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The quality of reported earnings has gained a lot of interest due to several financial 

accounting scandals that have shaken this world. This thesis investigates how 

commitment to corporate social responsibility (CSR) affects the level of earnings 

manipulation. This investigation is done by using discretionary accruals, sales 

manipulation and overproduction as proxies for earnings management. This 

relationship hasn’t been studied in Finland before. Thus, this thesis fills this research 

gap. The empirical analysis is done by using the 2SLS regression model between 

CSR and the three manipulation methods. The results showed that the overall 

relationship between these two is negative, meaning that there’s a lower level of 

earnings management in companies with higher commitment to CSR. Furthermore, 

the results showed that the connection is negative with discretionary accruals and 

overproduction. However, sales manipulation has a positive relationship with stronger 

commitment to CSR. All together, both accrual-based and real activities manipulation 

practices showed a negative connection with CSR.  
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Useiden taloudellisten skandaalien johdosta yritysten tilinpäätöstietojen laatu on 

saanut paljon huomiota. Tämän tutkielman tarkoituksena on selvittää minkälainen 

vaikutus sitoutumisella yhteiskuntavastuulliseen liiketoimintaan on tuloksenjohtamisen 

määrään yrityksissä. Tutkimuksessa käytetään jaksotuseriä, myynnin manipulointia ja 

liikatuotantoa tuloksenjohtamisen määrän hahmottamiseen. Suhdetta ei olla tutkittu 

suomalaisista yrityksistä aiemmin, joten tämä tutkielma täyttää tämän tutkimusaukon. 

Empiriisessä tutkimuksessa käytetään kaksivaiheista PNS -menetelmää 

yhteiskuntavastuun ja tuloksenjohtamisen suhteen selvittämikseksi, käyttäen kaikkia 

kolmea tuloksenjohtamisen menetelmää. Tutkimuksen tulokset osoittavat, että 

kokonaisuudessaan näiden kahden välillä on negatiivinen yhteys. 

Yhteiskuntavastuulliset yritykset manipuloivat tulostaan vähemmän. Tulokset ovat 

negatiiviset, kun jaksotuseriä ja liikatuotantoa käytetään tuloksenjohtamisen 

mittauksessa. Myynnin manipuloinnin kanssa yhteiskuntavastuulla on positiivinen 

suhde. Kuitenkin, sekä jaksotuseriin, että myynnin manipulointiin perustuvien 

menetelmien kokonaisvaltainen suhde yhteiskuntavastuuseen on negatiivinen.       
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1. INTRODUCTION 

1.1. Background of the study 

Corporate earnings management has been widely researched in financial accounting 

during the last couple of decades. These managerial practices got a lot of attention 

after several accounting scandals involving for instance Enron, WorldCom and 

Parmalat. These financial scandals have led to a trend of developing and 

implementing corporate governance methods that restrict opportunistic managerial 

behavior and improve the credibility of financial statements (Gras-Gil et al., 2016).  

 

Financial scandals have created a business environment of uncertainty and distrust in 

the market and among stakeholders. In order to separate themselves from this 

environment of mistrust, companies began to voluntarily commit to socially 

responsible business methods. (Martinez-Ferraro et al., 2015) Therefore, nowadays 

being profitable isn’t enough to survive in the market; companies also have to 

illustrate good corporate behavior through sound environmental awareness and 

ethical behavior (Ameer, 2013). Previous studies still haven’t found an unambiguous 

answer to whether committing to CSR has a positive or a negative effect on a 

company’s reporting quality (Chih et al., 2008). Shleifer (2004) argues that if 

companies aim to be socially responsible in their business activities, they would also 

practice less earnings management, since they’re committed to being a responsible 

business.  

 

Managing earnings misleads investors and all of the company’s stakeholders 

because it leads to poor quality financial statements. These manipulation methods 

are deliberate actions to mislead stakeholders in order to achieve private gain. 

(Schipper, 1989) Companies that practice business responsibly shouldn’t aim to gain 

short-term profits by injuring their long-term relationships (Gras-Gil et al., 2016; Kim et 
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al., 2012; Prior et al., 2008). Thus, it could be assumed that companies which practice 

socially responsible business otherwise would also manage their earnings less.  

 

Investigating this relationship between manipulation of earnings and commitment to 

responsible business methods still remains interesting, since the results on this 

relationship remain inconclusive; there are studies finding a positive, negative and a 

neutral relationship (Chih et al., 2008; Hong & Andersen, 2011; Kim et al., 2012; 

Scholtens & Kang, 2013; Litt et al., 2014). However, the majority of the studies find 

CSR to reduce the amount of earnings management or that companies that are 

simply committed to responsible practices also provide high quality financial 

statements. Still, some researches argue that CSR is just used as a shield against the 

negative reputation caused by the manipulation of earnings (Martínez-Ferraro et al., 

2016; Prior et al., 2008). Since CSR affects corporate reputation and performance 

positively, it can reduce the negative effect of earnings management on these two as 

well. 

 

Several researchers have been motivated to investigate this relationship largely 

because of these financial scandals that have shaken the business environment. 

Though there’re differing results on the direction of this relationship, there does exist 

a large amount of studies finding CSR to have a reducing effect on the amount of 

earnings management (Shleifer, 2004; Kim et al., 2011; Hong & Andersen, 2011; 

Scholtens & Kang, 2012). Thus, socially responsible companies would also provide 

higher quality financial statements and have higher company worth and better 

reputation in the market. 

 

Most of the previous studies investigating this relationship focus on accrual-based 

earnings management but there are some studies that also compare the effects 

between accrual-based and real earnings management (e.g. Hong & Andersen, 2011; 

Kim et al., 2012; Bozzolan et al., 2015). However, recent research findings have 

indicated that real earnings management is becoming the more dominating method in 
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the business word (Graham et al., 2005; Roychowdhury, 2006). Therefore, when 

studying the relationship between CSR and earnings management, it’s important to 

consider real manipulating activities as well. For this reason, this thesis will also 

compare the effects of these different earnings management methods, as well as 

studying the overall relationship between social responsibility and earnings 

management.  

 

1.2. Objectives, research questions and delimitations  

The main objective of this thesis is to investigate if a company’s commitment to CSR 

has an effect on the level of earnings management. Whether, commitment to CSR 

affects the level of earnings management in companies in a positive or a negative 

direction. To answer this objective, the main research question formulates as: 

 

 “What sort of a relationship is there between CSR and earnings management?”  

 

As mentioned earlier, previous studies have mainly focused on studying this 

relationship by using discretionary accruals as the proxy for  earnings management 

(Gras-Gil et al., 2016; Martínez-Ferraro et al., 2016; Muttakin et al., 2015; Litt et al., 

2014; Choi et al., 2013; Heltzer, 2011; Calegari et al., 2010; Prior et al., 2008). 

Studies by Bozzolan et al. (2015), Kim et al. (2012) and Hong and Andersen (2011) 

have compared these two methods in their research. This thesis provides another 

study that compares the effects of accrual-based and real earnings management. 

Therefore, to examine this relationship between CSR and earnings management 

even closer, the sub-question formulates as: 

  

“Does the type of earning management have an effect on the direction of this 

relationship?” 
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The purpose of the sub-question is to see if the relationship changes based on the 

chosen measurement method of earnings management. For instance, Bozzolan et al. 

(2015) find that CSR-oriented companies are more willing to manage their earnings 

through accrual-based earnings management than in real earnings management. 

Since real earnings management hasn’t been used as much earlier to study this 

relationship, it’s important to get more results on how these actions relate to 

commitment to CSR.  

 

Previous literature has also focused on the differences between countries in earnings 

management behavior. Leuz et al. (2003) analyzed the extent of earnings 

management across 31 countries, using the model by Myers et al. (2007). Their 

results showed that Finland and U.K. have a smaller aggregate earnings 

management score than Germany, implying that earnings are managed more in 

Germany. The U.S. has the smallest score in the study. Also Haw et al. (2012) study 

earnings quality across countries and find Finland to have better quality in reported 

earnings than both Germany and U.K. This indicates there are differences in level of 

earnings management across countries. Thus, in order to realistically study earnings 

management in Finland, a Finnish sample is needed. 

 

Kasanen et al. (1996) explain that their study adds to the generalization of earnings 

management practices by focusing on a debt-dominated financial market; Finland. 

Most prior studies before theirs were conducted with equity-dominated markets, 

primarily the US. Kallunki and Martikainen (1999) find that Finnish companies that are 

in financial troubles manage their reported earnings upwards, in order to save the 

company from failure.  

 

Finland is a relatively special environment to study earnings management, since the 

amount of discretionary accruals can be directly found from financial statements 

(Kallunki & Martikainen, 1999). Unfortunately a lot of Finnish previous literature on 

earnings management has focused on the time before the obligatory IFRS adoption in 
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2005. Tirkkonen (2013) examines whether the obligatory IFRS adoption affects the 

level of earnings management in Finland. Her results suggest that the IFRS adoption 

led to an increase in both accrual-based earnings management and real earnings 

management. 

 

By focusing on Finnish listed companies this thesis fills a research gap. There are 

studies investigating earnings management in the Finnish context. However, there 

isn’t previous literature in the Finnish context about the relationship between 

commitment to CSR and the level of earnings management, either with accrual-based 

or with real earnings management. Many earlier studies have been done by using a 

U.S. sample (Grougiou et al., 2014; Hong & Andersen, 2011; Litt et al., 2011). 

Therefore, this thesis fills this research gap by focusing on a Finnish sample.  

 

Conducting this study in the Finnish context formulates the first delimitations of this 

thesis. Since there’re differences in the levels of earnings management between 

countries and studies haven’t focused on Nordic countries so far, focusing on Finland 

could provide new findings in that context. The sample consists of listed non-financial 

companies, which removes all financial institutions from the sample. Financial 

companies are excluded from the sample because they have specific legislative 

restrictions that non-financial companies don’t have (Navarro-García & Madrid-

Guijarro, 2014). Another delimitation of this thesis is using the chosen methods to 

measure earnings management. Accrual-based, sales manipulation and 

overproduction are the chosen proxies for earnings management, excluding all the 

other methods (e.g. earnings smoothing, earnings aggressiveness) for detecting 

earnings management. 
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1.3. Theoretical framework 

 

The theoretical framework below in figure 1 presents the key concepts of this thesis.  

 

Figure 1. Framework of the study 

 

Empirical research has centered on different factors influencing the quality of 

earnings for decades now. This attention has especially focused on accruals; 

expenses that have incurred during a period for which no invoice has been received 

(Koerniadi, 2007). However, recently managerial manipulation of earnings is getting 

an increased amount of attention as well. These managerial real activities include for 

instance sales manipulation and overproduction. (Roychowdhury, 2006) Earnings 

management practices are composed in this thesis by these two types.   

 

Thus, earnings management is measured by accrual-based and real activities 

manipulation. These earnings management proxies are comprised of discretionary 

accruals, sales manipulation and overproduction. Opening more closely the theory 

behind these methods is how the theoretical part concerning earnings managed is 

structured. CSR is comprised of background of CSR practices and the reasons for 

companies to be committed responsible business actions. This framework in figure 1 

Accrual-based earnings
management (AEM)

Real activities 
manipulation (REM)

Corporate social responsibility 
(environment, community, employees, 

governance)

Earnings
management 

Sales manipulation

Overproduction

Discretionary accruals

Background of CSR

Relationship

Reasons to commit to 
CSR activities
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shows that the main purpose is to investigate the relationship between earnings 

management and corporate social responsibility. 

 

1.4. Research methodology and data 

 

The empirical section is carried out by first obtaining financial data from Thomson 

One and CSR data from MSCI ESG Research database. The data includes financial 

data from 2010 to 2015; results are reported between the years 2011-2015. There are 

approximately 32 companies included for each year; the companies included in the 

sample may vary between years based on missing values. Most of the companies are 

from the industrial industry, after that the next three big industries in the sample are 

basic materials, consumer goods and consumer services. The data is presented more 

thoroughly in chapter 4.1.  

 

Several regression analyses are done on the obtained data, since a regression is 

already needed to estimate the level of earnings management in companies. To 

estimate discretionary accruals, the cross-sectional modified Jones model is run. 

Sales manipulation and overproduction are estimated by following a model developed 

by Dechow et al. (1998). Based on these estimations a two-stage least squares 

(2SLS) regression is run to estimate the relationship between corporate social 

responsibility and earnings management.  

 

1.5. Structure 

The structure of this thesis is the following. First is the theoretical background of 

earnings management, then moving onto the incentives that motivate companies to 

practice it. The earnings management chapter is finished by introducing the methods 

of detecting earnings management. The second part of the theory section focuses on 

CSR and the relationship it has with earnings management in previous studies. Then 

after hypothesis development finishes the theory chapters, data collection and 
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methodology starts the empirical part of this thesis. The fifth chapter presents the 

results obtained from the regression analyses. The final, sixth chapter concludes the 

study, discussing the main findings and comparing them to previous studies on the 

subject. Lastly there’s a discussion of the limitations and future research areas.    
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2. EARNINGS MANAGEMENT 

This chapter presents prior literature on earnings management and aims to familiarize 

the subject. The chapter focuses on four different aspects of earnings management 

that are relevant in this thesis. Starting with definition and background, then the 

possible incentives there are for managers to manipulate earnings. The final part 

explains the distinction in the ways of detecting accrual-based and real earnings 

management. 

 

2.1. Definition and background 

There are several definitions made of earnings management but all of them share 

roughly the same main idea. According to Schipper (1989) earnings management can 

be defined as deliberate intervention in external financial reporting so as to achieve 

private gain. Another commonly used definition of earnings management is insiders 

altering financial reports by using judgment in financial reporting and organizing 

transactions. This is done to give stakeholders misleading information about the 

company´s financial performance or to influence the contractual outcomes. (Healy & 

Wahlen, 1999; Leuz et al., 2003) This definition of earnings management covers both 

accruals and real earnings manipulation, since it refers to judgment in financial 

reporting and structuring transactions. But as Teoh et al. (1998) put it, earnings can 

be managed only if there is an opportunity to do so.  

 

Prior literature has distinguished two types of earnings management; accrual-based 

and real earnings management. Earnings in financial statements are comprised of 

cash flows from operations and adjustments made in accounting, which are 

commonly called accruals (Teoh et al., 1998). Koerniadi (2007) defines accruals as 

expenses that emerge during a period for which an invoice hasn’t been received at 

the end of the period. Discretionary accruals are voluntary expenses such as 

foreseeable management bonuses that haven’t been realized yet but are recorded in 
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the accounting books. Estimates of these expenses need to be added to the true 

profit accruals because the exact amount isn’t known. Hence this presents 

managerial interventions in financial reporting. (Patro & Pattanayak, 2014)  

 

However, when manipulating earnings through accruals it’s important to realize that 

everything done in this period affects the next period, this is called accruals reverse. 

Meaning managing current earnings upward this period will subsequently force the 

future earnings downwards the same amount. Thus if the reporting of losses is to be 

even further postponed, even more earnings management is needed. In other words 

a firm that is performing badly can’t indefinitely hide behind earnings management 

practices. (Scott, 2003) Moreover, Sloan (1996) argues that earnings persistence is 

dependent on cash flows and accrual components being relatively the same size. The 

future earnings will be smaller if the accrual component of current earnings is 

relatively large as a result of accrual reversal.  

 

Accruals can be subdivided into four categories by current and long-term time period 

and discretionary and nondiscretionary management control. Current accruals are 

alternations made to short term assets and liabilities that affect the daily operations of 

a company, e.g. by putting a low provision for bad debts. Long-term accruals are 

long-term net asset alternations, e.g. decelerating depreciation. (Teoh et al., 1998)  

 

Real earnings management is defined by Roychowdhury (2006) as departures from 

the regular operating practices so that managers can mislead stakeholders into 

believing that in the course of normal operations financial goals have been met. 

Acceleration of sales, changes in shipments or delaying research and development 

(R&D) are all examples of these real activities (Healy & Wahlen, 1999; Dechow & 

Skinner, 2000).  

 

Ge and Kim (2014) as well as Roychowdhury (2006) divide real earnings 

management activities in sales manipulation, overproduction and cutting discretionary 
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expenses. Sales manipulation refers to managers offering price discounts or lenient 

credit terms for a limited time in order to increase sales. For a given level of sales, 

this manipulation leads to smaller current period operating cash flows. 

Overproduction means producing more than needed so as to increase earnings. 

Overproduction lowers the unit costs because the overhead costs can be divided over 

more units of products. Managers can then report for a given level of sales a lower 

cost of goods sold, thus the reported earnings have increased. Discretionary 

expenses commonly entail advertising, employee training, maintenance and other 

expenses. Reducing these expenses lowers cash outflows and affects current 

periods’ abnormal cash flows positively.  

 

As Roychowdhury (2006) explains, there’s a difference in the costliness between 

accrual-based and real earnings management methods. Real earnings management 

is considered to be more expensive for the company in the long-term. However, 

evidence from Graham et al. (2005) study indicates that managers are more prepared 

to engage in real earnings management. Even though real earnings management is 

more expensive, managers are still willing to engage in it because it’s harder to 

detect. There’s no specific benchmark in the business environment on what a 

manager should’ve done in any particular situation, thus managers are not liable for 

their “bad” decisions. In contrast, auditors and forensic accountants can examine the 

financial reports for accrual manipulation, using the accounting standards as a 

benchmark. (Lo, 2008)   

 

There are several theories that try to find an explanation for earnings management. In 

the stakeholder theory managers may manipulate earnings so as to increase their 

own interests and benefits at the expense of stakeholders (Prior et al., 2008). While 

the signaling theory explains that earnings can be considered as the capital market 

indicator for whether the company’s activities add value during a certain period 

(Waweru and Riro, 2013). The third theory is probably the most commonly known; 

agency theory. Agency theory focuses on the problem where the agent 
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(management) is acting in an opportunistic manner to enhance their private benefit at 

the expense of the owners or shareholder. (Jensen & Meckling, 1976) 

 

Extensive earnings management worsens outsider’s ability to govern a company 

because inaccurate financial reports give a misleading reflection of the company’s 

performance (Leuz et al., 2003). Even so, earnings management isn´t always seen 

just as a bad thing or a deliberate way deceive the stakeholders. It can just be the 

managers protecting their company or trying to make it more attractive for the 

investors. Earnings management can be seen as the manager’s choice of accounting 

policy in order to accomplish a specific benchmark. There isn’t a big difference 

between earnings management and earnings mismanagement; this line must be set 

by standard setters, security commissions and the courts. Still in any case excessive 

earnings management makes financial reports unreliable. (Scott, 2003) Nonetheless 

the absence of earnings management doesn’t simply guarantee high-quality earnings 

or financial reports either (Lo, 2008). The deliberate manipulation of firm’s assets, 

transactions or financial position by the management has a negative effect on all of 

the firms’ stakeholders (Zahra et al., 2005).  

 

Dechow and Skinner (2000) have made a distinction between managerial actions that 

are fraudulent and those that are acceptable, but maybe aggressive accounting 

choices. This distinction can be seen in the figure 2 below. They make a clear 

distinction between fraudulent accounting choices and practices that are acceptable 

in GAAP. Even the within GAAP practices differ from conservative accounting to 

aggressive accounting choices. However, practices that are within GAAP but are 

used to hide the true economic performance of a company can be considered as 

earnings management. Still, Dechow and Skinner (2000) note that it’s often difficult 

distinguish between legitimate exercising of accounting discretion from earnings 

management, without having some kind of objective evidence of intent.  
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Figure 2. The distinction between fraud and earnings management (Dechow & 
Skinner, 2000) 

 

Earnings are managed often to reach specific benchmarks. This may be done so that 

managers can display a superior signal of future performance and to enhance the 

company’s reputation with customers, creditors and suppliers. Real earnings 

management practices can lead to better future performance, if the company met 

their benchmarks through these activities. (Gunny, 2010) However, Leggett et al. 

(2016) found that companies using real earnings management to avoid losses have 

Accounting choices "Real" Cash Flow Choices

Within GAAP

Overly aggressive recognition of 

provisions or reserves
Delaying sales

Overvaluation of acquired in-process 

R&D in purchase acquisitions
Accelerating R&D or advertising 

expenditures

Overstatement of restructuring 

charges and asset write-offs

"Neutral" 

Earnings

Earnings that result from a neutral 

operation of the process

Understatement of the provision for 

bad debts

Postponing R&D or advertising 

expenditures

Drawing down provisions or reserves 

in overly aggressively manner
Accelerating sales

Violates GAAP

Recording sales before they are 

"realizable"

Recording fictitious sales

Backdating sales invoices

Overstating inventory by recording 

fictitious inventory

"Conservative" 

Accounting

"Aggressive" 

Accounting

"Fraudulent" 

Accounting
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considerably lower one-year-ahead earnings and operating cash flows compared to 

companies that reported their losses. Additionally, they found that companies using 

these manipulative practices in order to meet or beat earnings forecasts have lower 

one-year-ahead ROA and operating cash flows in comparison.  

 

2.2. Incentives behind earnings management 

For researchers to be able to recognize whether earnings have been managed or not, 

one has to be able to understand and indentify reasons for earnings management. 

Pressure from both outside and inside the entity, can create motivation for earnings 

management (Watts & Wimmerman, 1978). One approach is to understand the 

conditions under which a manager has enough incentive to be inclined to manage 

earnings. These incentives are divided according to Healy and Wahlen’s (1999) 

categorization, which includes: (1) capital market motivations, (2) contracting 

motivations and (3) regulatory motivations.    

 

2.2.1. Capital market motivations 

 

Capital market incentives are based on market expectations and valuation issues. 

These incentives come from the manager’s motivation to manage earnings in order to 

influence short-term stock price performance (Healy & Wahlen, 1999). Barth et al. 

(1999) find in their research that companies that report constant growth in annual 

earnings are priced highly compared to other companies. Furthermore the companies 

that exceed analysts’ estimates are rewarded by investors and also report better 

future operating performance (Bartov et al., 2002).  

 

Previous studies have found three significant thresholds for a manager to alter 

earnings, which are reporting positive earnings to avoid losses, bigger earnings 

particularly for seasonally adjusted quarterly earnings and meeting and beating the 

expectations of analysts (DeGeorge et al., 1999; Burgstahler & Dichev, 1997; Hayn, 
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1995). Furthermore there are several studies merely focusing on the effects of 

meeting or beating the expectations (MBE) of analysts. The findings in Bartov et al. 

(2002) study show that the leading indicator for future performance is the premium to 

MBE, practically regardless of whether it’s genuine or a result of earnings 

management.    

 

According to Graham et al. (2005) managers’ incentives to meet earnings 

benchmarks come from having credibility in the capital market, maintaining or 

enhancing stock price and improving the managements’ external reputation. 

Companies that fail to reach earnings benchmarks, like analyst expectations, suffer 

substantial negative price reactions after the earnings announcement (Skinner & 

Sloan, 2002).    

 

Companies that are close to debt violation are more willing to employ earnings 

management in order to avoid financial troubles or let down their investors. 

Management can be driven to manipulate earnings to better the company’s 

performance in order to be more attractive and obtain easier access to equity and 

debt capital markets. These improvements also have a positive effect on their own 

compensation, which creates motivation in itself. (Iatridis & Kadorinis, 2009) 

 

Capital market motivations entail also periods around the capital market transactions. 

Teoh et al. (1998) provide evidence that companies with outstandingly high accruals 

in the IPO (initial public offering) year get poor stock return for the next three years. 

Still the IPO process and time period right after is very open to entrepreneurs 

managing their earnings. This motivation for entrepreneurs comes from a hope to get 

a higher offering price or to maintain it.   
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2.2.2. Contracting motivations 

 

Healy and Wahlen (1999) explain that in order to combine the managements’ and 

stakeholders’ incentives, explicit and implicit management compensation contracts 

are needed. They also find that these contracts might create incentives for the 

managers to use judgment in accounting in order to receive a higher earnings-based 

award. These contracts can generate incentives for earnings management because 

“undoing” it is likely to be too expensive for compensation committees and creditors 

(Watts and Zimmerman, 1978). Incomplete contracts can be used to enable the 

management a low cost way to protect the company against unpredictable state 

realizations (Scott, 2003). 

 

Sometimes accounting-based executive contracts drive managers to behave in an 

opportunistic manner in order to raise their compensation, leading them to choose 

income-increasing policies regardless of the affects on shareholder wealth (Iatridis & 

Kadorinis, 2009). Sun (2012) sums up that when executive compensation is tightly 

connected to firm performance opportunistic earnings management behavior is very 

likely.    

 

Deshow and Sloan’s (1991) research produces evidence that CEOs in their last years 

in office scale down on R&D expenditures to be able to report higher earnings. They 

claim this indicates that the short employment horizons have affected the CEOs 

judgment because of their short-term compensation contracts. Zahra (1996) provides 

supporting results for the negative impact of short-term investors on innovations and 

new ventures. Short-term investors or managers are not willing to invest in these 

because the ventures take too long to pay off.  

 

Shuto (2007) investigated the association between discretionary earnings and 

executive compensation in Japanese firms. The results of the study show that 

managers using income-increasing accounting choices receive higher compensation. 

http://www.sanakirja.org/search.php?id=280583&l2=17
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Additionally the results suggest that not receiving any bonuses leads to managers 

making income-decreasing choices. These results support the impression that 

increasing earnings in financial reports through the use of discretionary accruals 

leads to higher compensation and thus creates motivation for the managers.  

 

Gao and Shrieves (2002) examined whether five different compensation types; 

options, salary, bonus, restricted stock and long-term incentive plans, represent 

different incentives for earnings management. They found that options and bonuses 

create strong incentives for earnings manipulation, restricted stock creates also 

positive incentive but less than options and bonuses. However fixed salary is 

negatively associated with earnings manipulation since it’s costly in many ways; cost 

of bad firm reputation, losing your job or increasing litigation risk. Lastly also long-

term incentive plans are likely to alleviate motivations for earnings management since 

they are compensated based on a company’s long term performance.   

 

2.2.3. Regulatory motivations  

 

Healy and Whalen (1999) divide the regulatory effects on earnings management to 

industry specific regulation and anti-trust regulation. They summarize that regulatory 

considerations strongly induce earnings management. All industries are regulated but 

some more than others, like financial institutions. Companies in industries pursuing 

for import relief have a tendency to defer earnings in the application year (Jones, 

1991). Industries like banking and insurance are more regulated than the average. 

Regulations in these industries give managers incentives to manage earnings that are 

of interest to the regulators (Petroni, 1992; Moyer, 1990).  

 

In addition Cahan (1992) studied 48 firms that where under investigation for anti-trust 

violations and found that there’s a tendency to report income-decreasing accruals 

during the investigation years. Watts and Zimmerman (1978) similarly found that 

managers have motivation to make the company seem less profitable by managing 
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earnings downwards, if the company is vulnerable to anti-trust investigations. Income 

taxation can be seen as the most apparent motivation for earnings management. 

However the willingness of reporting lower earnings in order to receive tax savings 

provokes the question of the strength of the executive bonus contracts. (Scott, 2003)   

 

In order to figure out whether earnings have been manipulated, researchers have 

developed models and strategies for detecting earnings management. The following 

chapter introduces the different approaches for detecting earnings management; 

mainly accrual-based and real earnings management models.    

 

2.3. Methods to detect earnings management  

This chapter is divided based on the two different types earnings management; 

accrual-based and real earnings management. First the methods to detect accrual-

based earnings management are introduced and then the methods to detect real 

activities manipulation. 

 

2.3.1. Detecting accrual-based earnings management 

 

The traditional way to detect earnings management is using accruals. Numerous 

models analyze total accruals when aiming to detect accrual-based earnings 

management. These models range from using discretionary accruals as the measure 

of total accruals or dividing total accruals into discretionary and nondiscretionary 

accruals by generating a nondiscretionary accrual component from total accruals. 

These generated discretionary accrual estimations can be applied to estimate 

whether earnings have been managed. Usually in research models at least one 

parameter is needed to be determined under an estimation period, during which no 

systematic earnings management is presumed to exist. (Deshow et al., 1995) 
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Healy (1985) and DeAngelo (1986) proxy earnings management by using total 

accruals, when Jones (1991), Deshow et al. (1995), Teoh et al. (1998) and Kothari et 

al. (2005) use discretionary accruals as an indicator of earnings management. This 

section explains more thoroughly the following accrual-based models: the Healy 

model, the DeAngelo model, the Jones model, the modified Jones model and the 

extended modified Jones model. Although aggregate accrual models have been 

greatly criticized (Kothari et al., 2005; Ibrahim, 2009) and these models have a few 

limitations, they’re still the most commonly used to detect earnings management 

(Ibrahim, 2009).  

 

The Healy (1985) model utilizes the mean of total accruals; which are scaled by 

lagged total assets, from the estimation period as a representative of nondiscretionary 

accruals. Healy’s research predicts that systematic earnings management happens 

each and every period. The sample is divided into three groups by the partitioning 

variable. In the first group it’s predicted that earnings are managed upwards and in 

rest downwards. The estimation of nondiscretionary accruals is generated by 

comparison of mean total accruals of the three groups.  

 

The DeAngelo (1986) model uses last period’s total accruals; scaled by lagged total 

assets, as the indicator of nondiscretionary accruals. In the model, it’s assumed that 

there’s no systematic earnings management during the first year. The estimation 

period for nondiscretionary accruals is limited to the observation of the previous year, 

appearing as a special case of the Healy model. As in the Healy model, the DeAngelo 

model uses total accruals from the estimation period as the proxy for presumed 

nondiscretionary accruals. Dechow and Sloan (1991) state that the choice between 

these models depends on whether the discretionary accruals follow a random walk 

(DeAngelo model) or a mean reverting process (Healy model). Dechow et al. (1995) 

presume that variation of nondiscretionary accrual determinants is alike for 

companies in the same industry. Based on this assumption, earnings management 

practices can be detected.  
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The Jones (1991) model attempts to control a firm’s economic circumstances on 

nondiscretionary accruals for the effect of changes. The regression model treats 

nondiscretionary accruals as a constant. In order to control the changes in economic 

circumstances the model is adapted with the changes of total assets and total 

revenues. Moreover, Jones model assumes that revenues are nondiscretionary which 

means that earnings that are managed through discretionary revenues are removed.    

 

The Modified Jones model was created by Dechow et al. (1995). They modified the 

Jones model (1991) by adjusting the changes in revenues with the changes in 

receivables in the event period. The assumption in the Modified Jones model is that 

all changes in credit sales in the event period are a result of earnings management. 

This modification is argued to rule out the effect of manager’s discretion in revenue 

recognition. However, Yoon et al. (2006) found this model to be weak for detecting 

earnings management since the changes in cash sales don’t have a predicted 

relationship with total accruals.  

 

McNichols (2000) reviewed several studies from 1993-1999 and found that the Jones 

model; that was based on aggregate accruals, was used more than any other model 

during those years. These studies found that approach to be a great proxy for 

earnings management. However, despite the popularity of aggregate accrual 

approach, it was criticized for its validity and reliability by e.g. Ibrahim (2009), Kothari 

et al. (2005) and Bernard and Skinner (1996). McNichols (2000) argues that The 

Jones and the modified Jones model give potentially misleading results on earnings 

management behavior and Ibrahim (2009) states that results gained by using these 

models often have measurement errors. Also, Patro and Pattanayak (2014) compare 

several accrual-based models to each other’s. They found that the Jones model and 

the modified Jones model has been used successfully in several developed countries. 

However, these models seem to have little applicability in developing countries, like 

India. Nevertheless, these models are still used by researches to estimate the level of 
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earnings management in companies (Gras-Gil et al., 2016; Martínez-Ferraro et al., 

2016; Bozzolan et al., 2015; Muttakin et al., 2015).   

 

Kothari et al. (2005) changed further the modified Jones model, by developing the 

performance-adjusted modified Jones model. Kothari et al. (2005) found it important 

to improve the model because previous literature suggested that companies with 

extremely high performance are also likely to manage earnings. This performance-

adjusted modified Jones model has also been still used in other studies as well (e.g. 

Litt el al., 2014; Prior et al., 2008). Until 2006 the modified Jones model was the 

commonly used method to calculate earnings management. In 2006 Yoon et al. 

(2006) developed the extended modified Jones model. This model incorporates 

additional variables on top of the modified Jones model because the management 

may use also expenses, not only sales, to manage reported earnings. Thus, i.e. 

retirement expenses, depreciation expenses and current period expenses are added 

to the model. (Yoon et al., 2006) This model works also in a developing country, e.g. 

India (Patro & Pattanayak, 2014). 

 

In addition to these aggregate accrual approaches, earnings management has also 

been examined by studying specific accruals. These models typically focus on a 

specific industry to benefit from industry specific information of institutional 

arrangements, in order to recognize the probable nondiscretionary and discretionary 

behavior of accruals. Banking is a good example of an industry that has specific 

characteristics. (McNichols, 2000) 

 

2.3.2. Detecting real earnings management 

 

Previous research has studied real earnings management through both quantitative 

and qualitative methods. Roychowdhury’s (2006) study is a quantitative analysis. As 

mentioned earlier, the researcher studies earnings management through sales 

manipulation, reductions in discretionary expenditures and overproduction, which are 
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all real manipulation activities. Roychowdhury uses a cross-sectional regression 

model developed by Dechow et al. (1998) to establish normal levels for CFOs 

manipulating sales, production costs and discretionary expenses. Deviations from 

these standard levels are signs of real activities manipulation. In other words, the 

level of earnings management is measured by the difference between the values in 

financial statements and regression analysis estimations.  

 

Graham et al. (2005) conduct a qualitative analysis to study real earnings 

management. They survey more than 400 American CFOs to determine what factors 

are related to reporting accounting information and voluntary disclosures. In addition 

to the survey, they interview 20 senior executives directly to get firsthand knowledge 

from where earnings management and voluntary disclosure decisions are made. 

They state that by using a qualitative analysis the study enables them to focus on a 

broader perspective, rather than focusing on a specific incentive. Graham et al. also 

claim that quality research can provide new patterns or new explanations for existing 

patterns of CFO behavior and additionally, highlight facts that are relatively difficult to 

obtain from archival data. 

 

Jorissen and Otley (2010) employ a case study of two European airlines that into 

bankruptcy. They argue that using a case study approach enables them to get better 

insight into the incentives in contracts that trigger the decision for financial 

misrepresentation. They use both archival company data and interviews with ex-

management teams of both companies. The researchers analyze their data first 

through the existing accounting literature perspective and then, through the 

management theory perspective. The second phase enables them to find 

explanations for observations that existing accounting literature couldn’t explain. 

  



29 
 

 
 

3. CORPORATE SOCIAL RESPONSIBILITY AND EARNINGS 

MANAGEMENT IN PRIOR LITERATURE 

This chapter first explains briefly the concept of Corporate Social Responsibility 

(CSR) and what motivates companies to be committed to it. Then finally this chapter 

provides previous literature on the CSR and earnings management relationship.  

  

3.1. Corporate Social Responsibility  

 

Over the years CSR has gotten numerous definitions since there seems to be a lack 

of an agreed upon definition among researchers. According to Aguinis (2011, p. 855) 

CSR practices are "context-specific organizational actions and policies that take into 

account stakeholders’ expectations and the triple bottom line of economic, social, and 

environmental performance." Elkington (1997) provided one of the main frameworks 

of CSR, called Triple Bottom Line. CSR is divided into three components, which are 

economic, social and environmental responsibility. Company’s business operations 

and corporate culture should be sustainable in all of these three aspects and it can be 

seen in the figure below.  

 

Figure 3. Triple Bottom Line (Elkington, 1997) 
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Carroll (1991) provided another the commonly used concept of CSR, creating a 

pyramid of the four components of CSR. These components are economic, legal, 

ethical and philanthropic responsibilities. Economic responsibility is historically the 

principal role of the corporation, meaning the main purpose is to maximize the 

financial return to shareholders. Legal responsibility is the other fundamental part of 

business. A corporation is expected to abide by laws and regulations, profits should 

be pursued within the framework of the law. Ethical responsibilities contain standards 

and norms the business is expected to meet by consumers, employees, shareholders 

and the community. Philanthropic responsibility means a society wanting the 

corporations to be a good corporate citizen, for example by contributing to arts or 

education. The pyramid of CSR is displayed below. 

 

 

Figure 4. The Pyramid of Corporate Social Responsibility (Carroll, 1991) 

 

Drucker (1984) extended the picture that profitability and social responsibility are 

compatible. The researcher suggested that companies should make sure that their 

Philanthropic 
Responsibilities  

Be a good corporate 
citizen 

Ethical 
Resposibilities 

Be ethical 

Legal Responsibilities 

Obey the law 

Economic Responsibilities 

Be profitable 
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social responsibility practices become also a business opportunity. This perspective 

has matured and become known as strategic philanthropy. Companies practicing 

socially responsible business improve stakeholder satisfaction and additionally, these 

activities positively affect corporate reputation. A positive image towards the 

stakeholders can be build by disclosing information about socially responsible 

corporate behavior and outcomes. (Orlitzky, Schmidt and Rynes, 2003)  

 

CSR can be also seen just as a tool that companies use to portray to the 

stakeholders a better impression of its activities, in other words used as a marketing 

tool to improve the corporate image (Lantos, 2001; Lewis, 2003). However, Morsing 

and Schultz (2006) find that customers can find it distasteful if CSR is used for 

marketing purposes. They argue that companies are more likely to receive negative 

attention the more it advertises CSR. To this day, Corporate Social Responsibility is a 

huge practice that is not really under any official laws or legal bodies. Still it’s 

considered to be a custom that every organization should obey and practice. (Rahim 

et al., 2011)   

 

The CSR categories chosen for this thesis are community, environment, corporate 

governance and employees. These categories are chosen based on previous studies 

on the relationship between CSR and earnings management (e.g. Grougiou et al., 

2014; Hong & Andersen, 2011). The categories have gotten attention also in other 

CSR studies, e.g. Jo and Harjoto (2012) studied the effect governance has on CSR, 

Bussy and Suprawan (2012) investigate the impact of employee orientation on 

financial performance and Lioui and Sharma (2012) focus on environmental CSR. 

Chapter 3 continues by first introducing the reasons for companies to engage in CSR 

and then, describing the results of previous studies on the CSR – earnings 

management relationship. Finally, based on these studies, the research hypotheses 

are formulated.   
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3.2. Reasons for companies to conduct CSR 

 

Carroll (1999) explained that corporations commit to CSR because they’re required to 

be ethical and socially supportive; meaning conducting CSR practices isn’t just to 

generate profits or abide by the laws. Still, probably the most commonly assumed 

benefit from CSR practices is achieving better financial performance in the future. 

However, after decades of research, there still doesn’t seem to be a unanimous 

opinion on whether CSR actually improves or worsens financial performance (Orlitzky 

et al., 2003; Cavaco & Crifo, 2014).  

 

Motivated by the lack of a unanimous opinion CSR has on financial performance, 

Orlitzky et al. (2003) conducted a meta-analysis to study this relationship. They found 

that CSR is positively correlated with financial performance, the relationship seeming 

to be bidirectional and simultaneous. Also Cavaco and Crifo (2014) aim to find a 

consensus for this relationship by conducting panel study of 300 biggest European 

listed companies. Their results show that complementary human resource and 

business behavior actions are positively associated with financial performance. Also 

they found that substitutable environmental and business behavior has a positive 

association with financial performance.  

 

Companies can be both socially responsible and profitable, used correctly 

sustainability can bring new business opportunities, cost savings and increase 

customer confidence. Still, CSR doesn’t lead straight to improved financial 

performance; it’s the result of the management’s actions that take into account at the 

same time company growth and all social groups. (Gazzola, 2012) Bussy and 

Suprawan (2012) argue that companies with good stakeholder relationships; 

especially with employees, are significantly more profitable in the medium term 

compared to competitors. Responsibility can also be merely seen as costs and 

penalties by some investors, which could lead to decreased returns (Lioui & Sharma, 
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2012). This point of view is an example of why CSR can also lead to decreased future 

financial performance.  

 

The traditional view of business is that maximizing profits is the company’s most 

essential task. Nowadays, the traditional view isn’t enough for the stakeholders 

anymore and that’s where the concept of CSR comes in to play. CSR practices have 

a significant positive affect on a consumer’s behavior towards companies. In other 

words, companies could benefit from this enhancement in reputation and brand 

image with regard to consumers and investors. (Rahim et al., 2011) Porter and 

Kramer (2006) argue that companies are socially responsible because it improves 

company image, strengthens the brand, enlivens morale and raises the stock value. 

These are examples of goals companies try to reach by engaging in CSR.   

 

Chatzoudes et al. (2015) investigate if using CSR to improve consumer perceptions 

towards large companies increases the company’s customer base. They found that in 

general Greek consumers have negative perceptions about large companies. 

However, when the consumers believe that the company is genuinely interested in 

their employees, the community and the company continuously aims to contribute to 

the prosperity of the country, a positive perception of the company is established. 

They conclude that in general this means implementing socially responsible policies 

will lead to consumers reacting positively towards the company.  

 

Similarly, Lagace et al. (1991) find that company’s actions toward social and ethical 

behavior positively influence the relationship between customers and the company. 

Fatma et al. (2016) demonstrate that the CSR perception positively impacts customer 

satisfaction after a negative service experience. They find that CSR activities can 

build “moral capital” that generates trust and customer gratification, lowering the 

negative effect of service failures. These studies support the common opinion that 

appearing to be socially responsible helps a company improve their image, and also 
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potentially help them win or sustain a larger customer base than competitors in the 

market. 

 

3.3. Relationship between CSR and earnings management 

 

CSR and earnings management have an interdependent relationship that theories 

like legitimacy, social norm, stakeholder and signaling theory can bring insight to. For 

instance, based on the legitimacy theory earnings management positively impacts 

CSR but according to social norm theory, the connection between these two is 

negative. In the stakeholder theory CSR is seen to positively impact earnings 

management and lastly, according to the signaling framework CSR is dissociated 

from earnings management. (Grougiou et al., 2014) Empirical studies still find 

inconclusive overall results on whether commitment to CSR has a positive or negative 

effect on the quality of financial statements (Chih et al., 2008; Hong & Andersen, 

2011; Kim et al., 2012; Scholtens & Kang, 2013; Litt et al., 2014).  

 

Chih et al. (2008) distinguish four different types of relationships between CSR and 

earnings management. The first is that companies with good CSR practices don’t 

manipulate their earnings, meaning these two have a negative relationship. This 

assumption supports the idea that socially responsible companies are less likely to 

manage earnings (Shleifer, 2004). The second type is that companies with a high 

degree of CSR have a tendency to smooth earnings in order to ensure higher 

earnings predictability, meaning a positive relationship. The third type is also a sign of 

a positive relationship, where CSR might worsen the agency problem and thus 

leading to managers having more incentives to manage earnings. Lastly, CSR might 

not have a relationship with earnings management at all. Based on these 

assumptions, Chih et al. (2008) find that a company committed to CSR doesn’t tend 

to smooth earnings or be interested in loss avoidance actions. However, there is 

openness towards earnings aggressiveness in countries where legal enforcement is 

strong. 
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Similarly, Scholtens and Kang’s (2013) use earnings smoothing and earnings 

aggressiveness as the measurement of the level of earnings management, predicting 

an inverse relationship to exist between CSR and earnings management, as well as 

earnings management and investor protection. They establish that firms with good 

CSR are considerably less likely to engage in earnings management practices. 

Likewise, investor protection has a negative relation with earnings management.  

Martínez-Ferraro et al. (2016) analyze whether companies use CSR strategically to 

avoid the negative attention gained from using earnings management practices. They 

study this relationship using discretionary accruals and find that companies gain 

higher costs of capital and bad reputation because of earnings management 

practices. However, engaging in CSR let’s companies of the hook for their 

management of earnings, by shielding them from higher risk premiums. Their overall 

results show that CSR helps companies avoid negative reputation due to earnings 

management practice and that the market can’t identify when CSR is just used as a 

mask.  

 

However, Calegari et al. (2010) argue that CSR isn’t a tool used to hide from the 

negative effect of earnings management practices; it’s more of a corporate culture 

that influences the will of the company to report high quality financial reports. 

Therefore, CSR improves to the quality of earnings reporting by changing the 

corporate culture away from the manipulation of earnings. They also find that by 

having better quality reported earnings, CSR indirectly affects firm value positively; 

through high quality earnings. 

 

Muttakin et al. (2015) investigate the relationship between CSR disclosures and 

earnings quality, which is again measured by discretionary accruals. Their results 

show a positive relation between CSR disclosures and earnings management in 

export-oriented industries and a negative relation in emerging economies. Similarly, 

Yip et al. (2011) examine whether CSR disclosure has an influence on the level of 



36 
 

 
 

earnings management, measured by discretionary accruals. They also find both a 

positive and negative relation between CSR and earnings management. They find 

that CSR and earnings management have a positive (substitutive) relationship in the 

food industry and a negative (complementary) one in the oil and gas industry.  

 

Prior et al. (2008) conduct a multi-national study to argue that managers who 

manipulate earnings resort to CSR practices, in order to deal with earning 

management caused by stakeholder activism. Managers believe showing the 

company has social and environmental awareness to fulfill the stakeholder’s interests, 

reduces the risk of being scrutinized for earnings management practices. Prior et al. 

(2008) find that there is in fact a positive impact of earnings management practices on 

CSR. The explanation for this positive connection is that CSR is used to satisfy 

stakeholders to avoid or control stakeholder activism caused by earnings 

management practices. Thus, there’s more CSR, when there’s more earnings 

management. Furthermore, their study provides evidence that earnings management 

and CSR practices together impact negatively the company’s financial performance. 

 

Bozzolan et al. (2015) analyze whether a company’s CSR orientation has an effect on 

the choice between real earnings management and accrual-based earnings 

management. Real earnings management is measured following Roychowdhury’s 

(2006) study, meaning abnormal production costs and abnormal discretionary 

expenses are signs of real manipulation activities. Their results indicate that CSR 

oriented companies are more likely to engage in accrual-based earnings 

management, largely because real activities are more costly. Furthermore, their 

results indicate that in comparison CSR discourages real earnings management 

practices more.  

 

Kim et al. (2012) examine whether socially responsible companies deliver more 

reliable and transparent financial information to stakeholders. They measure both 

accrual-based and real earnings management; abnormal production costs, abnormal 
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operating cash flows and abnormal discretionary expenses. Their findings support the 

assumption that commitment to CSR leads to a smaller possibility of aggressive 

earning management done via discretionary accruals or manipulation of real 

activities. They find that CSR has an important part in constraining earnings 

management and that ethics may be a motivational factor for managers to produce 

better quality financial statements. Similarly, also Hong and Andersen (2011) 

measure both accrual-based and real earnings management. They hypothesize that 

in non-financial U.S. firms, CSR has a positive relation with accruals quality but a 

negative relation with real earnings management. Their findings support both of their 

hypotheses; they find a negative relation with all three real activities. Thus, their 

findings suggest that CSR improves earnings quality and decrease activity-based 

earnings management, both improving the quality of financial statements.   

 

Litt et al. (2014) focus on the relationship between environmental initiatives and 

earnings management using a sample of 2095 U.S. firm observations. They claim 

that environmentally conscious firms are more closely monitored. Thus, in the fear of 

ruining the company’s reputation or the risk of litigation, they’re not as motivated to 

manipulate earnings. Their results provide further evidence that engagement in 

environmental initiatives means that firms are also less likely to manage their 

earnings through discretionary accruals. Additionally, they argue that firms that are 

environmentally responsible have fewer motives to manage earnings in the pursuit of 

better financial performance.  

 

Similarly, Heltzer (2011) studies the relationship between earnings manipulation and 

corporate environmental responsibility. Her results indicate that companies with at 

least one environmental concern are relatively more likely to engage in a higher level 

of earnings management. However, having at least one environmental strength 

doesn’t affect the level of earnings manipulation. In addition, the results support 

previous studies on a larger CSR scale as well; socially responsible companies are 
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not as likely to hide unflattering earnings, since they’re more concerned with 

stakeholder relationships. 

  

Choi et al. (2013) study if corporate governance practices have an effect on the 

manager’s intention on promoting corporate social responsibility in Korean chaebol 

companies. These chaebol companies are chosen because they’re mostly controlled 

by rich founding families. Thus, the other object of the study is to see if the company’s 

ownership affects the governance structures. They find that these chaebol companies 

might use CSR to conceal their poor quality financial statements. However, their 

overall results suggest a negative correlation between CSR and the level of earnings 

management.  

 

In line with these other previous studies, Gras-Gil et al. (2016) also find empirical 

results from Spanish firms to support the assumption that CSR activities have a 

negative impact on earnings management. They also use discretionary accruals to 

measure earnings management. Being socially responsible means a firm cares more 

about long-term relationships with stakeholders, rather than just trying to maximize 

profits in the short-term.   

 

The results from the different studies on the earnings management – CSR 

relationship described in this chapter can be observed below from Table 1. As already 

explained, most of the studies find at least one kind of a positive relationship between 

earnings management, meaning higher CSR values in a company lead to less 

earnings management.  

 

In addition to the results, the method and the earnings management measure used to 

study the relationship between these two can be observed from the table. From the 

table it’s clear that the majority of studies use discretionary accruals to proxy earnings 

management. Most of the studies also conduct their research by running a regression 

analysis between CSR and their chosen proxy for earnings management.   
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Table 1. Previous studies on the CSR - EM relationship 

 

 

3.4. Hypothesis development 

 

The previous chapter described the results obtained from prior studies on the 

relationship between CSR and earnings management, these results are also 

summarized in table 1. Most of the previous studies focus on using discretionary 

accruals as the measurement for earnings management. There are some studies that 

Authors Title Method EM proxy Results

Gras-Gil et al. (2016)

Investigating the relationship between 

corporate social responsibility and 

earnings management: Evidence from 

Spain

Regression analysis Discretionary  accruals

There's a negative impact of corporate social responsibility practices 

on earnings management. Engaging in socially responsible activities 

not only improves stakeholder satisfaction, but also has a positive 

effect on corporate reputation.

Martínez-Ferrero et 

al. (2016)

Corporate Social Responsibility as a 

Strategic Shield Against Costs of 

Earnings Management Practices

Generalised method of moments 

(GMM) method
Discretionary  accruals

CSR strategy is positively valued by investors and other stakeholders. 

CSR has a positive effect on corporate reputation and lowers the cost 

of capital.

Bozzolan et al. 

(2015)

Corporate Social Responsibility and 

Earnings Quality: International 

Evidence

2SLS regression

Discretionary accruals & sum 

of abnormal production costs 

and abnormal discretionary 

expenses 

CSR-oriented companies are less likely to engage in the more costly 

but harder to detect earnings management strategy. CSR-oriented 

firms are less likely to engage in REM than in AEM. CSR orientation 

acts as a constraint for REM.

Martínez-Ferrero et 

al. (2015)

A Bidirectional Analysis of Earnings 

Management and Corporate Social 

Responsibility: The Moderating Effect 

of Stakeholder and Investor Protection

Generalised method of moments 

(GMM) method.
Discretionary  accruals

Socially responsible firms are less likely to manage their earnings and 

so their financial statements provide better quality information.

Muttakin et al. 

(2015)

Corporate social responsibility 

disclosures and earnings quality
Regression analysis Discretionary  accruals

There's a positive relation between CSR disclosures and earnings 

management in export-oriented industries and a negative relation in 

emerging economies

Grougiou et al. 

(2014)

Corporate social responsibility and 

earnings management in U.S. banks
2SLS regression

Loan loss provisions (LLPs) & 

realized securities gains and 

losses (RSGLs)

Engagement in EM practices leads to being involved in CSR 

activities. The degree of a bank’s commitment to CSR is not 

associated with the quality of financial reporting.

Litt et al. (2014)
Environmental initiatives and earnings 

management.
Regression analysis Discretionary  accruals

There's a negative association between environmental initiatives and 

EM. Firms engaged in environmental initiatives are less likely to 

manage earnings via discretionary accruals.

Choi et al. (2013)

Corporate Social Responsibility, 

Corporate Governance and Earnings 

Quality: Evidence from Korea

2SLS regression Discretionary  accruals

CSR ratings are negatively correlated with the level of earnings 

management. CSR practices can be abusively used by firms to conceal 

their poor earnings quality.

Scholtens & Kang 

(2013)

Corporate Social Responsibility and 

Earnings Management: Evidence from 

Asian Economies

Multiple regression analysis
Earnings smoothing and 

earnings aggressiveness

Asian firms with relatively good CSR are engaged significantly less 

with earnings management. 

Kim et al. (2012)
Is Earnings Quality Associated with 

Corporate Social Responsibility?

Multiple regression and logistic 

regression

Discretionary accruals, 

abnormal cash flows from 

operations, abnormal 

production costs & abnormal 

discretionary expenses

Socially responsible firms are less likely to manage earnings through 

discretionary accruals or to manipulate real operating activities

Heltzer, W. (2011)

The asymmetric relationship between 

corporate environmental responsibility 

and earnings management Evidence 

from the United States

The statistical significance of all 

tests are based upon two-tailed p-

values

Discretionary  accruals
Socially irresponsible firms are more likely to hide unfavorable 

earnings.

Hong & Andersen 

(2011)

The Relationship Between Corporate 

Social Responsibility and Earnings 

Management: An Exploratory Study

Time-series regression analysis

Discretionary accruals, 

abnormal cash flows from 

operations, abnormal 

production costs & abnormal 

discretionary expenses

Socially responsible firms have higher quality accruals and less 

activity-based EM, both of which impact financial reporting quality.

Yip et al. (2011)

Corporate Social Responsibility 

Reporting and Earnings Management: 

The Role of Political Costs

Regression analysis Discretionary  accruals

CSR reporting and EM have a negative (complementary) relationship 

in the oil and gas industry and a positive (substitutive) relationship in 

the food industry.

Calegari et al. (2010)
Corporate Social Responsibility and 

Earnings Reporting
Regression analysis Discretionary  accruals

CSR represents a firm's corporate culture which positively enhances 

earnings reporting quality, firms with higher CSR activities have  

lower discretionary accruals which enhance earnings reporting quality.

Chih et al. (2008)

Corporate Social Responsibility, 

Investor Protection, and Earnings 

Management: Some International 

Evidence

Regression analysis

Earnings smoothing, earnings 

aggressiveness & earnings 

losses and decreases avoidance

Firms committed to CSR don't tend to smooth earnings or be 

interested in loss avoidance actions. 

Prior et al. (2008) 

Are Socially Responsible Managers 

Really Ethical? Exploring the 

Relationship Between Earnings 

Management and Corporate Social 

Responsibility.

Regression analysis Discretionary  accruals
EM practices are positively related to CSR, because CSR is used to 

prevent stakeholder activism caused by EM practices.
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use both accrual-based and real earnings management, comparing the effects 

between these two. However, there aren’t as many studies that use just real activities 

manipulation as the measurement. Consistent with prior studies by Gras-Gil et al. 

(2016), Martínez-Ferraro et al. (2015), Litt et al. (2014), Choi et al. (2013), Scholtens 

and Kang (2013) and Heltzer (2011) on this relationship; the first hypothesis of this 

thesis is formulated as follows: 

 

H1: There’s a negative relationship between CSR and earnings management 

 

Hypothesis 1 concerns earnings management practices in general, meaning both 

accrual-based and real activities manipulation. Thus, it can be hypothesized in 

general there to be a negative relation between these two variables. Prior studies 

have found also positive relationships between these two, depending on other factors 

influencing the relationship as well. For example, Prior et al. (2008) found a positive 

connection. Still most of the studies always find at least one kind of a negative 

relation.  

 

In addition, earnings management practices reduce the quality of financial statements 

(Leuz et al., 2003) and thus, can’t be an action a socially responsible company 

makes. Companies committing to socially responsible actions want to provide high 

quality financial statements, in order to foster good long-term relationships with 

stakeholders (Gras-Gil et al., 2016; Kim et al., 2012; Prior et al., 2008).  

 

The next two hypotheses focus on studying if the type of earnings management 

affects the direction of the relationship. On this matter previous studies haven’t given 

a completely clear and unanimous answer either. However, since most of the studies 

use just discretionary accruals and find that there exists a negative relation, it can be 

hypothesized that accrual-based earnings management is negatively associated with 

CSR. Thus the second hypothesis is: 
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H2: Accrual-based earnings management is negatively related to CSR commitment.  

 

Following Roychowdhury (2006) real activities manipulation is measured by abnormal 

levels of operating cash flows (sales manipulation) and abnormal levels of production 

costs (overproduction). Hong & Andersen (2011) hypothesized a positive relationship 

between accruals quality and CSR and a negative relationship between CSR – real 

activities manipulation. Their results supported both of these hypotheses. They found 

a negative relationship between CSR and both sales manipulation and 

overproduction. Bozzolan et al. (2015) found that CSR orientated companies are less 

likely to engage in real activities manipulation than in accrual-based manipulation of 

earnings. They also found a negative relationship with both, but the negative impact 

of CSR was stronger with real activities. Their study didn’t show the relationship 

individually with all real activity variables. Thus, it’s impossible to know if the 

relationship was positive with some of the real manipulation methods. Kim et al. 

(2012) find a positive relationship with sales manipulation and a negative relationship 

with overproduction. Their overall real activities manipulation results showed a 

positive relationship with CSR. Based on these studies, the last hypothesis is: 

 

H3: Sales manipulation and overproduction have a differing relationship with CSR, 

the relationship still remaining negative with overall real earnings management. 

 

Hypothesis 3 means that based on Hong & Andersen’s (2011) and Bozzolan et al.’s 

(2015) studies; the overall relationship with real activities manipulation and CSR is 

negative. However, Hong and Andersen (2011) and Kim et al. (2012) found the 

directions of the relationship to change between the different real activities used as a 

proxy. Therefore, the third hypothesis also predicts that the relationship is complex 

when comparing sales manipulation and overproduction results.  
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4. METHODOLOGY AND DATA COLLECTION 

This chapter first presents data collection and then the estimation models used to 

detect the level of accrual-based earnings management, sales manipulation and 

overproduction. Finally the two-stage least squares (2SLS) regression method is 

introduced. This method is used to make sense of the relationship between CSR and 

earnings management.  

 

4.1. Data collection 

 

Empirical data used to detect earnings management practices is obtained from 

Thomson One database and CSR data is obtained from MSCI ESG Research 

database. The sample includes companies listed in the Helsinki Stock Exchange 

between the years 2011 and 2015. All financial institutions (two-digit SIC codes 60-

67) are excluded from the sample because these companies have special legislative 

restrictions (Navarro-García & Madrid-Guijarro, 2014). Which means; all banks, 

insurance companies and other financial institutions are excluded from the sample.  

 

Table 2. Sample CSR variables 

 

 

The proxy for CSR is compiled using community, employee, environment and 

governance data from MSCI ESG Research database. The database collects data 

from responsible research firms, well-known indexes, publications and government 

agencies. The database gives these variables a value between 0-100, 100 being the 

being the best score. As can be seen above from table 2, the CSR median values are 

Environment Employees Community Governance CSR average

2015 34 65,00 69,50 61,67 60,17 64,56

2014 32 64,33 67,83 56,33 60,33 64,25

2013 32 55,33 67,33 58,00 57,33 58,71

2012 34 54,17 62,00 57,17 55,17 56,92

2011 32 59,67 58,67 54,00 57,17 58,58

Year
No. of 

companies

Median values of the CSR variables
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all above 50 during all five years. The employees -variable has the highest median 

values and community -variable has lowest median values. The estimation models 

use average CSR variable in order to see the overall CSR relationship. Because all of 

the four CSR variables are roughly the same, the average of all CSR variables can be 

observed without it being too far of the original values.  

 

All relevant values used in the three regression models are required for a company 

included in the sample. Thus, companies that have missing values for any of the 

relevant variables in the model are excluded from the sample. All of the models also 

require company data from the previous year or the last two years. Missing values 

during these years also lead to the company being excluded from the sample. 

Therefore, the companies used in the sample may differ depending on the year. The 

final sample includes 3 792 firm-year observations for the entire data. 

 

Table 3. Sample distribution of industries 

 
 

Table three shows the distribution of industries in the sample. These industries used 

in the sample came from the MSCI ESG Research database and the second column 

shows the industries of all of the companies listed in Nasdaq Helsinki (Nasdaq, 2017). 

Nasdaq Helsinki had 118 listed non-financial companies at time. The table has been 

made from the entire sample, years from 2011 to 2015. The table shows that nearly 

Industry Sample Nasgaq Helsinki

Basic materials 18,29 % 12,61 %

Consumer goods 10,98 % 11,76 %

Consumer services 10,37 % 11,76 %

Health care 6,10 % 5,88 %

Industrials 38,41 % 36,97 %

Mining 1,83 % 0,84 %

Oil & Gas 3,05 % 0,84 %

Technology 4,88 % 15,97 %

Telecommunications 3,05 % 2,52 %

Utilities 3,05 % 0,84 %

100,00 % 100,00 %
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40 percent of the companies in the sample are in the industrial industry. Other 

significant industries in this sample are basic materials, consumer goods and 

consumer services. When comparing the sample to the industries of all companies 

listed in Nasdaq Helsinki; financial companies excluded, the sample is focused on 

mainly the same industries. The main difference between the sample and all of the 

companies listed in Nasdaq Helsinki is the technology industry. Only a little less than 

5% of the companies in the sample are from the technology industry, when the overall 

amount with all companies is close to 16%. 

 

4.2. Estimation models  

This chapter includes the three estimation models used to calculate accrual-based 

earnings management (AEM) and real earnings management (REM). The second 

part includes the control variables. The results from the three estimation models are 

then used in the 2SLS estimation model; explained in the third sub-chapter. 

 

4.2.1. Models to detect earnings management  

 

The cross-sectional modified Jones model (Dechow et al., 1995) is used to detect 

accrual-based earnings management. Discretionary accruals are used as a proxy for 

earnings management. Since not all accruals are discretionary, a model is needed to 

separate the discretionary component, in order to resolve if earnings management is 

present. Discretionary accruals are defined as total accruals minus estimated non-

discretionary accruals. Following Dechow et al. (1995), the accrual component of 

earnings is computed as: 

 

                                                                                                       (1) 

where, 

TAt   = total accruals in year t 

ΔCAt  = change in total current assets in year t 
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ΔCasht = change in cash and cash equivalents in year t 

ΔCLt  = change in current liabilities in year t 

ΔSTDt  = change in debt included in current liabilities in year t 

Dept  = depreciation and amortization expense in year t 

 

Now to estimate the nondiscretionary portion of accruals, the modified Jones model is 

used. This model is still nowadays very commonly used, e.g. Martínez-Ferraro et al. 

(2016), Heltzer (2011) and Hong and Andersen (2011) used the model in their 

research studies. As in the Jones model (1991), the Modified Jones model aims to 

control for effects of changes in a company’s economic circumstances on 

nondiscretionary accrual. However, in the Modified Jones model it´s presumed that 

not all sales are necessarily non-discretionary. Which is why, Dechow et al. (1995) 

added changes sales minus accounts receivable to the model, to portray company 

growth. A regression is run on this model, the residuals from the model are 

considered to be the discretionary portion of accruals. The model formula is: 

 

   

    
     

 

    
     

           

    
     

    

    
                                              (2) 

 

where, 

TAt = total accruals in year t 

At-1 = total assets at year t-1 

ΔREVt = change in revenues at year t (REVt–REVt-1) 

ΔRECt = change in net receivables at year t (RECt–RECt-1) 

PPEt = gross property, plant and equipment at year t 

εt = Error term 

 

Following Roychowdhury (2006); abnormal levels of operating cash flows and 

production costs are signs of sales manipulation and overproduction. Thus, sales 

manipulation and overproduction are used to detect real earnings management. The 

sales manipulation model developed by Dechow et al. (1998) is:   
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                                                (3) 

 

where 

CFOt = cash flow from operations in year t 

St = sales in year t 

ΔSt = sales change in year t (St–St-1) 

Other variables have been already explained. 

 
Dechow et al.´s (1998) model treats normal cash flows from operations in the current 

period as a linear function of sales and change in sales. In order to estimate the 

model, a cross-sectional regression is run. When sales manipulation occurs, the 

normal sales levels are increased momentarily, through e.g. price discount 

campaigns or more lenient credit terms.     

 

As in the determination of sales manipulation, also overproduction is detected by 

applying the model developed by Dechow et al. (1998). The model determines 

production costs as follows: 

 

                                                                                                                                       (4) 

 

where, 

PRODt = production costs in year t 

COGSt = cost of goods sold in year t 

ΔINVt  = change in inventory in year t (INVt–INVt-1). 

 

The model for normal COGS is determined as: 

     

    
         

 

    
    

  

    
                                                                     (5) 
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Furthermore, change in inventory in the model is determined as: 

 

     

    
        

 

    
     

   

    
     

     

    
                                                  (6) 

 

where, 

ΔSt = sales change in year t 

ΔSt-1 = sales change in year t-1. 

 

Since production cost is determined by adding COGS and ΔINV, normal production 

costs can be estimated by combining equations 5 and 6. Thus, the regression can be 

run as: 

 

     

    
         

 

    
     

  

    
     

   

    
     

     

    
                        (7) 

 

All the variables have been explained already in previous equations.  

 

In order to estimate equation 7, a cross-sectional regression is run, similarly as in the 

estimations of sales manipulation and accrual-based earnings management.  

 

4.2.2. Control variables 

 

Control variables that are expected to affect the incentives and constraints involved in 

the earnings management decision are added to the analyses. Larger companies are 

more likely to avoid negative publicity and thus, they may manage their earnings 

more. Therefore, firm size is one control variable, measured as the log of total assets. 

Also company´s profitability is one the biggest incentives to engage in earnings 

management practices. Therefore, Return on Assets (ROA) is the second control 

variable used in the analyses. 
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4.2.3. Method used to examine CSR – earnings management relationship  

 

According to previous literature (see e.g. Bozzolan et al., 2015; Kim et al., 2012; Prior 

et al., 2008) OLS estimation might be vulnerable to endogeneity, making the OLS 

estimators biased. Endogeneity problem occurs when one of the explanatory 

variables correlates with the error term. To address this endogeneity problem a linear 

Two-stage least squares regression (2SLS) is estimated. Thus, this approach is used 

to examine the relationship between CSR and earnings management. In addition, the 

Durbin–Wu–Hausman test for endogeneity is run to make sure that the 2SLS 

estimators are superior to the OLS estimators, since endogeneity makes the OLS 

models inconsistent. 

 

The purpose of this thesis is to study empirically how corporate social responsibility 

affects the level of earnings management. The results from earlier estimations of 

accrual-based earnings management, sales manipulation and production costs are 

used in this 2SLS regression. In order test the effect of CSR orientation with the 

company’s earning management practices; either AEM or REM. The following 2SLS 

regression is estimated: 

 

                                                                                                             (8) 

 

This regression estimates the relationship between earnings management and the 

different CSR variables, including the models for both accrual-based and real 

earnings management. EMALL combines the three earnings management proxies 

estimated based on equations 2, 3 and 7. Hence, hypothesis 1 can be analyzed 

based on this 2SLS regression. The control; ROA and firm size, variables are used as 

the instruments in the estimations.  

 

                                                                                                         (9) 

                                                                                                       (10) 
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                                                                                              (11) 

                                                                                                (12) 

 
 
In order to be able to answer the second and third hypotheses of this thesis, the 2SLS 

regressions are run separately for accrual-based, sales manipulation and 

overproduction. Thus, it’s possible to see does the relationship differs between 

accrual-based and real earnings management. These models are also estimated for 

all four CSR variables separately and the average CSR. Equations 9-12 are 

estimated for each year and each CSR variable. Equation 10 has combined the 

estimated values of sales manipulation and overproduction to portray an overall 

picture of real earnings management. Also in these estimations, the control variables 

are used as the instrument variables between earnings management and CSR.  
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5. RESULTS 

The fifth section presents the empirical results obtained from sample distribution and 

the 2SLS regression analysis. The section begins with analysis of the descriptive 

statistics and the correlation matrix between main variables in this thesis. Then the 

empirical results from the regression analysis of the relationship between CSR and 

earnings management are presented. This discussion is divided into two sub-sections 

based on the two research questions of this study. The first sub-section analyzes the 

overall relationship between CSR and earnings management, the second one 

compares the effects of accrual-based and real earnings management on CSR.  

 

5.1. Descriptive statistics and correlation matrix 

 

This chapter analyses the sample data based on descriptive statistics and the 

correlation matrix of the important variables used in this thesis. Table 4 presents the 

descriptive statistics from the entire sample, including the entire time period from 

2011 to 2015. Table 4 includes the three earnings management variables, the four 

CSR variables and the two control variables.  

 

Table 4. Descriptive statistics 

 

 

Variables N Mean Median SD Min Max

Accrual 164 0,000 -0,003 0,104 -0,721 0,513

Sales manipulation 164 0,000 -0,016 0,071 -0,168 0,234

Overproduction 164 0,000 0,028 0,177 -0,549 0,618

Environment 164 57,636 58,833 10,011 25,000 79,000

Community 164 58,124 57,167 8,281 42,667 80,000

Employees 164 64,353 65,000 9,206 41,000 84,000

Governance 164 57,589 58,000 5,971 39,333 73,333

Overall CSR 656 59,426 59,333 8,951 25,000 84,000

Size 164 7,689 7,655 1,248 4,018 10,445

ROA 164 7,020 5,630 6,981 0,320 68,520

Overall sample
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Table 4 shows that the mean value of the overall CSR variable is 59,426 on scale 

between zero and 100. Between the four CSR variables, the sample companies have 

the lowest mean value in governance (57,589) and the highest in employees 

(64,353). The CSR values vary between 25 and 84 out of 100. The earnings 

management values are between -0,549 and 0,618. A higher magnitude of the 

earnings management variable indicates a greater level of earnings management 

present at the company.    

   

Table 5. Pearson correlations  

 

 

The correlation matrix in table 5 shows that the overall earnings management variable 

has a positive correlation with all four CSR variables and the average CSR mostly at 

the 5% significance level. These results contradict the first hypothesis, which predicts 

a negative relationship between these variables. The positive correlation between 

these variables means that higher levels of earnings management practices are 

associated with a higher commitment to CSR practices, and vice versa. Surprisingly 

sales manipulation has a contradictory relationship with all of the explanatory 

variables.   

 

The variations with accrual-based earnings management show a positive correlation 

with the average CSR (r=0.07358), which point to the relationship being the opposite 

than hypothesis 2 predicts based on research. Sales manipulation has a negative 

correlation with all four CSR variables and the average CSR (r=-0.11936) and 

1 2 3 4 5 6 7 8 9 10 11 12

1 EM_ALL 1

2 REM 0.82366* 1

3 Accrual 0.50389* 0.07480 1

4 Sales manipulation -0.10420 -0.03171 -0.13493** 1

5 Overproduction 0.78004* 0.90712* -0.01004 -0.44942* 1

6 Environment 0.15915* 0.11607 0.10306 -0.05090 0.12517 1

7 Community 0.13651** 0.10421 0.08131 -0.16039* 0.16068* 0.53345* 1

8 Employees 0.21516* 0.23392* 0.02204 -0.07498 0.24064* 0.46081* 0.73947* 1

9 Governance 0.08682 0.09043 0.01493 -0.11918 0.13101** 0.70012* 0.32397* 0.41426* 1

10 CSR_AVE 0.19244* 0.17385* 0.07358 -0.11936 0.20565* 0.84195* 0.82398* 0.82594* 0.71760* 1

11 Size 0.18938* 0.14695* 0.10919 -0.14334** 0.19169* 0.14800* -0.20247* 0.09829 0.26742* 0.08498 1

12 ROA -0.18805* 0.00464 -0.33775* 0.43666* -0.17972* -0.15123* -0.18076* -0.07391 -0.09573 -0.15707* 0.00148 1

Values are significant at

* 5 per cent level

** 10 per cent level
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overproduction has a positive correlation with all four CSR variables and the average 

CSR (r=0.20565). Therefore, these results primarily support the third hypothesis by 

showing that the two real activities manipulation methods have opposite relationships 

with CSR variables.    

 

These results show that there’s a lot of variation in the data. Based on the correlation 

matrix, it can be preliminary supposed that sales manipulation has a negative 

relationship with CSR and overproduction has a positive relationship with CSR. 

However, accrual-based earnings management has contradictory correlations with 

CSR, compared to results from previous studies. Also from table 5 can be observed 

that there should be a low probability of multicollinearity, since the correlations 

between explanatory variables are for the most part less than 0.5. There’s a higher 

correlation between the CSR variables but they’re not in the same estimation models. 

Thus, the data seems to be fit for the estimation of the regression models. The results 

from the regression estimations are presented in the next section.  

 

5.2. Results from the 2SLS regression 

 

This chapter analyses the results from the two-stage least-squares regression. First 

the results from the overall relationship between earnings management and CSR 

variables are analyzed. Then the relationship between the accrual-based model, 

sales manipulation and overproduction models are compared. The final chapter 

summarizes the main results. 

 

5.2.1. Overall relationship between earnings management and CSR 

 

Table 6 presents results for the overall relationship between earnings management 

and CSR by estimating equation 8. The results of table 6 clearly show a negative 

relationship between overall earnings management variable and all four CSR 
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variables and the average CSR. The results don’t show a very strong negative 

relationship, e.g. the relationship between the average CSR and Governance is -

0.001 (p<0.1). However, still these results indicate that the higher the level of 

earnings management is, the lower the value of the CSR is. The strength of the 

relationship doesn’t vary much between the different CSR variables, it’s 

approximately the same. These results support the first hypothesis, by stating the 

negative association between the management’s manipulation of earnings and the 

company’s level of commitment to socially responsible actions. These results gain 

support from previous research from Gras-Gil et al. (2016), Martínez-Ferraro et al. 

(2015), Choi et al. (2013), Scholtens and Kang (2013) and Heltzer (2011). 

Furthermore, the study by Litt et al. (2014) provides support for the negative relation 

between environmental responsibility and earnings management.  

 

Overall earnings management practices have mostly a negative association with the 

company’s return on assets, during 2011-2014. This indicates that the manipulation of 

earnings doesn’t actually improve the company’s profitability, but actually makes it 

worse, these results being statistically significant during 2011-2013. Only during 2015 

there seems to be a positive relationship but it’s not statistically significant.  

 

The relationship between earnings management and company size; measured by 

lagged total assets, is for the most part positive, 2015 being the exception. This 

supports the assumption that larger companies are more likely engage in earnings 

management (Kim & Yi, 2006). Studies that focus on the CSR – earnings 

management relationship Martínez-Ferraro et al. (2015) and Choi et al. (2013) get 

similar results for the effect of company size on the level of earnings management.  

 

ROA has an opposite relationship with earnings management during all the years 

except for 2015, meaning there is a negative relationship with ROA and earnings 

management. Kothari et al. (2005) and Cornett et al. (2008) found that earnings 

management practices are common in companies performing poorly. Poor 
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performance leads to companies managing their earnings in an opportunistic manner 

in order to report better earnings. Scholtens and Kang (2013) found ROA to have a 

similar relationship with earnings management, when estimation the relationship with 

CSR. 

 

For each of the models, the Durbin–Wu–Hausman endogeneity test is performed to 

check if the 2SLS regression is needed. The results from the Durbin–Wu–Hausman 

test confirm that the explanatory variables correlate with the error term. Thus, making 

the models endogenous and establishing the 2SLS approach the appropriate method 

to be used in the analysis. Table 6 shows that these results are statistically significant 

at the one per cent level for each year.  
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Table 6. Overall results from the 2SLS regression 

 

Coef. t value

Environment -0.00086** -1.16

Community -0.00071** -1.19

Employees -0.00078** -1.19

Governance -0.00100** -1.21

CSR_AVE -0.00002* -11.48

Size -0.00004** -2.47

ROA 0.000254 45.99

Environment -0.00124 -0.74

Community -0.00071 -0.75

Employees -0.00090 -0.73

Governance -0.00121 -0.78

CSR_AVE -0.00096 -0.75

Size 0.008596 0.81

ROA -0.00112 -0.55

Environment -0.00092 -0.46

Community -0.00054 -0.47

Employees -0.00071 -0.47

Governance -0.00079 -0.48

CSR_AVE -0.00071 -0.47

Size 0.007698 0.69

ROA -0.00212* -2.41

Environment -0.00129* -0.67

Community -0.00084 -0.67

Employees -0.00091 -0.65

Governance -0.00126 -0.67

CSR_AVE -0.00103 -0.67

Size 0.008851 0.78

ROA -0.00136* -0.50

Environment -0.00025 -0.17

Community -0.00019 -0.17

Employees -0.00023 -0.17

Governance -0.00025 -0.17

CSR_AVE -0.00023 -0.17

Size 0.004464 0.46

ROA -0.00352* -1.96

Values are statistically significant at 

* 5 per cent level

** 10 per cent level

Year Variables
EM_ALL

2015

2014

Adj R-sq F-stat Endogeneity

0.06 1.94 <.0001

<.00013.46

<.00010.380.022012

2011

<.00010.74-0.02

0.13

<.00010.38-0.04

2013
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5.2.2. Accrual-based vs. real earnings management relationship with 

CSR 

 

This section analyses the differences in the relationship with CSR and earnings 

management, based on the type of the practiced manipulation method. These results 

are based on equations 9 to 12 presented in chapter 4.2.3. The comparative results 

are presented below in table 7. Though the table presents results from all five years, 

there doesn’t seem to be significant differences between the years. The first column 

of data presents estimation results from the accrual-based model and the last three 

represent the estimation results from the real earnings management estimations. The 

Durbin–Wu–Hausman test for endogeneity has been done for all of these models as 

well. Similarly, these models are endogenous significantly at the one per cent level, 

thus making the 2SLS estimation necessary.   

 

The estimation results from the accrual-based earnings management are similar to 

the results obtained from the overall earnings management estimation. Accrual-based 

earnings management practices are negatively connected to socially responsible 

practices. These results are also consistent with studies by Gras-Gil et al. (2016), 

Martínez-Ferraro et al. (2015), Choi et al. (2013), Scholtens and Kang (2013) and 

Heltzer (2011). In addition, also studies comparing the results with different types of 

earnings management provide support for the negative association with accruals (e.g. 

Bozzolan et al., 2015; Kim et al., 2012). Only in 2013 the results showed an opposite 

connection, meaning a positive relationship between accrual-based earnings 

management and all of the CSR variables. However these results aren’t statistically 

significant. The negative connection between accrual-based earnings management 

and CSR has statistically significant (p<0.1) results in 2015 and 2012. There aren’t 

many differences between the CSR variables, the direction of the relationship doesn’t 

change but the connection is a little bit stronger in some of them. These results 

support the second hypothesis by confirming that CSR activities reduce the amount of 

earnings management in a company.  
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Accrual-based earnings management has mostly a positive relationship with ROA 

and company size. These results indicate that large companies with good earnings 

performance are more likely to engage in accounting based earnings management. 

Bozzolan et al.’s (2015) research supports these connections. When, Kim et al.’s 

(2012) results solely support the positive connection with ROA.   

 

Similar to accrual-based estimation results, also overproduction and CSR appear to 

have a negative connection. Overproduction has a negative relationship with CSR 

during all five years, the results being statistically significant during 2013 and 2011. 

Also, Hong and Andersen (2011) and Kim et al. (2012) find supporting results for the 

negative association with overproduction and CSR. The negative connections aren’t 

very strong; it’s on average about -0.003. However, still the results indicate that CSR 

is lower in company’s striving to increase their sales by temporarily producing more 

than needed. On average the negative relationship is stronger between 

overproduction and CSR than with accrual-based earnings management. However, 

the difference in strength is only 0,001389, calculated based on the average CSR 

variable. 

 

The relationship between overproduction and return on assets (ROA) is negative 

during the estimation time period, except for 2013. These results are statistically 

significant at the 5% level. This negative relationship signals that companies with 

worse earnings performance are less likely to overproduce. Overproduction and 

company size have a positive relationship, in 2011 the relationship being statistically 

significant. These results indicate that larger companies are more likely to manage 

earnings by producing more than needed. Kim et al. (2012) and Bozzolan et al. 

(2015) found similar relationships with ROA and firm size, supporting both of these 

results.  

 

Sales manipulation has a positive relationship with CSR variables during all five years 

of estimation, results being statistically significant in 2011. These results demonstrate 
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that corporate responsibility can be high when increasing sales temporarily by for 

example giving discounts. The connection is little bit less strong when compared to 

overproduction, e.g. the environment variable in 2015 for sales manipulation is 

0.000632 and for overproduction it’s -0.00260. These results are consistent with Kim 

et al.’s (2012) study; they also found a positive relationship with sales manipulation. 

 

Sales manipulation and ROA have a positive relationship during all five year and all 

results are statistically significant (p<0.05). These results in turn show suggest that 

better earnings performance is likely to lead to a lower level of sales manipulation. In 

contrast, sales manipulation has a negative relation with company size, these results 

are statistically significant in 2011, 2012 and 2015 (p>0.05). Meaning smaller 

companies would be more likely to manage earnings by e.g. price discounts. The 

relationship with ROA is consistent with Kim et al. (2012) and Bozzolan et al. (2015) 

studies.    

 

These results from sales manipulation and overproduction support the third 

hypothesis, real earnings manipulation can’t be grouped together to study the 

relationship with CSR. This shows that there isn’t an unambiguous result for how real 

manipulating activities are related to CSR actions. Sales manipulation clearly affects 

CSR positively, while overproduction affects CSR negatively. For example, here the 

overall results would hide the positive correlation with sales manipulation because the 

correlation is stronger with overproduction. Thus, giving the allusion that CSR 

oriented companies would in general practice less real earnings management.  

 

The last column in table 7 shows the relationship between CSR and real earnings 

management measured as the mean value of sales manipulation and overproduction. 

These results demonstrate that by summing up different real activities, the 

assumption would be that CSR oriented companies have less real earnings 

management practices in general. Bozzolan et al.’s (2015) study doesn’t show the 

results on real earnings management individually with sales manipulation and 
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overproduction, so their results might also show a differing connection. Since, they 

haven’t separated these variables, only the overall real earnings management results 

can be commented on and they do support the overall results obtained here. Also, 

consistent with Bozzolan et al.’s (2015) study the relationship is stronger on average 

with real earnings management than with accrual-based earnings management.  

 

The overall real activities manipulation has mostly a negative relationship with ROA 

and a positive relationship with company size. This means that large companies with 

bad earnings performance are more likely to engage in real activities manipulation. 

Bozzolan et al.’s (2015) supports also these overall results but the results were the 

opposite in Kim et al. (2012) study.   
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Table 7. 2SLS: accrual vs. real EM 

 

 

5.3. The summary of the main results 

 

Chapter five provided the results from the CSR – earnings management relationship. 

These results were obtained by running 2SLS regressions on the models presented 

in chapter four. The presentation of the quantitative results was divided into 

relationship with overall results and the comparison of accrual-based and real 

activities manipulation. The results support all three hypotheses made in chapter 3. 

Summary of main results is presented below in table 8; the results are from the entire 

time period. 

Coef. t value Coef. t value Coef. t value Coef. t value

Environment -0.00061** -0.91 0.000632 0.83 -0.00260 -1.23 -0.00098 -0.96

Community -0.00050 -0.92 0.000526 0.82 -0.00216 -1.25 -0.00082 -0.98

Employees -0.00055** -0.92 0.000578 0.82 -0.00238 -1.24 -0.00090 -0.97

Governance -0.00071 -0.90 0.000740 0.81 -0.00304 -1.27 -0.00115 -0.99

CSR_AVE -0.00058** -0.92 0.000609 0.82 -0.00250 -1.25 -0.00095 -0.98

Size 0.004478 0.80 -0.01409* -2.15 0.031661 1.79 0.008785** 1.03

ROA 0.000437 0.26 0.009485* 4.77 -0.01128* -2.10 -0.00090 -0.35

Environment -0.00076 -0.33 0.000979 0.52 -0.00395 -0.88 0.000979 0.52

Community -0.00043 -0.33 0.000559 0.51 -0.00225 -0.88 0.000559 0.51

Employees -0.00055 -0.33 0.000709 0.51 -0.00286 -0.87 0.000709 0.51

Governance -0.00073 -0.34 0.000951 0.52 -0.00383 -0.93 0.000951 0.52

CSR_AVE -0.00059 -0.33 0.000759 0.51 -0.00306 -0.89 0.000759 0.51

Size 0.004033 0.28 -0.01242 -1.03 0.034178 1.21 -0.01242 -1.03

ROA 0.000741 0.27 0.007589* 3.24 -0.01169* -2.14 0.007589* 3.24

Environment 0.003003 0.68 0.000991 0.51 -0.00675 -1.22 -0.00288** -1.16

Community 0.001760 0.71 0.000581 0.50 -0.00396** -1.34 -0.00169** -1.30

Employees 0.002304 0.71 0.000760 0.51 -0.00518** -1.31 -0.00221** -1.27

Governance 0.002589 0.68 0.000854 0.50 -0.00582** -1.33 -0.00248** -1.30

CSR_AVE 0.002324 0.70 0.000767 0.51 -0.00523** -1.32 -0.00223** -1.28

Size -0.00650* -0.26 -0.00784 -0.70 0.037436 1.28 0.014798 1.15

ROA -0.01033 -5.34 0.001866* 2.12 0.002102* 0.92 0.001984* 1.96

Environment -0.00379** -1.39 0.001127 0.83 -0.00119 -0.21 -0.00003 -0.01

Community -0.00247** -1.53 0.000735 0.83 -0.00078 -0.21 -0.00002 -0.01

Employees -0.00268** -1.56 0.000796 0.84 -0.00084 -0.20 -0.00002 -0.01

Governance -0.00371** -1.47 0.001101 0.83 -0.00116 -0.21 -0.00003 -0.01

CSR_AVE -0.00305** -1.51 0.000906 0.84 -0.00096 -0.21 -0.00003 -0.01

Size 0.018995 47119 -0.01598* -2.02 0.023533 0.69 0.003778 0.23

ROA 0.003891 43040 0.010301* 5.46 -0.01826* -2.25 -0.00398 -1.01

Environment -0.00050 -0.23 0.002161** 1.44 -0.00241** -0.65 -0.00012 -0.07

Community -0.00038 -0.23 0.001649** 1.46 -0.00184 -0.64 -0.00009 -0.07

Employees -0.00046 -0.23 0.001981** 1.47 -0.00221 -0.64 -0.00011 -0.07

Governance -0.00051 -0.23 0.002198** 1.46 -0.00245 -0.65 -0.00013 -0.07

CSR_AVE -0.00046 -0.23 0.001971** 1.47 -0.00220** -0.65 -0.00011 -0.07

Size 0.004048 0.28 -0.02064* -2.11 0.029987** 1.20 0.004672 0.40

ROA -0.00087 -0.32 0.007811* 4.32 -0.01750* -3.81 -0.00484* -2.27

Values are statistically significant at

* 5 per cent level 

** 10 per cent level

2011

Sales manipulation Overproduction
Year Variables

2015

Accrual-based

2014

2013

2012

Real EM
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Table 8. Summary of 2SLS regression results 

 

 

As can be noticed from table 8, the overall relationship between commitment to 

responsible actions and earnings management practices is negative, all of these 

results being statistically significant at the 5 % level. The overall relationship with CSR 

and earnings management supports the first hypothesis and signals that companies 

that report high corporate responsibility actually manage their earnings less. This can 

be assumed to lead to higher quality financial statements as well. However, as 

Martínez-Ferraro et al. (2016) argue, it’s impossible to distinguish the companies that 

are just using CSR to shield themselves from the bad reputation caused by 

manipulation practices. Thus, investors and stakeholders shouldn’t make conclusions 

on the quality of reported earnings based solely on commitment to CSR. 

Nevertheless, commitment to CSR still signals more conservative accounting and 

operating decisions and thus, better quality financial statements. 

 

Both accrual-based and overall real activities manipulation practices have a negative 

relationship with CSR. However, when the real activities manipulation methods are 

investigated separately, it can be seen that they have an opposite kind of relationship 

with CSR practices. Sales manipulation practices are higher in companies with also 

high CSR scores. When, overproduction is less likely to be done in companies with 

high CSR scores. These results suggest that commitment to responsible actions 

EM_ALL AEM REM Sales manipulation Overproduction

Environment -0.00123* -0.00072 -0.00148** 0.000686** -0.00364*

Community -0.00088* -0.00051 -0.00106** 0.000491** -0.00261*

Employees -0.00103* -0.00060 -0.00124** 0.000577** -0.00307*

Governance -0.00127* -0.00074 -0.00153** 0.000710** -0.00377*

CSR_AVE -0.00108* -0.00063 -0.00130** 0.000603** -0.00320*

Size 0.010011* 0.009678 0.010178** -0.00912* 0.029476*

ROA -0.00185* -0.00526* -0.00015 0.004886* -0.00518*

Values are statistically significant at

* 5 per cent level

** 10 per cent level
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doesn’t affect manager’s willingness to temporarily reduce prices or grant more 

lenient credit terms in order to boost earnings. However, overproducing in order to 

reduce cost of goods sold and thus, boosting earnings is a concern for CSR oriented 

firms. The overall real activities manipulation relationship is negative because the 

connection with CSR is stronger with overproduction. Thus, investigating real 

activities as a group gives the impression the real activities altogether are less likely 

in CSR oriented companies.  

 

The results between the size of the company and earnings management show a 

positive relationship with all other earnings management proxies, besides sales 

manipulation. This indicates that earnings are managed more likely in larger 

companies, which could be a result of agency problems. Big companies have larger 

organizational structures and are more likely to have differences in opinion between 

the management and shareholders. Shareholders should be aware of the type of 

incentives there are for the management to achieve high performance. When 

management compensation is tightly connected with the company’s performance, 

opportunistic income-increasing strategies are very likely (Sun, 2012; Iatridis & 

Kadorinis, 2009). Thus, when creating these motivating contracts, the shareholders 

should pay attention to how these goals were met.  

 

These compensation based contracts could also provide an explanation for the 

negative relationship with ROA and earnings management. This negative relationship 

indicates that companies which aren’t performing well manage their earnings more. 

Thus, performing badly could drive managers to manipulation methods in order to 

achieve necessary earnings performance. This necessity to achieve high 

performance could be a result of compensation or beating market benchmarks. When 

a company already has high performance, there’re less incentives for the 

management to resort to unethical manipulation methods. Earnings management in 

mind, compensation contracts should be connected to long-term incentive plans 

instead of options and bonuses (Gao & Shrieves, 2002).   
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6. DISCUSSION AND CONCLUSIONS 

 

This thesis investigates the relationship between earnings management practices and 

corporate social responsibility, by focusing the sample on Finnish listed non-financial 

companies. The quality of reported earnings has gotten a lot attention from 

researchers during the past decades through numerous financial accounting 

scandals. These scandals are a consequence of insiders using their own discretion 

when computing earnings, leading insiders to deliberately mislead outsiders 

(Carnegie & Napier, 2010). Through these scandals, adopting corporate governance 

practices and committing socially responsible business strategies has become the 

norm or even a necessity (Martínez-Ferraro et al., 2015).  

 

Majority of previous studies examining this relationship have found that CSR oriented 

companies are less likely to manage their earnings and thus, have higher quality 

financial statements (Chih et al., 2008; Calegari et al., 2010; Hong & Andersen, 2011; 

Heltzer, 2011; Kim et al., 2012; Scholtens & Kang, 2013; Choi et al., 2013; Litt et al., 

2014; Martínez-Ferraro et al., 2015). However, there’re researchers arguing ethical 

actions by companies are done solely to gain the support of stakeholders. 

Stakeholder support prevents the company from suffering from the negative effects 

that earnings manipulation would otherwise have on reputation and company worth. 

Publicly committing to CSR can be interpreted as a mechanism to prevent 

stakeholder activism. (Prior et al., 2008; Gargouri et al., 2010)   

 

Traditionally discretionary accruals have been used as the proxy for earnings 

management in the examination of this potentially bidirectional relationship (Yip et al., 

2011; Martínez-Ferraro et al., 2015; Muttakin et al., 2015). However, there’re 

researchers stating that real activities manipulation is actually becoming the 

predominant method to manipulate reported earnings (Graham et al., 2005; 

Roychowdhury, 2006). Therefore, the investigation of the relationship between 

earnings management and commitment to responsible business practices should also 
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include both of these earnings management proxies. This thesis has included both of 

these manipulation methods to the investigation of the relationship. Previous studies 

that have also included both of these methods are by Hong and Andersen (2011), 

Kim et al. (2012) and Bozzolan et al. (2015).   

 

6.1. Discussion of findings 

 

The findings of this thesis are consistent with the dominant understanding of the 

relationship between corporate social responsibility and the level of earnings 

management. This understanding is that committing to responsible business practices 

leads to high quality reported earnings and hence to a lower level of earnings 

management (Martínez-Ferraro et al., 2015). There is a smaller amount of earnings 

management practices in general present in companies that have a higher 

commitment to the environment, community, governance and employees. These 

results give an explicit answer to the main objective of this thesis, which was: 

 

“What sort of a relationship is there between CSR and earnings management?” 

 

These results signal the positive effect that CSR orientation has on companies’ 

business methods and business culture. As Calegari et al. (2010) discovered, CSR 

practices are a company culture that motivates employees and the management to 

act responsibly in other business sectors as well. This commitment means more than 

just being for example environmentally conscious. Companies can show the values 

they hold high and thus, signal a way of working for its employees and all the 

stakeholders. Investors and shareholders can take increased commitment to CSR 

practices as a positive sign of the culture change happening in a company. 

Furthermore, it’s also a sign of committing to produce higher quality financial 

statements by reducing the amount of earnings management.  
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Through the general rise of CSR commitment present in companies, possibly caused 

by the several financial accounting scandals, also skeptics have emerged. 

Researchers like Martínez-Ferraro et al. (2016) and Prior et al. (2008) argue that not 

all companies that pledge themselves to CSR activities do so to provide higher quality 

financial information. Instead, this increased amount of CSR commitment is done 

purposely solely to satisfy stakeholders and deceive them from noticing the 

manipulation of earnings. This point of view does remind investors to be thorough 

when making judgments about company’s reputation and even long-term company 

worth. Nonetheless, in many ways CSR activities constrain earnings management 

and create motivation for managers to be honest and ethical. CSR firms tend to be 

more focused on the long-term perspective (Kim et al., 2012), leaning them to strive 

for good steady performance in the long-term instead of single exceptional years. 

 

The relationship with CSR is negative with both accrual-based earnings management 

and real activities manipulation. Similar to Bozzolan et al. (2015), this negative 

connection is slightly stronger with real activities manipulation practices. They found 

that CSR oriented companies are more willing to engage in accounting based 

manipulation methods since they don’t destroy company value as much as real 

manipulation activities. By choosing to engage in accrual-based manipulation, 

managers’ actually protect their shareholders and investors. This kind of viewpoint 

suggests that accounting based manipulation is not as ethically wrong and doesn’t 

mislead investors as much. However, still the company is presenting misleading 

financial information to its stakeholders. For this reason, the connection remains 

negative and suggests that responsible companies shouldn’t engage in any means of 

manipulation. 

 

Examining real activities manipulation closer, by dividing it into sales manipulation 

and overproduction, a difference in the connection is found. Meaning then third 

hypothesis is valid in this research. Sales manipulation actually has a positive 

relationship with corporate social responsibility. This could be explained by the 
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mindset that temporary price discounts and lenient credit terms can be interpreted as 

a normal way to boost sales. Therefore, these actions might not be interpreted as 

misleading activities that are unethical.  

 

Overproduction on the other hand is a larger process of producing more solely the 

decrease unit costs in order to be able to report lower cost of goods sold 

(Roychowdhury, 2006). This way of manipulation has a larger effect on normal 

operations and thus, it’s natural that it’s considered to be more unethical. The 

negative connection overproduction has on CSR is much stronger than the positive 

one that sales manipulation has, making the overall real activities manipulation 

connection also negative. These results give insight for standard setters and investors 

when analyzing the motivations and incentives there’re to manage earnings. These 

results give a more complex explanation for the second objective of this thesis: 

 

“Does the type of earning management have an effect on the direction of this 

relationship?” 

 

Overall both accrual-based and real activities manipulation had a negative connection 

with CSR practices, indicating that the type wouldn’t affect the relationship. Still, as 

described real activities manipulation doesn’t have unambiguous results. Showing 

that the type of earnings management actually changes the relationship with CSR 

and that these overall conclusions shouldn’t be made based on that assumption. 

Rather, investors and shareholders should be more thorough. 

 

The way of constructing a financial statement is a business decision, and committing 

to social responsibility shows initial support for an ethical one. Quality financial reports 

satisfy stakeholder expectations and convey to outsiders that the company practices 

its business in a responsible manner. Since, high quality reports are more accurate, 

they help the management to make also more accurate future forecast and 

estimations. Thus, managing earnings conveys misleading information also inside the 
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company. On top of the management, employees get an incorrect picture of the 

performance of the company. 

 

The empirical results showed that there is a greater level of earnings management in 

bigger companies and in companies that are performing poorly. When considering 

that very common incentives for earnings management are contracting motivations 

and the pressure to survive and exceed capital market expectations (Healy & Wahlen, 

1999), these results are very important. Based on these findings, shareholders should 

pay attention to the kind of reward and bonus systems they set for the management. 

Binding the managements’ monetary rewards on short-term performance creates high 

motivation for them to resort to any means to reach these goals (Sun, 2012). Likely, 

the meaning of exceeding capital market expectations should move more towards 

exceeding them in the long-term. Thus, the best kind of motivational factors for 

managers should focus on the long-term perspective (Gao & Shrieves, 2002), making 

short-term manipulations vain.  

 

6.2. Limitations and directions for further research   

 

This thesis had a few limitations that complicate the generalization of the obtained 

empirical results. One of the biggest limitations was the size of the sample used in the 

empirical analysis. The sample size unfortunately decreased quite a bit from the 

original sample, including all the Finnish companies listed in Nasdaq Helsinki market. 

This reduction was largely due to missing values, especially concerning corporate 

social responsibility values obtained from MSCI ESG Research database. However, 

since the data was obtained from impartial sources, it hasn’t been affected by 

anyone’s opinions; which increases the data’s reliability.    

This could be remedied of course by adding the number of years included in the 

sample. Another remedy would be allowing the chosen companies to differ with 

accrual-based and real activities manipulation estimations. Since, the models require 
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different financial information; this would increase the sample size. A larger sample 

for the regression analysis would increase the reliability of the results and make it 

better for the generalization in the Finnish context.   

 

Another limitation is that the relationship between earnings management and 

corporate social responsibility was investigated only in one direction. Meaning, all of 

the estimations were made by using the CSR variables as the explanatory variables 

and not the other way around. Since, researchers have found also a bidirectional 

relationship between these two variables (Martínez-Ferraro et al., 2015). Investigating 

this relationship in both directions would make the analysis of how the levels of CSR 

change due to differences in earnings management practices more reliable. The 

results of this thesis actually answer how committing to CSR affects the level of 

earnings management, not the other way around.   

 

These limitations listed here can be seen as possibilities for future researchers. 

Gathering a larger sample would make the results more reliable and could also bring 

new insights to the research field. Also, since this is the first analysis done by using a 

Finnish sample, another investigation using this unique context would make the 

results better for generalization. This investigation could be done also in other Nordic 

countries to see if there are similarities between these neighboring countries.  

 

Adding qualitative research methods on top of the regression models could provide 

more insight to the minds of managers, shareholders, investors and standard setters. 

See how people actually connect with social responsibility and how it correlates with 

the results gained by using a regression model. It’s a possibility that not all industries 

react in similar ways toward CSR disclosures. This commitment might be very 

different between industries, as Muttakin et al.’s (2015) and Yip et al.’s (2011) 

research showed. Thus, also including the comparison between industries could bring 

new valid results for this complex relationship. 
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Future research could also focus even more on real activities manipulation when 

constructing this examination, at least including the third manipulation method; 

reductions in discretionary expenditures, used in Roychowdhury (2006) study. Since 

discretionary accruals is clearly still the dominating proxy for earnings management 

used to investigate this relationship, focusing solely on real activities manipulation 

would truly add to the current understanding. Especially, since real activities 

manipulation methods can have a positive connection with sales manipulation, the 

further investigation of the reasons for this is interesting. Other CSR variables could 

also be included the model, see if there are different results for different methods of 

acting responsibly. Overall, there are many little changes that can be made into the 

research model. Still the results in this thesis already add to the understanding of the 

relationship and give stakeholders and standard-setters important factors to consider 

before making any definite conclusions.   
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