Lewin et al, 1995, p. 99). In the latest CSR boom, nevertheless,
more and more Japanese firms are adopting practices that institutionalise CSR.
The present study focuses on that movement, and discusses why it happens.

As a first step, let us explore backgrounds which make Japanese firms
more conscious of CSR than before. The international expansion of
multinational corporations has increased the possibility of conflict with local
people on such issues as human rights and labour practices in developing
countries. Serious environmental problems, such as global warming, have
raised concerns about sustainable development. The development of mass
media and information technology has made it easier for non-governmental
organisations and the general public to obtain and disseminate information
about social and environmental issues, which could potentially damage the
reputation of corporations involved in questionable activities. As technology
and knowledge have become increasingly important as determinants of
competitiveness, companies have become more interested in attracting good
workers by acting responsibly. The traditional relationship between govern-
ment, society and industry has been reconsidered, and companies have been
encouraged and expected to contribute more to society, while public
authorities have reduced their role through deregulation and privatisation
(Tanimoto, 2009).

However, Japanese firms do not need to respond to socio-economic changes
in the same way as firms in other countries. Country-specific institutional
settings and cultural context differentiate the pattern of firm-stakeholder
relations across countries (Maignan et al, 1999; Aguilera and Jackson, 2003;
Gardberg and Fombrun, 2006; Tanimoto, 2006). In fact, the introduction of
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internationally established CSR principles and practices caused various
controversies in Japan, at least in the early years of the boom. For instance,
Wokutch and Shepard argued that ‘On many dimensions of CSR, Japanese
companies are the world leaders, setting examples of performance that
companies everywhere attempt to emulate. Yet on other dimensions of
CSR ..., Japanese firms engage in activities that seem to violate generally
accepted minimum standards of behaviour’ (1999, p. 529). This discord
suggests that reasons other than general socio-economic developments are
required to explain why more and more Japanese firms have eventually
adapted to such an internationally established practice as the institutionalisa-
tion of CSR.

Japan’s major business associations have taken a strong initiative in
promoting awareness of CSR among Japanese firms. In particular, the Keizai
Doyiikai (Japan Association of Corporate Executives) has published various
reports, investigating trends at international level, conducting opinion surveys
of managers, compiling ‘best practice guidelines’ and so on. The largest
business association, Nippon Keidanren (Japan Business Federation), also
launched a group to discuss socially responsible management in 2003,
following the conference of the United Nations Environment Program
Financial Initiative on Sustaining Value, which was held in Tokyo. Various
government ministries also conduct research and publish relevant reports and
guidelines to disseminate awareness of CSR and related issues. For example,
the Ministry of Environment published a set of Environmental Reporting
Guidelines (Ministry of Environment, 2004), to which many firms refer for
their CSR reporting.

However, conventional wisdom has is that one of the most influential
sources of information for firms is other firms (Aldrich, 1979, p. 265). When
organisations are uncertain of the effect of a practice, they often adopt it
simply because others do so (DiMaggio and Powell, 1983, p. 151). Therefore,
it is important to identify the characteristics of early adopters in order to
understand how the recent CSR movement has spread in Japan.

According to Gardberg and Fombrun (2006), the commitment to CSR, or
corporate citizenship, should be seen as a strategic investment comparable to
R&D and advertising, as it may create intangible assets that help companies
overcome nationalistic barriers, facilitate globalisation, and out-compete local
rivals. In short, the institutionalisation of CSR as a commitment to CSR may
be regarded as an innovation. In the literature of ‘diffusion of innovations’,
actor characteristics are often seen as important determinants of the adoption
of innovations (Wejnert, 2002).

Accordingly, previous studies include various actor characteristics in the list
of factors explaining why some firms adopt CSR-related practices more
willingly than others (see, for example, McWilliams and Siegel, 2001).
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However, one factor has seldom been investigated: foreign investment. In this
study, we focus on the impact of inward foreign investment, and argue that
foreign investment has played a significant role in the recent CSR movement,
at least in Japan. More specifically, we assert that foreign investment affects
the attitude of firms toward the institutionalisation of CSR, although the
direction of the effect is not presumed either positive or negative. This study
aims to discuss how foreign investment matters, and to explore it with an
empirical analysis.

The remaining parts are organised as follows. The next following section
observes the rise of foreign investment in Japan. The subsequent and next
sections discuss two distinctive views on foreign investment. The next following
section provides a model to assess the effect of foreign investment on the
adoption of CSR. The penultimate section presents the result of our analysis,
and the concluding section summarises our findings, articulates the limitations
of the study, and suggests possible research directions for the future.

The Rise of Foreign Investment in Japan

Foreign investment has drawn more and more attention in Japan. This is
partly because of the globalisation of equity markets since the 1990s (Useem,
1998), and partly because Japan’s economic slump that followed the collapse
of the bubble economy in the early 1990s triggered the dissolution of cross-
shareholdings among domestic firms and banks (Hoshi and Kashyap, 2001).
According to Ito (2007), the proportion of cross-shareholding in the Japanese
financial market dropped from 28 per cent in 1991 to 9 per cent in 2006.
Against this background, foreign investors have gained better opportunities to
enter the Japanese market.

Foreign direct investment is still relatively limited in Japan. The stock of
inward direct investment amounted to only 2.2 per cent of gross domestic
product in 2005, the lowest figure among developed countries (OECD,
2008). However, it should be noted that the corresponding figure in 1990 was
0.3 per cent. The growth from 0.3 to 2.2 per cent should not be underestimated.
In short, the presence of foreign investors, both portfolio and direct, has grown
significantly in recent years. In fact, the share of foreign investment in all firms
listed in all Japanese stock exchanges was below 5 per cent in 1990, but has
increased dramatically since. As a result, it is now approaching 30 per cent, as
shown in Figure 1.

Against this background, it is no wonder that studies of foreign investment
in Japan have recently been burgeoning. Several have explored the profile of
foreign investors or their behaviour in the Japanese stock market (Kang and
Stulz, 1997; Hamao and Mei, 2001; Shirota, 2002; Kamesaka et al, 2003;
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Figure 1: The share of foreign investment in the Tokyo stock exchange.
Source: Tokyo Stock Exchange (2008).

Kikuchi, 2007). In addition, the effects of foreign investment on the behaviour
and performance of Japanese firms have been investigated in various contexts —
downsizing or asset divestiture (Ahmadjian and Robinson, 2001; Ahmadjian
and Robbins, 2005), dividend payout, capital expenditure, profitability and
stock price volatility (Gedajlovic et al, 2005), wage intensity (ratio of wages
to sales) (Yoshikawa et al, 2005), and intensity of R&D/capital investment
(David et al, 2006). Although not exclusively focusing on foreign investment,
many other studies have incorporated foreign investment as a variable to
explain the behaviour of Japanese firms. For instance, with specific regard to
CSR-related behaviour, O’Shaughnessy et al (2007) examined factors affecting
the corporate social performance of Japanese firms. Several other studies have
tested the effect of foreign investment on the adoption of ISO 14001, the
international voluntary standard for environmental management systems at
the country (Neumayer and Perkins, 2004) and firm level in Japan (Nakamura
et al, 2001; Welch et al, 2002; Hibiki et al, 2004). Foreign investment has also
appeared in models explaining the support for working parents in Japanese
firms (Suzuki et al, 2008).

Foreign Investors as Pursuers of Short-term Profit
On the whole, there are two distinctive views on the effect of foreign investment

in Japan. First, foreign investors are often considered short-sighted, focusing
on short-term profit and hence thinking little of the long-term prosperity of
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firms (Ahmadjian and Robbins, 2005). Two factors stand out as likely roots
of this view. The first is related to the nationality of foreign investors. The
majority of foreign investment in Japan stems from the United States. In 2007,
for instance, the US accounted for around 60 per cent of the total inflow
of both portfolio and direct investment into Japan (Ministry of Finance,
2008a, b). The United States is known as the typical example of a liberal
market economy, where market relationships are characterised by arm’s-length
exchange of goods or services, and where economic actors often adjust their
behaviour on the basis of marginal calculations (Hall and Soskice, 2001, p. 8).
Investors from liberal market economies are often regarded as short-sighted,
because they are assumed to base their investment decisions on expected short-
term profitability. Such investment behaviour is quite different from the
behaviour of ‘stable shareholders’ in the Japanese model, whose investment
does not primarily aim to earn profit, but rather to secure long-term relations
between firms. Stable shareholders are expected to put more emphasis on
long-term prosperity than short-term profitability (Aoki, 2001). Owing to the
prevalence of cross-sharcholding among closely related firms, the Japanese
stock market had been largely characterised by such stable sharcholders until
the inflow of foreign investment started to grow in the wake of the Bubble
economy in the early 1990s.

In addition to nationality, it is relevant to note that most foreign investors
are institutions. Even in the United States, institutional investors are
considered more short-sighted than individual investors. Porter (1992, p. 70)
observed that ‘[tlhe goals of American institutional investors are purely
financial and are focused on quarterly or annual appreciation of their
investment portfolio compared with stock indices. Because managers are
measured on their short-term performance, their investment goals under-
standably focus on the near-term appreciation of shares’. The majority of
Japanese investors are also institutional, but they are less likely to exercise exit
or voice than foreign institutional investors (Ahmadjian and Robbins, 2005,
p. 458). For example, recent anecdotes recount experiences from Japanese
firms’ shareholder meetings, where foreign institutional investors have called
for higher dividends, but failed to gather the support of local investors (Wall
Street Journal, 29 June 2007).

In contrast to these views, there are also studies arguing that foreign
investors do not make investment decisions on the basis of short-term gains
rather than long-term fundamentals (Hamao and Mei, 2001). However,
‘institutional agents do not sit on corporate boards, despite their large
aggregate holdings. As a consequence, they have virtually no direct influence
on management behaviour’ (Porter, 1992, p. 70) Hence, corporate
managers are likely to act according to what they believe is appreciated by
their investors.
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Previous studies suggest that foreign investment induces managers to reduce
long-term strategic investments, particularly when firms perform poorly.
Yoshikawa et al (2005) argue that foreign investment reduces the ratio of wages
to sales when performance is low, because managers are pressured to
demonstrate a commitment to cost cutting. David et al (2006) show that
foreign investment produces a negative effect on R&D expenses and capital
expenses, when firms fail to show growth opportunities; that is, when market
value falls short of total assets.

Foreign Investors as Diffusers of Innovative Practices

The second distinctive view on foreign investment is that it promotes the
diffusion of innovations. There are three reasons why foreign investors
are considered more active in the adoption of innovative practices. First, they
are more likely to have knowledge about foreign practices that are not yet
common in the local market. Foreign investors are likely to invest not only in
Japan, but also in their home countries and other parts of the world.

Second, they are free from domestically prevalent value systems. Domestic
investors may be less attentive to international ideas simply because they are
considered foreign (Katz and Allen, 1982). The general perception of a large
cultural gap between Japan and the West may also impede the adoption of
Western-born ideas (Bhagat et al, 2002).

Third, foreign investors encounter less social pressure for co-ordination and
cohesion. Japan, at least compared with most other developed countries, has a
horizontal collectivist culture that tends to promote the sameness of one’s
self with that of others (Hofstede, 2001, Chapter 5). Foreign investors are
already different, and may therefore be less cautious in adopting new ideas.

Studies of foreign affiliates of multinational corporations have argued that
foreign investment has a positive effect on innovativeness and that foreign
affiliates on the whole perform better than domestic firms (Bellak, 2004;
Sadowski and Sadowski-Rasters, 2006). The effects on innovativeness may
well be stronger in the case of direct investment of multinational corporations
than portfolio investment of institutional investors. Yet this does not
necessarily mean that the effect of portfolio investment is zero. Owing to their
larger exposure to international influences, managers of firms with large
foreign investment may naturally be more alert to internationally prevalent
practices than managers of firms with small foreign investment.

The Effect of Foreign Investment on the Institutionalisation of CSR

The above two views produce contrasting predictions for the effects of foreign
investment on the institutionalisation of CSR in Japan. According to the first
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view, large foreign investment may have a negative effect, because investments
in such practices may be considered unnecessary. In this context, it should be
noted that there are plenty of studies on the relationship between corporate
social performance and corporate financial performance (Griffin and Mahon,
1997; Roman et al, 1999; Margolis and Walsh, 2001; McWilliams and Siegel,
2001; Orlitzky et al, 2003). Their conclusions vary, but none establish a clear
positive relationship. If the institutionalisation of CSR is considered beneficial,
that benefit is unlikely to be realised in the short run. This suggests the
hypothesis that the likelihood of the institutionalisation of CSR is negatively
associated with foreign investment.

The second view, by contrast, implies a positive relation between foreign
investment and those practices. If foreign investment promotes the diffusion
of innovations, and those practices are considered an innovation, then firms
with larger foreign investment should be among the early adopters of those
practices.

As discussed earlier, the most important factor is not what foreign investors
are actually interested in, but rather what Japanese managers perceive as the
interest of foreign investors. The following empirical model therefore assesses
how Japanese managers think of the presence of foreign investors in the
context of their institutionalisation of CSR.

Data and Analysis

We use survey data obtained from CSR Kigyo Soran (Firm Data on CSR) by
Toyokeizai Shinposha. The survey was sent in February and March 2005 to
3799 firms, most of which were listed in Japanese stock markets. Seven
hundred and forty-nine firms responded, giving a response rate of 19.7 per cent.
Financial data at the firm level has been obtained from Kaisha Shikiho (Japan
Company Handbook) published in autumn 2004 by Tokyokeizai Shinposha
(2004), and financial reports independently published by firms
and compiled on EDINET, the website provided by the Financial Services
Agency Japan.

The survey is composed of six sections, the first of which is concerned with
‘general response to CSR’. This section includes the following three questions
which can be used for qualitative analysis:

1. Does your firm have a particular section in charge of CSR?
2. Does your firm appoint an executive in charge of CSR?
3. Does your firm document the guidelines of CSR?

It is not possible to choose any one of the three questions as the
best indicator of a firm’s institutionalisation of CSR. Therefore, it is preferable
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to construct a new variable to incorporate all three indicators. In the
management literature, one of the most popular methods to make a new
variable to integrate several management practices of the same kind is to
count the number of practices adopted by each firm. For example, Osterman
(1995) used a survey asking firms about their adoption of nine programs
facilitating employees’ work-life balance, and measured the degree of
adoption by counting the number of adopted programs. Similar methods are
applied in such studies as Morgan and Milliken (1992) and Konrad and
Mangel (2000).

However, count-based indicators rely on the assumptions that all programs
are equally valuable and substitutable. Other studies do not share those
assumptions, and apply other methods to construct variables at the aggregate
level. One of the most popular methods is to employ factor analysis (Milliken
et al, 1998; Perry-Smith and Blum, 2000; Wood et a/, 2003). In fact, the present
authors took that approach in a recent study on the support of firms for
working parents, and extracted two relevant factors — progressiveness and time
flexibility — as measures of firm supportiveness (Suzuki et al, 2008).

For the current study, the three indicators — the establishment of a CSR
section, the appointment of a CSR executive and the documentation of
CSR guidelines — do not seem to be substitutable, but rather complementary.
This suggests that the factor analysis method is appropriate.

The analysis is conducted as follows. A firm’s answers to the questions 1 and
3 were coded 1 if a firm took a choice of ‘Yes’, and 0 if ‘No’; a choice of
‘Planned’ was provided for these questions, and that is coded as 0.5. Of 725
valid responses, 185 firms (26 per cent) had established a particular section in
charge of CSR, and 67 firms (9 per cent) were planning to do so by the time of
the survey. Regarding documentation, 176 firms (24 per cent) had accom-
plished this and 130 firms (18 per cent) were in planning.

The answer to the second question is coded in a different way. In the
questionnaire, the question was followed by a supplementary question asking
how much the executive in charge of CSR was supposed to concentrate on that
issue. The choices were ‘fully’, ‘more than 50 per cent’ and ‘less than 50 per
cent’. When a firm had appointed a CSR executive, it was coded 1 for the
responses ‘fully’ and ‘more than 50 per cent’, and 0.5 otherwise. When a firm
was planning such an appointment, it was coded 0.5 if the executive was
expected to focus ‘fully’ or ‘more than 50 per cent’ on CSR, and 0.25 otherwise.
The number of firms that had appointed an executive in charge of CSR
was 255 out of 723 valid responses (35 per cent). Of those, 62 firms answered
‘fully’ or ‘more than 50 per cent’ and 193 firms answered ‘less than 50 per cent’.
The number of firms planning such an appointment was 63, of which
eight answered ‘fully’ or ‘more than 50 per cent’ and 55 firms answered ‘less
than 50 per cent’.
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Table 1: Results of the factor analysis

Variable Factor loadings Uniqueness
Establishment of a particular CSR section 0.774 0.401
Appointment of an executive on CSR 0.815 0.336
Documentation of CSR guidelines 0.642 0.588

When compared with each other, the appointment of an executive on CSR
was the most prevalent, while the documentation of CSR guidelines was least.
However, only 62 out of 255 executives (24 per cent) spent the majority of their
time on CSR.

The results of the factor analysis are shown in Table 1. The factors were
estimated by the principal factor method. Since only the eigenvalue of the first
factor exceeds 1, only that factor is retained. It is labelled as the
‘institutionalisation of CSR’ factor. The score of the factor is calculated for
each firm, and will be used as the dependent variable in our main statistical
analysis.

The first explanatory variable to be considered for our analysis is foreign
investment. It is measured by two proxies. The first distinguishes firms with
foreign direct investment from others. According to the Balance of Payments
Manual (5th edn.) of the International Monetary Fund (IMF), direct
investment is ‘the category of international investment that reflects the
objective of a resident entity in one economy obtaining a lasting interest in an
enterprise resident in another economy’ (1993, p. 86). As it is difficult to
observe ‘a lasting interest’, the IMF manual practically defines the acquisition
of more than 10 per cent of ownership by a foreign investor as foreign direct
investment. Japan’s Foreign Exchange and Foreign Trade Control Law adopts
the same criterion for listed firms in the country. Accordingly, we follow that
practice. A dummy variable is coded 1 for those firms whose single foreign
investor holds more than 10 per cent of ownership; 0 otherwise. However, we
apply the code 0 if that large foreign investor is a financial institution such
as an investment bank, assuming that institutional investors are unlikely to
have ‘a lasting interest’. It may be assumed that direct investors are more
interested in long-term strategy and are more influential for the diffusion of
internationally established practices than portfolio investors. Therefore, it may
be argued that they are more likely to appreciate the institutionalisation of
CSR than portfolio investors.

The second variable to measure foreign investment is the share of foreign
investors in a firm’s total investment. The coefficient of this variable should be
positive if a marginal increase of the presence of foreign investors promotes
managers to institutionalise CSR on the grounds that it is an internationally
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established practice. Conversely, its coefficient should be negative if a marginal
increase of the presence of foreign investors rather discourages managers
from the institutionalisation of CSR because it involves additional manage-
ment costs.

Besides foreign investment, we must take account of the degree of
international business contact. One of the most remarkable characteristics
of the recent CSR boom is that it includes efforts to diffuse good practices
through trade partnerships. For instance, a large number of multinational
firms require their subcontractors to follow guidelines of environmentally
friendly practices as a condition of their procurement. The more a firm trades
with foreign firms, therefore, the more likely it is to be required to consider
CSR. Therefore, we treat the degree of international business contact as a
proxy for the external pressure to institutionalise CSR practices.

To measure the degree of a firm’s international business contact, we use the
overseas sales ratio, that is the share of overseas sales in total sales. There are
other measures, such as the number of employees in overseas subsidiaries, but
we focus on the overseas sales ratio primarily for lack of relevant data for many
of the firms in our observation.

According to Japanese regulations on the disclosure of annual financial
statements, listed firms are obliged to report their overseas sales ratio.
However, those firms claiming that their overseas sales ratio is below 10 per
cent are exempted from that obligation. A few firms report their overseas
sales ratio even though it is less than 10 per cent, but the large majority does
not. Hence we can only measure the degree of international business as binary:
whether a firm’s overseas sales ratio exceeds 10 per cent or not.

In addition to diffusion from the outside, we need to consider the capacity of
firms, because the institutionalisation of CSR is not cost-free. In our model,
two variables are included as capacity indicators — size and profitability. The
size of a firm may be measured either by the quantity of sales, the value of
assets or the number of employees. We use the last measure, because the
availability of human resources is important for the institutionalisation of
CSR. As a measure of profitability, we use the ratio of current profits to total
assets. Both the number of employees and the ratio of current profits to assets
are drawn from the firm’s most recent annual report at the time of the survey.

Finally, we need to take account of diffusion within the country. Diffusion
of innovation may occur between firms in the same sector. Firms examine
innovative practices of other firms in the same sector, partly because those
practices may be beneficial also to them, and partly because firms in the same
sector are more likely to exchange relevant information through such channels
as trade associations. With specific regard to Japan, furthermore, the network
of inter-sectoral business groups may also matter. Traditionally, there are six
large business groups known as keiretsu, which means a sequence of entities
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joined together. They are also called financial keiretsu, because they share the
same large bank as their main creditor. In recent years, these business groups
seem to have become less cohesive, because of mergers among the six banks
that stood at the core of the largest groups. Cross-shareholdings, one of the
most significant ways to endorse the cohesion of the business group, have also
become less prevalent, as noted earlier. This notwithstanding, the groups have
not dissolved completely. Many firms still seem to hold strong group identity
and their managers often exchange information at meetings such as the
Presidents’ Club. It is therefore possible that membership in a business group
contributes to the diffusion of business ideas and practices within the group,
including the institutionalisation of CSR. Consequently, our model includes
dummy variables for eight business sectors (food and textile; chemical,
pharmaceutical and oil; material products; machine products; construction;
finance; trade; and communication) and six business groups (Sumitomo,
Mitsui, Mitsubishi, Fuyo, Sanwa and Daiichi Kangin). The reference category
for the sectoral dummies is the service sector other than finance, trade and
communication. The membership of business groups is identified by the
membership of the Presidents’ Club associated with the different business
groups.' The reference category for the business group dummy is firms with no
membership in any of the six business groups.

Results and Discussion

Table 2 reports the results of ordinary least square regressions in three models,
including different sets of independent variables. Model 1 only includes the
sector and business group variables. Model 2 adds capacity variables (number
of employees and current profit — total asset ratio) to Model 1. Model 3 adds
two variables representing foreign investment (share of foreign investment and
a direct investment dummy variable) and overseas sales ratio.

All models are statistically robust in terms of the estimates of F-value,
although their R-squares are relatively low. According to the estimates of
Model 3, the share of foreign investment has a very strong positive association
with the institutionalisation of CSR. This suggests that foreign investment
generally promotes Japanese managers to institutionalise CSR rather than
discourages them. In other words, foreign investors are expected to appreciate
the institutionalisation of CSR by Japanese managers, even though it is
accompanied by additional costs. At least regarding the institutionalisation of
CSR, therefore, it can be argued that foreign investors are the diffusers of the
practice rather than its obstacle in the pursuit of short-term profit.

An interesting observation is that foreign direct investment does not exhibit
any significant effect, despite our prediction. This may imply that direct
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connections with foreign enterprise do not only have a positive effect on
diffusion, but may also entail some negative effects. For instance, the presence
of a direct link to a foreign investor may render managers rather less
committed to undertaking additional efforts in order to make their firms
attractive to investors.

The overseas sales ratio, as an indicator of the degree of international
business contacts, is also positively associated with the institutionalisation of
CSR, which is consistent with our expectation.

The results from Models 1 and 2 suggest that, without taking account of
foreign investment and overseas sales ratios, the institutionalisation of CSR
seems to be associated with the capacity of firms, sectoral identification and
business group membership. Yet the estimates of Model 3 show that the
sectoral differences are largely overridden when the international variables are
introduced. In other words, although the institutionalisation of CSR appears
different from one sector to another at first glance, what really matters is
probably not sectoral differences, but rather differences in foreign investment
and overseas sales ratios. This can be a counter-argument to O’Shaughnessy
et al (2007), who stressed the sectoral difference in corporate social per-
formance of Japanese firms, without taking account of the effect of variables
like foreign investment and overseas sales ratios.

Contrary to our expectation, the current profit/total asset ratio does not
seem to be associated with the institutionalisation of CSR. It may be argued
that our empirical measurement is not appropriate, but it may also be argued
that such variables as direct investment and profitability do not significantly
affect the attitude of Japanese firms toward institutionalisation of CSR. The
insignificance of the profitability variable was also shown by Nakamura et a/
(2001) in the study of the adoption of ISO 14001 by Japanese firms. On the
other hand, Hibiki et a/ (2004) drew an opposite conclusion in a similar study.
It is therefore difficult to make a clear judgment on the contribution of that
variable.

It is remarkable that the membership of some business groups, namely
Mitsubishi and Fuyo, retains significant effect even in Model 3. It is not clear
whether CSR has been a major topic of discussion in the Presidents’ Clubs of
these groups, but it is likely that such discussion may have promoted member
firms to launch the institutionalisation of CSR.

Conclusion

The increase in foreign direct and portfolio investments and the growing
interest in the institutionalisation of CSR are two of the most remarkable
phenomena in Japan’s business world in recent years. This article examines
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whether these two phenomena are associated, and our analysis of large
Japanese firms indicates that there is a strong positive association between
them. The larger the share of foreign investment, the more likely the firm is to
institutionalise CSR. Japanese managers seem to hold the perception that
foreign investors appreciate their institutionalisation of CSR, instead of
criticising it as a costly practice.

It should be noted, however, that their causal relationship may not be
unilateral. The above discussion assumes that foreign investment is an
exogenous variable, but that assumption may be wrong. In particular, the
institutionalisation of CSR may attract foreign investors, so that their causal
relationship may be more complicated. With the current data set, however,
it is not possible to distinguish one causal effect from the other.

Another shortcoming of the current study is that there may be a strong
sample bias. Since the survey is based on the voluntary co-operation of firms,
the sample firms are by and large more interested in the current international
movement on CSR than those firms that did not respond to the questionnaire.
This may cause various sorts of biases in the results, such as the under-
estimation of some of the explanatory variables. Although such variables as
foreign direct investment and profitability do not show any significant
association in our analysis, different results may occur when non-responding
firms are included in the sample body.

This notwithstanding, the current study provides an interesting case where
foreign investment plays a significant role in the diffusion of the institutiona-
lisation of CSR as an innovation of business management practice. In a
country like Japan, where domestic ownership has long been predominant,
foreign investment — in the form of foreign direct investment as well as foreign
portfolio investment — may well play a similar role in the diffusion of other
practices as well. It is also interesting to note that the key element of the impact
of foreign investment is not necessarily what foreign investors actually want,
but rather what Japanese managers perceive as the interest of foreign investors.

Consequently, we answer ‘Yes’ to the question ‘Does foreign investment
matter?’, keeping in mind that the direction of the effect depends on the
perception of Japanese managers, which varies from one context to another,
and may change over time.
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Note

1 The names of the Presidents’ Clubs are: Hakusui-kai for Sumitomo, Nimoku-kai for Mitsui,
Mitsubishi-kinyokai for Mitsubishi, Fuyo-kondan-kai for Fuyo, Midori-kai for Sanwa and
Sankin-kai for Daiichi Kangin.
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Appendix
Summary statistics

See Tables A1-A3.

Table Al: Continuous variables

Variable Observations ~ Mean — Standard — Minimum — Maximum
deviation
Institutionalization of CSR 749 0.000 0.857 —0.610 2.084
Share of foreign investors 734 10.514 12.130 0.000 77.700
Number of employees 749 3.192 6.290 0.004 68.857
(thousands)
Current profit — total asset ratio 728 0.044 0.055 —0.502 0.508
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