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Abstract: This study analyses the relationship between earnings management and corporate social
responsibility. To this end, we use a sample of 568 listed companies from the European Union between
2010 and 2018. We use discretionary accruals as the measure of earnings management, under the
Modified Jones model. Corporate social responsibility is proxied by the Combined Environmental,
Social and Governance Score from the ASSET4 database. We find a negative relation between
earnings management and corporate social responsibility, suggesting that managers from more
socially responsible companies have a more ethical behavior and, thus, financial reporting of higher
quality. Additional analysis provides evidence that economic cycles and financial performance play
important roles in the relation between earnings management and corporate social responsibility.
During periods of crisis or of losses, the relationship is positive, suggesting that under unfavorable
economic conditions, management makes opportunistic use of a sustainable company’s status to
manage earnings.

Keywords: corporate social responsibility; earnings management; discretionary accruals; ESG score

1. Introduction

Corporate Social Responsibility (CSR) has gained increasing importance over time.
In fact, the European Commission [1] proposes, through the Directive 2016/2341, new
regulations regarding sustainable investment disclosures and sustainability risks, based on
environmental, social and governance (ESG) factors.

Financial reporting is the main source of information about companies, and earnings
is the principal metric of financial performance used by investors and analysts [2,3]. Aware
of this, managers are motivated to manage accounting numbers in order to deliver the
expected short-term results [4]. In this sense, earnings management (EM) is the deliberate
intervention of financial reporting management for the purpose of private gain [5]. Ka-
plan [6] characterizes EM as probably the most important ethical issue facing managers
during the financial reporting process.

Although the increasing importance of both topics, little is known about the association
between EM and CSR, and the scarce literature presents mixed results. Some authors find a
negative relation between EM and CSR and argue that sustainable practices lead managers
to behave more ethically, which translates into higher transparency and quality of reported
earnings [7–16]. However, others find a positive relation [17–19], whereas some authors
suggest that the relationship between EM and CSR is mixed, due to contextual factors such
as the legal and political system or the level of investment in sustainable policies, setting
aside their more ethical judgments [7,20,21]. The mixed evidence provided by previous
literature calls for additional evidence, with more robust and updated data [22].
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Thus, this study aims to contribute to the literature by analyzing the association
between EM and CSR, using a sample of 3,444 listed companies from 17 European Union
and European Free Trade Association (EFTA) countries, for the period from 2010 to 2018.
The Modified Jones model [23], complemented by Kothari et al. [24], is used to calculate EM
measure, and the combined ESG score from the ASSET4 database is used to measure CSR.

We can draw several conclusions from the results. First, they suggest that there is an
inverse relationship between CSR and EM, meaning that socially responsible companies
report more transparent financial information, and thus have higher quality financial
reporting. The results are robust to alternative CSR measures, to different strategies
of EM (increasing or decreasing earnings), as well as to moderate levels of sustainability
investments. Second, the results suggest that when sustainable firms manage their earnings,
they tend to adopt income-increasing strategies. Third, the economic crisis plays an
important role in the relationship between EM and CSR. Although the relationship is
negative across the years, in periods of crisis managers tend to adopt not income-increasing
but income-decreasing strategies, probably to present better results in subsequent periods.
Finally, our results also suggest that economic performance play also a role in the relation
between CSR and EM. Indeed, it seems that more sustainable companies tend to practice
more EM and adopt income-decreasing strategies in the years they report a loss.

We contribute to the literature in several ways: First, we provide additional evidence
that contributes to tackling the mixed evidence regarding the relationship between CSR
and EM. Secondly, we analyze geography (Europe) which is significantly less studied
in the extant literature and exhibits institutional differences from US firms. Thirdly, we
specifically address modeling issues in previous research relating to endogeneity in this
relationship, by controlling our results in terms of the firm, year and business sector fixed
effects. Finally, we argue and show that the CSR and EM relationship is not constant,
(which reconciles and potentially explains previous mixed evidence), but is moderated by
macroeconomic cycle conditions as well as firms’ financial performance.

The paper proceeds as follows. We present the literature review and hypotheses in the
next section. In the subsequent sections, we describe our research methods and the main
results. Then we present results from additional analysis followed by the conclusions in
the last section.

2. Literature Review and Research Hypotheses

Accounting earnings are the main accepted metric of financial performance [2,3] and
one of the decisive criteria for investment [4]. In the view of managers, earnings play a more
important informative role in financial reporting than, for example, cash flows [2,25–27].
Thus, managers are tempted to manage earnings in order to report the expected short-term
results even at the expense of the long-term objective of maximizing the value of the
firm [26,28,29].

According to Činčalová et al. [30], p. 2, “the concept of CSR has no uniform definition,
and there is still some confusion as to how CSR should be explained. CSR is about having
responsibilities and taking actions beyond their legal obligations and business aims. It
covers economic, social, environmental, and philanthropic activities”.

Ehsan et al. [31] state that an inverse relationship between CSR and EM predominates.
Managers seek to establish strong and healthy relationships with stakeholders in order to
serve their interests and enhance ethical and moral values against EM practices [11,16,32].
Hong and Andersen [9] and Kim et al. [10] base their studies on US firms and conclude
that the relationship between CSR and EM is negative, i.e., sustainability-oriented firms
provide more transparent financial information, practicing less aggressive EM. Hong and
Andersen [9] also demonstrate that maintaining long-term relationships with the largest
number of stakeholders enables sustainable growth, even if it implies an agency cost in
relation to short-term profit objectives. Calegari et al. [8] study a sample of North American
companies and show that CSR increases the quality of the earnings, that is, negatively
impacts EM. The authors further state that CSR generates an indirect but positive effect
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on firm value. Consistently, several authors [12,14,33] argue that socially responsible
firms are less likely to manage results. Extant literature provides, also, empirical evidence
that firms with higher ethical standards enable them to improve the quality of reported
results, increase firm value and create value for all stakeholders [7,34]. Chih et al. [7]
and Scholtens and Kang [13] further argue that in countries where the level of investor
protection is high, managers practice more CSR activities, providing higher quality financial
reporting disclosure.

Contrarily, Salewski and Zülch [19] highlight that the relationship between CSR and
EM is positive. They find that investment and disclosure of CSR practices do not necessarily
imply an increase in the quality of financial reporting of European companies. The authors
also provide evidence that companies with high sustainability indices are more likely to
exercise EM and report lower quality earnings. Prior et al. [18], based on an international
sample, argue that managers who practice EM use socially responsible practices to gain
stakeholder support, concluding that sustainability-related activities are a powerful tool to
gain support from users of financial information. When managers need to protect their
personal interests, they use social practices to justify their discretionary judgments on
earnings, undermining long-term value creation. Similarly, Gargouri et al. [17] show that
Canadian companies use CSR in a biased way to hide bad accounting practices. They argue
that the environmental and social aspects positively affect the relationship between CSR
and EM since the implementation of environmental projects and social practices leads to
a significant increase in discretionary spending, that is, it leads to more EM, negatively
affecting the company’s financial performance.

On the other hand, Chih et al. [7] investigate the link between CSR and EM, using
an international sample and argue that if firms seek to maintain financial transparency,
they should avoid profit smoothing. However, when managers seek to satisfy multiple
stakeholder objectives, financial performance may be negatively affected, and management
may be persuaded to use EM practices. Thus, the relationship appears to be inverse for
moderate levels of sustainability, and when companies seek to ostensibly implement CSR
measures, the relationship becomes positive, i.e., managers manage earnings in order to
meet social, environmental and economic objectives. In line with this view, Kyaw et al. [21],
based on a sample of European countries, suggest that in countries where institutional
contexts allow CSR measures to be included implicit in company policies, sustainable
practices may serve a purpose other than the ethical expectations of stakeholders. More
specifically, CSR serves as a tool to hide EM practices. Yip et al. [20] study a sample
consisting of firms in the oil and gas industry and the food industry. For the oil and gas
industry, the empirical evidence suggests a negative relation between EM and CSR, while
in the food industry there seems to be evidence of a positive one, suggesting industry
characteristics may influence the relation between CSR and EM.

According to the integrative and ethical theories of CSR and the studies of Hong and
Andersen [9], Kim et al. [10] and Pyo and Lee [12], we expect that companies that practice
more CSR disclose more transparent financial information, practice less EM and so report
higher earnings quality. Therefore, our first hypothesis is:

Hypothesis 1 (H1). The relationship between EM and CSR is negative.

Following the studies of Chih et al. [7] and Kyaw et al. [21], companies practice less
EM when they seek to be transparent and report earnings of quality. However, when
practiced sustainable policies are above average, managers tend to manage more earnings,
since CSR instruments may cover up less transparent practices in financial reporting (e.g.,
green-washing phenomenon). In this sense, the second hypothesis is developed as follows:

Hypothesis 2 (H2). For high levels of CSR, the marginal relationship between EM and CSR
is positive.
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Periods of economic crisis can constraint CSR practices [35]. Kyaw et al. [21] argue
that during this period, more sustainable companies practice more EM in order to justify
spending allocation. In this way, CSR serves as an instrument to cover up EM, in periods
of crisis.

Hypothesis 3 (H3). In periods of economic crisis, the relationship between EM and CSR manage-
ment is positive.

Waddock and Graves [36], Roman et al. [37] and Orlitzky et al. [38] state that social
performance is positively related to firm performance, that is, the more companies incorpo-
rate sustainable practices in their business models, the better their financial performance
will be. However, Roychowdhury [39] states that when socially responsible companies
obtain results that fall short of those expected, they practice more EM, in the sense of saving
them for subsequent periods.

Hypothesis 4 (H4). In periods of reported losses, the relationship between EM and CSR is positive.

3. Research Method
3.1. Data and Sample Selection

Accounting and financial data were collected from Bureau Van Dijk’s Amadeus
database, while data on CSR were collected from Thomson Reuters’ ASSET4. The sample
data corresponds to a period of 9 years, from 2010 to 2018.

First, all listed companies in the European Union and EFTA with available accounting,
financial and CSR data were selected, with the exception of companies in the financial
sector and public administration institutions, as they are subject to a specific accounting
and regulatory system. The initial sample size is 6333 firm-year observations. Then, Swiss
companies were excluded as they are not required to present their accounting figures under
International Financial Reporting Standards (IFRS). Additionally, firms with insufficient
information needed to calculate accruals-based EM metrics, as well as sectors and countries
with fewer than six firm-year observations were excluded [40]

Subsequently, to eliminate the effects caused by outliers, accounting data whose values
lie below the 1st percentile and above the 99th percentile were excluded. Therefore, the final
sample consists of 568 companies, belonging to 17 European Union and EFTA countries
and 12 activity sectors, corresponding to 3444 firm-year observations.

Appendix A, Tables A1 and A2 present the composition of the sample by country and by
industry, respectively. The most represented countries are Germany, France and the United
Kingdom, with 14.14%, 15.36% and 42.07% of the total, respectively. In terms of industry,
the most represented are the manufacturing sector (C) and the professional, scientific and
technical activities sector (M), with 23.24% and 28.66% of the total sample, respectively.

3.2. Earnings Management and Corporate Social Responsibility Measures

Earnings have two components: accruals and cash flows. Our measure of EM is based
on discretionary accruals computed by the modified Jones model by Dechow et al. [41]
and complemented by Kothari et al. [24]. Kothari et al. [24] incorporate in the model
return on assets (ROA), as a variable to measure the impact of company performance on
discretionary accruals, as well as a constant term, which allows for additional control of
cross-sectional heteroskedasticity.

We start by computing total accruals for each firm as follows:

Accrualsi,t = ∆CAi,t − ∆CLi,t − ∆Cashi,t + ∆SDebti,t − Depi,t (1)

where ∆CAi,t corresponds to the change in current assets between period t − 1 and t for
firm i; ∆CLi,t represents the change in current liabilities between period t − 1 and t for firm
i; ∆Cashi,t corresponds to the change in cash and cash equivalents between period t − 1
and t for firm i; ∆SDebti,t is the change in short-term debt included in current liabilities
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between period t − 1 and t for firm i; Depi,t represents depreciation and amortization for
period t for firm i.

Then, we estimate regression 2 in order to calculate the discretionary accruals for each
sector and year:

Accrualsi,t

TAi,t−1
= β0 + β1

(
1

TAi,t−1

)
+ β2

(
∆Revi,t − ∆Reci,t

TAi,t−1

)
+ β3

(
PPEi,t

TAi,t−1

)
+ β4(ROAi,t−1) + ei,t (2)

where TAi,t−1 corresponds to total assets in period t − 1 for firm i; ∆Revi,t represents the
change in sales between period t − 1 and t for firm i; ∆Reci,t represents the change in
accounts receivable between period t − 1 and t for firm i; PPEi,t corresponds to property,
plant and equipment in period t for firm i; ROAi,t−1 represents the return on assets in
period t − 1 for firm i; ei,t corresponds to the residuals obtained between the value esti-
mated by the model and the actual value in period t for firm i and it is our measure of
discretionary accruals:

AccDis = ei,t (3)

The higher the residual value, the greater is the income-increasing EM. However,
not only the direction but also the intensity of EM is important for this study. Thus, the
magnitude of EM is calculated through the absolute value of the residuals in Equation (2):

AccDis_Abs =|ei,t| (4)

The higher the value of the residuals in absolute value, the lower the quality of the
reported accruals, and consequently, the higher the level of EM.

According to Gargouri et al. [17], corporate social responsibility is measured from
the weighting between environmental, social and corporate governance (ESG) metrics.
Following the studies of Kyaw et al. [21], the ASSET4 database from Thomson Reuters
presents one of the most comprehensive databases on ESG performance (ESG_score) from
over 7000 public companies since 2002.

The ESG_score is constructed from the following 10 categories: resource use; emissions;
innovation; workforce; human rights; community; product responsibility; management
level; shareholders; CSR strategy. The methodology adopted consists of attributing a
percentile ranking, that is, each company is attributed a ranking based on its performance
in each category, compared to the performance of the other companies. After the attribution
of the rank, the score is calculated based on three factors: how many companies are worse
than the current one; how many companies have the same value; how many companies
have some value. After calculating the score per category, the ESG_score is obtained by
weighting each category.

Besides the ESG_score, another measure based on controversies related to the company
(Controversy_score) is calculated. If during the year, the company is involved in any
scandal or related denigrating news (e.g., lawsuit, human rights violation, fine or fine), the
controversy score is affected. The impact of the event may also affect subsequent periods.
The methodology adopted to calculate the Controversy_score is equal to the ESG_score. A
low Controversy_score translates into more controversies related to the company.

Based on these two scores, a combined ESG score (Combined_score) is calculated,
which aggregates the environmental, social and corporate governance information, ad-
justed by the controversies captured by the international media sources. The main objective
of the combined score is to adjust all the company’s media facts to the ESG performance.

To test our hypotheses, the following model is analyzed:

AccDisi,t = β0 + β1 Combined_Scorei,t + β2 Growthi,t + β3 Sizei,t + β4 LEVi,t + β5 ROAi,t + β7 Big4i,t + ∑ Countryi,t + ∑ Yeari,t + ei,t (5)



Sustainability 2021, 13, 9969 6 of 14

EM is analyzed in magnitude (AccDis_Abs) and in direction (AccDis). The inde-
pendent variable of interest CSR represents the level of corporate social responsibility,
measured through Combined_Score.

To avoid the problem of correlated omitted variables, control variables that may
affect financial reporting behavior and the level of CSR performance were included. Roy-
chowdhury [39] suggests that growth opportunity and firm size may explain some of the
variations in EM. The variable growth represents the firm’s growth, calculated using the
ratio of the percentage change in sales in the period t − 1 to t. Size variable represents
the firm size, measured by the natural logarithm of total assets. Press and Weintrop [42]
indicate that the level of indebtedness is correlated with EM. Companies with a strong
dependence on external financing present higher levels of information disclosure since
they are subject to greater scrutiny. Lev variable represents the level of leverage of the
company, calculated through the ratio between the sum of short- and long-term debt by
total assets. In turn, Carlson and Bathala [43] state that company performance is correlated
with the level of EM. The ROA variable represents the return on assets, measured through
the ratio of net income to total assets. Becker et al. [44] show that EM may differ according
to the scrutiny performed by large audit firms. The Big4 dummy variable takes the value 1
if the firm is audited by one of the Big 4 and 0 otherwise. The level of accruals can change
over time and across countries, thus leading to endogeneity issues. As such, we control for
these effects by using year and country fixed effects as well as firms clustered robust errors.

4. Results and Discussion
4.1. Descriptive Statistics

Table 1 presents the descriptive statistics of the variables included in the model. The
average level of discretionary accruals is −0.0425, which means that, on average, managers
manage earnings downward. On average, the European companies under study have an
ESG score of 0.5928, a controversial score of 0.4467, a combined score of 0.5174, an annual
sales growth rate of 6.62% and a size close to 7.689 million euros, a debt level of 22.74%
and return on assets of 5.42%. Finally, 77.93% of the companies in the sample are audited
by a Big Four firm.

Table 1. Descriptive Statistics.

Variables 1 Obs. Mean Median Std. Dev Minimum Maximum

AccDis 3444 −0.0425 0.0025 0.2484 −3.7200 0.5071
AccDis_Abs 3444 0.1341 0.0834 0.2134 0.0001 3.7200
ESG_Score 3444 0.5928 0.6048 0.1652 0.0029 0.9582

Controversy_Score 3444 0.4467 0.5717 0.2364 0.0002 0.7444
Combined_Score 3444 0.5174 0.5048 0.1613 0.0029 0.9352

Growth 3444 0.0662 0.0488 0.1722 −0.4686 1.2658
Size 3444 6.6450 6.5977 0.6841 4.4096 8.6255
Lev 3444 0.2274 0.2186 0.1648 0.0000 0.9885

ROA 3444 0.0542 0.0480 0.0615 −0.1804 0.2950
1 Detailed variable definitions are outlined in the Empirical Model section.

Apart from the CSR measures, that are significant and highly correlated with each
other, the Pearson’s correlations among the variables are low, suggesting that there is no
multicollinearity in the data, which is confirmed with the variance inflation factors that are
lower than 10 (results not tabulated).

4.2. Corporate Social Responsibility and Earnings Management

Table 2 presents the results of unbalanced panel data regressions, with year and
country fixed effects, of the association between the EM and CSR. Columns (1) and (2)
show the results in terms of intensity (AccDis_Abs) and direction (AccDis), respectively.
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Table 2. Corporate Social Responsibility and Earnings Management.

Variables (1) AccDis_Abs (2) AccDis (3) AccDis < 0 (4) AccDis > 0

Combined_Score −0.1181 *** 0.1860 *** −0.195 *** 0.0212 **
(−5.566) (8.210) (−4.726) (2.022)

Growth 0.0517 ** −0.0478 ** 0.1524 *** −0.0024
(2.558) (−2.216) (3.986) (−0.241)

Size −0.1027 *** 0.1472 *** −0.1944 *** −0.0052 *
(−18.687) (25.087) (−16.806) (−1.735)

Lev −0.044 * 0.1249 *** −0.1083 *** 0.0707 ***
(−1.937) (5.154) (−2.585) (6.039)

ROA 0.3322 *** −0.6919 *** 0.4611 *** −0.0656 *
(5.617) (−10.958) (4.778) (−1.729)

BIG4 −0.0138 0.0098 −0.0036 −0.0213 ***
(−1.135) (0.756) (−0.168) (−3.310)

Constant 0.8713 *** −1.0258 *** 1.4341 *** 0.1235 ***
(17.167) (−18.932) (5.456) (4.902)

Observations 3444 3444 1682 1762
Adjusted R2 0.1772 0.3082 0.2644 0.0578

F-test 25.72 52.12 21.14 4.60
p-value 0.0000 0.0000 0.0000 0.0000

The t-test statistic is in parentheses. *, ** and *** indicate significance level at 10%, 5% and 1%, respectively. Detailed variable definitions are
outlined in Empirical Model section.

To further analyze the association between EM direction and CSR, we split the sample
into two groups: companies that manage earnings downward (AccDis < 0) and companies
that manage earnings upward (AccDis > 0), in terms of magnitude and report the results in
Table 2, columns (3) and (4), respectively.

In terms of EM intensity, Combined_Score has a negative and statistically significant
coefficient (p-value < 0.01), suggesting that more socially responsible companies have lower
levels of EM. These results are in line with the studies of Chih et al. [7], Calegari et al. [8],
Hong and Andersen [9], Kim et al. [10], Choi et al. [33], Pyo and Lee [12], Scholtens and
Kang [13], Bozzolan et al. [14] and Cho and Chun [16], who argue that more socially
responsible companies report more transparent financial information, and so, higher
financial reporting quality. Thus, hypothesis H1 is validated.

With regard to the control variables, only BIG4 is not statistically significant, probably
because of the composition of the sample, since about 78% of the companies are audited by
one of the Big Four.

Growth presents a positive and statistically significant coefficient, suggesting that
firms with higher growth opportunities are under pressure to stay in the capital market and
thus practice more EM, as Skinner and Sloan [45] and Van Tendeloo and Vanstraelen [46]
advocate. ROA presents also a positive and statistically significant association which is
in line with Carlson and Barthala [43], who argue that companies with higher financial
performance practice more EM.

Size and Lev have negative and statistically significant coefficients, suggesting that
larger and more indebted firms practice less EM. These results are consistent with prior
literature results that larger firms [47] and more leveraged firms [44,48] manage less
earnings as they are subject to greater stakeholder scrutiny.

In terms of EM direction, Combined_Score has a positive and statistically signifi-
cant coefficient of 1%, suggesting that companies with more sustainable practices tend
to use income-increasing strategies. This result is in line with Gargouri et al. [17] and
Kyaw et al. [21], who argue that managers use CSR in order to cover up EM practices,
considering CSR as an explanatory factor of positive results.

Again, control variables are statistically significant, except BIG4. Results suggest
that larger companies with lower growth opportunities, more leveraged and with lower
financial performance manage earnings upward.
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In addition, since the Combined_Score variable is affected by media news related to
the company, we replace Combined_Score with ESG_Score, used by Kyaw et al. [21], and
re-estimated both regressions in order to have the exclusive effect of CSR. Results (not
tabulated) are similar to those report in Table 2, suggesting that more socially responsible
companies have lower levels of EM and tend to manage earnings upward.

In terms of the magnitude of income-increasing and decreasing, Combined_Score
presents a negative coefficient in column (3) and a positive coefficient in column (4),
suggesting that more sustainable companies have lower income-decreasing EM but higher
income-increasing EM. Taking together, these results confirm our main conclusion: when
companies with more sustainable practices manage earning they tend to use income-
increasing strategies.

4.3. Impact of the Crisis on the Relation between Corporate Social Responsibility and
Earnings Management*0

Further analysis is conducted in an attempt to understand how the financial crisis
impacts the relationship between EM and CSR. Cheney and McMillan [35] state that during
periods of financial crisis, companies act in a conservative and defensive manner. Thus, a
crisis dummy variable, Crisis, is inserted into the base model, which assumes the value 1
if the observation belongs to the crisis period (years 2010 to 2012) and 0 otherwise. The
Comb_Crisis variable is also added, to study the interaction between the Combined_Score
and Crisis variables. Table 3, Panel A, presents the results obtained regarding the magnitude
and direction of EM, columns (1) and (2), respectively.

Table 3. Corporate Social Responsibility and Earnings Management: Periods of Crisis and Loss.

Panel A Panel B

Variables (1) AccDis_Abs (2) AccDis (3) AccDis_Abs (4) AccDis

Combined_Score −0.1557 *** 0.2301 *** −0.1320 *** 0.2047 ***
(−6.135) (8.495) (−5.917) (8.603)

Comb_Crisis 0.1195 *** −0.1403 ***
(2.693) (−2.961)

Crisis −0.1192 *** 0.1265 ***
(−3.107) (3.088)

Comb_Loss 0.1427 ** −0.1900 ***
(2.117) (−2.641)

Loss −0.0075 0.0208
(−0.206) (0.531)

Growth 0.0517 ** −0.0478 ** 0.0569 *** −0.0538 **
(2.563) (−2.221) (2.822) (−2.503)

Size −0.1029 *** 0.1474 *** −0.0987 *** 0.1424 ***
(−18.730) (25.145) (−17.834) (24.141)

Lev −0.0425 * 0.1231 *** −0.0395 * 0.1200 ***
(−1.872) (5.086) (−1.744) (4.964)

ROA 0.3346 *** −0.6947 *** 0.5318 *** −0.9236 ***
(5.662) (−11.014) (7.309) (−11.901)

BIG4 −0.0140 0.0100 −0.0127 0.0084
(−1.154) (0.776) (−1.053) (0.655)

Constant 0.9485 *** −1.1029 *** 0.8350 *** −0.9841 ***
(16.289) (−17.747) (16.289) (−18.000)

Observations 3444 3444 3444 3444
Adjusted R2 0.1787 0.3097 0.1833 0.3147

F-test 25.17 50.84 25.16 50.40
p-value 0.0000 0.0000 0.0000 0.0000

The t-test statistic is in parentheses. *, ** and *** indicate significance level at 10%, 5% and 1%, respectively. Detailed variable definitions are
outlined in Empirical Model section.
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In terms of EM intensity, Crisis presents a negative and statistically significant co-
efficient, which indicates that, in the period of economic crisis, managers practice less
EM, corroborating the studies of Filip and Raffournier [49]. The coefficient of the Com-
bined_Score variable is also negative and statistically significant, suggesting that socially
responsible companies practice less EM, as verified in the first hypothesis. However, the
Comb_Crisis presents a positive and statistically significant coefficient, which indicates that
in crisis years, companies with more CSR activities practice more EM than in boom years,
suggesting that investors, by expecting higher levels of EM, reduce scrutiny to financial
reports. This result is in line with the findings of Kyaw et al. [21] and hypothesis H3
is validated.

Regarding the EM direction, the coefficient of the Combined_Score is positive and
statistically significant. These results are in line with the idea that companies with more
sustainable practices engage in income-increasing EM. However, the Comb_Crise presents
a negative and statistically significant coefficient, which indicates that during years of eco-
nomic crisis, more sustainable companies manage their results with the aim of decreasing
them, that is, in a logic of allocating costs in years of crisis and saving the results for better
economic periods.

4.4. Impact of Income Losses on the Relation between Corporate Social Responsibility and
Earnings Management

In order to analyze the impact of reporting losses may have on the relationship
between EM and social practices, two new variables are added to the original model: a
dummy variable Loss, which assumes the value 1 if the company reported a loss during a
given year and 0 otherwise, and the variable Comb_Loss, which introduces the interaction
between the Combined_Score and Loss. Table 3, Panel B, presents the results.

In terms of EM intensity, the coefficient of the Combined_Score variable is negative
and statistically significant indicating that socially responsible companies practice less
EM. With regard to the Comb_Loss variable, the coefficient is positive and statistically
significant, suggesting that socially responsible firms that report losses practice more EM
than those that report profits, corroborating with hypothesis H4.

In terms of EM direction, the coefficient of the Combined_Score variable is positive
and statistically significant, suggesting that companies with more sustainable practices tend
to manage earnings upward. The coefficient of the Comb_Loss is negative, suggesting that
that in periods of financial loss, more sustainable companies practice income-decreasing
strategies, probably with the intent of saving results for subsequent periods.

4.5. Earnings Management in Companies with More and Less Sustainable Practices

To further analyze the association between CRS and EM, additional tests are run by
dividing the sample into companies with a Combined Score below (Panel A) and above
(Panel B) the mean. Table 4 reports the results considering both EM intensity, columns (1)
and (3), and EM direction, columns (2) and (4).

In terms of EM intensity, Combined_Score presents a negative and statistically signifi-
cant coefficient in the subsample of companies with a score below the mean, suggesting
that companies with moderate CSR practices have a lower level of EM, consistent with
Chih et al. [7]. However, the coefficient of the Combined_Score, despite being negative, is
not statistically significant in the subsample of companies that invest more in CSR activities.
Therefore, our results do not support H2.

Regarding the direction of EM, the coefficient of Combined_Score is positive and
statistically significant for both groups of companies, suggesting that regardless of the
sustainability scores, when companies practice EM, they do it to increase earnings.
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Table 4. Corporate Social Responsibility and Earnings Management: Level of CSR.

Panel A—CSR bellow Mean Panel B—CSR above Mean

Variables (1) AccDis_Abs (2) AccDis (3) AccDis_Abs (4) AccDis

Combined_Score −0.2553 *** 0.2183 *** −0.0555 0.1623 ***
(−4.406) (3.606) (−1.185) (3.081)

Growth 0.0882 *** −0.1043 *** 0.0166 0.0007
(2.637) (−2.981) (0.734) (0.029)

Size −0.1082 *** 0.1497 *** −0.0732 *** 0.1333 ***
(−14.342) (18.984) (−8.359) (13.525)

Lev −0.0859 ** 0.1210 *** −0.0237 0.1448 ***
(−2.390) (3.223) (−0.877) (4.768)

ROA 0.5632 *** −0.8640 *** 0.0385 −0.4752 ***
(6.296) (−9.242) (0.519) (−5.689)

BIG4 −0.0261 0.0277 0.0022 −0.0048
(−1.342) (1.365) (0.150) (−0.287)

Constant 0.9507 *** −1.0293 *** 0.6400 *** −0.9440 ***
(13.079) (−13.550) (8.847) (−11.597)

Observations 1807 1807 1637 1762
Adjusted R2 0.2286 0.3407 0.0856 0.2412

F-test 18.84 32.11 25.72 18.33
p-value 0.00000 0.00000 0.00000 0.00000

The t-test statistic is in parentheses. *, ** and *** indicate significance level at 10%, 5% and 1%, respectively. Detailed variable definitions are
outlined in Empirical Model section.

4.6. Discussion

Our base results are in line with previous literature [8–10,12,14,31,33] showing that
firms that perform better in terms of CSR are also less prone to manage earnings. Thus, we
contribute to the literature by pointing to the importance of attending a larger spectrum of
stakeholders, when firms engage more in CSR activities, leads to better quality earnings
and, thus, larger shareholder value as well [7,34].

We also extend previous literature, reconciling mixed evidence on the relationship
between CSR and EM. Previous research also argued for a positive relation between EM
and CSR [18,19]. We explain those results by showing that they might be justified by
difficult economic contexts molding them. In fact, when firm-specific financial performance
or macroeconomic conditions worsen, we find that the relationship between CSR and EM
inverts, as pointed by the later literature.

These results are important for investors, regulators and policymakers. They show
that CSR does not mitigate linearly EM, but rather is context-dependent. Thus, external
decision-makers should include this evidence when formulating decisions and producing
regulation, especially in the present context with an economic crisis in the foreseeable
future, after the COVID-19 pandemic outburst.

5. Conclusions

The practice of EM affects not only the shareholders but also stakeholders as a whole.
As a result of less ethical behaviors, the company’s management loses credibility [50]. In
an attempt to hide less transparent financial reporting decisions, managers may embrace
socially responsible projects [18]. Therefore, the main objective of this study is to analyze
the relationship between EM and CSR in the European context in terms of both EM intensity
(magnitude) and direction (income-increasing or income-decreasing).

The main results suggest a negative relationship between CSR and EM intensity, that
is, most socially responsible companies practice less EM and so report earnings of higher
quality. In this way, CSR is seen as an ethical factor, which translates into the transparency
and quality of financial reporting and, consequently, increases stakeholders’ confidence.
Ehsan et al. [31] state that an inverse relationship between CSR and EM predominates
in the literature. Managers seek to establish strong and healthy relationships with stake-
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holders in order to serve their interests and enhance ethical and moral values against EM
practices. In terms of direction, results suggest that when companies practice EM they
tend to use income-increasing strategies. This result is in line with Gargouri et al. [17] and
Kyaw et al. [21], who consider CSR as an explanatory factor of positive earnings.

Previous results are yet mixed, which points to additional moderating contextual
factors. We run several additional analyses to have a better understanding of this topic,
and the results suggest that the intensity of CSR activities, economic crisis, and economic
performance play important roles in the relationship between CSR and EM.

As for the intensity of the implementation of sustainable practices, the results suggest
that, for moderate levels of CSR, sustainability policies generate a mitigating effect on EM,
as shown in our main analysis. However, we do not find an association between EM and
CRS for companies with more intense CRS activities. These findings are consistent with pre-
vious literature that provide evidence that relationship change according to different levels
of sustainable policies implemented [7]. As for the direction of EM, the results are robust,
suggesting a positive association regardless of investment in CSR, suggesting that when
socially responsible companies practice EM they tend to adopt income-increase strategies.

In terms of the role of economic crises, results indicate that, in periods of crisis, more
sustainable firms practice not only more EM, but also income-decreasing EM. This result is
in line with the findings of Kyaw et al. [21] that argue that CSR serves as a tool to hide EM
practices. It seems that during crisis years, companies with more CSR activities practice
more EM than in boom years, which combining with the lower stakeholder scrutiny in
unfavorable macroeconomic periods, suggest that socially responsible companies take the
opportunity to “clean up” (i.e., decrease) their accounting numbers in order to perform
better in subsequent years.

Similar results are obtained when analyzing the role of a company’s financial per-
formance. Indeed, in periods of negative financial performance (losses), the relationship
between CSR and EM is also positive, and managers tend to decrease their results even
more. When companies have economic losses, managers hide behind sustainable prac-
tices to practice more EM, justifying the allocation of costs by the implementation of
CSR practices.

This work is important and contributes to research for several reasons. First, it shows
that when economic activity is running normally, the relationship between CSR and EM
is negative, where sustainable practices translate into good ethical behavior by managers.
However, in periods of economic difficulty, whether due to external or internal factors, CSR
is used opportunistically by companies, by hiding EM practices behind sustainable policies.

In this sense, the results are important for the academic literature for the novelty that
this research emanates from by studying the relationship between CSR and EM under
unfavorable economic conditions.

For regulators and investors, these results suggest that the relationship between CSR
and EM is not fully ethical as it seems, given that managers use CSR opportunistically in
periods of economic difficulty. In order to harmonize and improve the effectiveness of
governance policies, particularly in European economies, regulators should reconsider the
different weightings that make up the ESG score so that it reflects a more ethical and less
opportunistic image of management, with regard to the concealment of EM, and be useful
and relevant for the formulation of European policies related to sustainability.

The main limitation of this study relates to the CSR measure. Sustainability mea-
surement is subjective [31], and the same measure can be calculated in different ways
depending on the global geographical area [10,17,21]. Despite this, we use one of the
most used measures in the literature, which translates into comparable results with extant
literature. By the same token, it is difficult to measure EM because managers’ intentions
are unobservable [51].
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Appendix A. Sample Composition

Table A1. Sample composition by country.

Country Observations Percentage (%)

Austria 39 1.13%
Belgic 18 0.52%

Czech Republic 14 0.41%
Denmark 48 1.39%
Finland 94 2.73%
France 529 15.36%

Germany 487 14.14%
Greece 55 1.60%
Ireland 68 1.97%

Italy 174 5.05%
Netherlands 12 0.35%

Norway 60 1.74%
Poland 19 0.55%

Portugal 8 0.23%
Spain 167 4.85%

Sweden 203 5.89%
United Kingdom 1449 42.07%

3444 100%

Table A2. Sample composition by industry.

Industry (Nace Rev.2) Observations Percentage (%)

B.—Mining and quarrying 170 4.94%
C.—Manufacturing 807 23.43%
D.—Electricity, gas, steam and air conditioning supply 119 3.46%
F.—Construction 189 5.49%
G.—Wholesale and retail trade; repair of motor vehicles
and motorcycles 335 9.73%

H.—Transportation and storage 160 4.65%
I.—Accommodation and food service activities 109 3.16%
J.—Information and communication 317 9.20%
L.—Real estate activities 118 3.43%
M.—Professional, scientific and technical activities 987 28.66%
N.—Administrative and support service activities 113 3.28%
S.—Other service activities 20 0.58%
Total 3444 100%
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