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ABSTRACT. To many, recent allegations of accounting
fraud (or earnings management; EM) at Enron, coupled
with similar ones at many other corporations, are a strong
indication of a serious decay in business ethics. In aca-
demics, this raises the concern between EM and corporate
social responsibility (CSR). Since it has neither been
documented, nor globally tested whether CSR mitigates
or increases the extent of EM, three kinds of EM are
studied: earnings smoothing, earnings aggressiveness, and
earnings losses and decreases avoidance. The extents to
which financial characteristics and institutional variables
have an impact on the extent to which companies con-
duct EM are also tested. Our study investigates whether
the CSR-related features of 1,653 corporations in 46
countries had a positive or negative effect on the quality
of their publicly released financial information during the
1993-2002 period. There is no question that with a
greater commitment to CSR, the extent of earnings
smoothing is mitigated, that of earnings losses and
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decreases avoidance is reduced, but the extent of earnings
aggressiveness 1is increased.
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Introduction

In light of recent allegations of accounting fraud at
Enron and, in close succession, similar allegations at
Tyco, BMY, WorldCom, Xerox, and Merck, among
others and so on, it seems to many that insiders have
been increasingly using their discretion to mislead
outsiders through their financial reporting. A great
deal of commentary has attributed such accounting
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scandals to decaying business morality (New York
Times, 2002") or to crumbling corporate social
responsibility (CSR hereafter). This explains why
leaders in public opinion, and commerce, consumers,
and investors have been advocating that businesses
should not merely be geared toward profit at the
expenses of fulfilling their responsibilities to
employees, the society, the environment, and so on.”
In fact, financial transparency and accountability —
both as vital to shareholders as they are to employees,
customers, communities, and leaders at all levels of
soclety — are fast becoming principles of CSR that
could reduce the extent to which insiders abuse their
information advantage over outsiders.

Given that financial transparency and account-
ability are vital to CSR, a closer examination of issues
concerning earnings management (hereafter EM) is
required. EM is the altering of the reported economic
performance of a firm by insiders to either “‘mislead
some stakeholders” or “influence contractual out-
comes”” (Healey and Wahlen, 1999; Schipper, 1989).
Insiders, for instance, can use their discretion in
financial reporting to overstate the true level of
earnings and understate any real unfavorable earnings
(e.g., earnings losses or earnings decreases) that would
prompt outsiders to take action against them. When
there is extensive EM, financial reports inaccurately
reflect a firm’s performance, and, consequently, this
weakens outsiders’ ability to govern that firm (Leuz
et al., 2003). Bhattacharya et al. (2003) identify three
commonly used methods that contribute to earnings
opacity: earnings aggressiveness, loss avoidance, and
earnings smoothing. These three practices undeniably
weaken the link between accounting performance
and the true economic performance of a firm.

While research on CSR. has been voluminous,
studies have typically focused on the relationship
between CSR and financial performance (Coombs
and Gilley, 2005; Griffin and Mahon, 1997; Hillman
and Keim, 2001; McWilliams and Siegel, 2000,
2001; Pava and Krausz, 1996; Roberts and Dowling,
2002; Simpson and Kohers, 2002; Waddock and
Graves, 1997).° To the best of the present authors’
knowledge, empirical studies that have directly
examined whether CSR and EM are related or not
have been few. Gelb and Strawser’s (2001) study is
somewhat similar to the present in that they examine
the relationship between CSR and financial disclo-
sure, but they do not, however, explore the

relationship between CSR and EM. The aim of this
article is to empirically investigate the relationship
between CSR and EM. This article is also unique as
it offers a new understanding and greater insights
into whether the relationship is affected by financial
and institutional variables.

To enhance the reliability of this study, we employ
cross-country data to investigate the relationship
between CSR and EM. Our data differ from those of
Gelb and Strawser (2001), who employ the rankings
provided by the Council on Economic Priorities
(CEP), but those data are restricted to the U.S. only.
McWilliams and Siegel (2000) use the data for cor-
porate social performance, which is provided by the
firm Kinder, Lydenberg, and Domini (KLD), but
they find no relationship between CSR and financial
performance. Again, those data are limited to the
U.S. only. Therefore, in order to measure CSR
across firms and countries, our CSR companies are
constituents in the FTSE4Good Indexes, which was
first compiled in July 2001 by the FTSE Group. The
FTSE Group, a joint venture between the Financial
Times and the London Stock Exchange, is an inde-
pendent company whose sole business is to compile
and manage such Indexes and associated data services.
Companies in the FTSE All-World Developed Index
(Global)* are included in the FTSE4Good Indexes
provided that they meet globally recognized social
responsible criteria requirements in three areas des-
ignated by the FTSE Group. These are environmental
requirements (working towards environmental sus-
tainability), social and stakeholder requirements
(developing positive relationships with stakeholders),
and human rights requirements (up-holding and
supporting universal human rights). Once we obtain
CSR companies, we collect Non-CSR companies if
they are included in the FTSE All-World Developed
Index (Global) but not included in the FTSE4Good
Indexes.

This rest of this article is organized as follows.
Sections “Corporate social responsibility and earn-
ings management” and ‘‘Measures of earnings
management”’ explain four different hypotheses
about CSR and EM and explain how we measure
CSR and EM. Section “Econometric model” pro-
vides a discussion on the different empirical models
we use. Section “Descriptive statistics” summarizes
the data and the descriptive statistics. Section
“Empirical results” discusses the empirical results,
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while Section “Conclusions” presents the conclu-
sions we draw.

Corporate social responsibility and earnings
management

Corporate social responsibility

The FTSE4Good Index Series contains five bench-
mark Indexes: the FTSE4Good Global, FTSE4Good
Europe, FTSE4Good U.S., FTSE4Good U.K., and
the FTSE4Good Japan, representing the index of
CSR companies in the global, European, U.S.,
U.K., and Japanese markets, respectively. As the aim
of this paper is to test the relationship between CSR.
and EM on a global scale, we select the FTSE4Good
Global as our benchmark and not the remaining four
FTSE4Good Indexes. The FTSE4Good Global
Index has the broadest portfolio universe, covering
as many as 46 different countries, which is obviously
a larger number of countries more than that covered
by the other four Indexes. In this article, we deem
sample companies as socially responsible if they are
constituents in the FTSE4Good Global Index. To
qualify for inclusion in the FTSE4Good Index Ser-
ies, companies must first be in the FTSE All-World
Developed Index (Global). Then, as mentioned
above, these companies must also meet the three
requirements, i.e., the environmental, social, and
stakeholders and the human rights requirements.
Eligible companies that have been identified as
having a business interest in certain specified
industries are excluded from the FTSE4Good Index
Series.” The key objectives of compiling the
FTSE4Good Index Series is to provide a tool for
asset managers and socially responsible investors a
tool with which to they can identify companies that
are committed to meeting CSR standards. By virtue
of their commitment to CSR behavior, they con-
tribute to the development of responsible business
practices around the world (FTSE Group, 2003).
One caveat is that CSR may very well just be a
rhetorical term that some use to cover up irrespon-
sible corporate activity that actually leaves a com-
munity worse off. This means that companies
included in the FTSE4Good Indexes could, in fact,
be socially irresponsible. To illustrate this, in 2004,
Christian Aid, a non-profit organization, published a

report it claimed revealed the true face of so-called
CSR. Therein, it says that Shell, for example, attests
to being a good neighbor but leaves oil spills unat-
tended to. Another case, it goes on, involves British
American Tobacco (BAT), which claims to give
farmers training and protective clothing, yet contract
farmers in Kenya and Brazil say otherwise. The
report concludes that BAT’s community-develop-
ment projects are “‘frequently ineffective.” Coca-
Cola, the third case, allegedly promises to use natural
resources responsibly, but the report accuses an
Indian subsidiary of depleting village wells. These
stories have also been cited by The Economist
(2004). Thus, should the Christian Aid’s (2004)
report be correct, that is, if some companies are
merely paying lip service to CSR to mask their
socially irresponsible behavior, and if the FTSE4-
Good screening system cannot screen out such
companies, our empirical results might have to be
considered misleading. As mentioned above,
McWilliams and Siegel (2000) use the KLD data of
corporate social performance to test the relationship
between CSR and financial performance. But, it
should be noted that they also state that their
empirical results might be biased due to the lack of an
adequate measure of CSR.

Four different hypotheses regarding CSR and EM

Four types of relationships between CSR and EM
are possible. First, a company with good CSR does
not undertake EM, which is a definitive sign of a
negative relation between the two. The reason
underlying this, as is mentioned above, is that a firm
that is socially responsible does not hide unfavorable
earnings realizations and, therefore, conducts no
EM. In this regard, Shleifer (2004) interprets that
earnings manipulation, which many people find
ethically objectionable, occurs less often in corpo-
rations with a strong commitment to social respon-
sibility. To be sure, CSR augments transparency and
reduces the number of opportunities to manage
earnings. Similarly, Gelb and Strawser (2001) find
that a limited sample of U.S. firms that engage in
socially responsive activities provides more infor-
mative and/or extensive disclosures compared with
companies that are less focused on advancing social
goals. By equal measure, Shen and Chih (2005) find
that greater transparency in accounting disclosure in
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the banking industry can reduce banks’ incentive to
manage earnings. As these CSR-minded companies
are focused not only on increasing current profits but
also on nurturing future relationships with stake-
holders, we refer to this behavior associated with the
negative relationship between CSR and EM as the
myopia avoidance hypothesis.

‘While support for the negative relationship seems
to have gained momentum recently, there are those
who take the opposite view. Some scholars maintain
that a firm committed to CSR, which wants to
reduce the advantage they have vis-d-vis information
for insiders over that of uninformed investors, may
opt to conduct EM. To explain, managers may
choose to smooth earnings to lower earnings vola-
tility and, in so doing, convey more valuable, more
relevant information to uninformed investors
(Fukui, 2000; Goel and Thakor, 2003). In this case,
the relationship between CSR and EM, at least for
earnings smoothing, is probably a positive one. From
this viewpoint, firms with a high degree of CSR
may tend to smooth earnings to ensure that reported
earnings are more predictable. This is referred to as
the predictable earnings hypothesis because a CSR-
minded firm is inclined to smooth earnings.

The soundest reasoning to such a positive rela-
tionship discussed above is based on Jensen’s (2001)
multiple objectives argument, which contends that
multiple objectives means no objective. If managers
try to serve ‘‘many masters,” i.e., they attempt to
serve all stakeholders in a firm (including financial
claimants, employees, customers, communities, and
governmental officials, and so on), instead of pur-
suing the single objective of value maximization,
managers and directors are left unaccountable for the
stewardship of the firm’s resources. In the absence of
clear criteria on which to base their performance,
managers cannot be evaluated in any principled way.
Thus, managers are allowed to divert the firm’s
resources to pursue their own interests, while sacri-
ficing the interest of other financial claimants and
society at large. According to Leuz et al. (2003),
these kinds of diversion activities ultimately show up
in the firms’ accounting earnings and expose insiders
to the risk of stift legal and other disciplinary actions
by outside investors. Consequently, this could be a
catalyst for rent-seeking insiders to hide the firm’s
true economic performance, i.e., manage the level
and the variability of earnings reported to outsiders,

thereby diminishing the likelihood of outsider
interference. Therefore, according to Jensen (2001)
and Leuz et al. (2003), CSR may aggravate agency
problems, giving insiders more impetus to conduct
EM to mask their rent-seeking activities from out-
siders, i.e., firms with high CSR may tend to
manage earnings. since this such diverting activities
result from having multiple objectives, we refer to
this conjectured positive relationship as the multiple
objectives hypothesis.

Finally, CSR may be unrelated to EM. Coftee
(2003) objects to approaches, which proceed from
observations of an increase in accounting scandals
and which then conclude that there must have been
a decline in business ethics. In this regard, Coffee
(2003) advocates that it is ‘perverse’ incentives, not a
decline in ethics, cause scandals. Such incentives
include increased auditor acquiescence, growth in
equity-based
behavior of fund managers, none of which are re-

compensation, and the herding
lated to business ethics. Under this situation, lacking
CSR may be a product of institutional factors and
may be unrelated to EM. We refer to this as the
institutional hypothesis.

To sum up, we have discussed the myopia avoid-
ance hypothesis, predictable earnings hypothesis, multiple
objective hypothesis, and the institutional hypothesis.
Each has different predictive contents on the rela-
tionship between EM and CSR.

Measures of earnings management

In accordance with Bhattacharya et al. (2003) and
Leuz etal. (2003), we use earnings smoothing,
earnings aggressiveness, and loss avoidance to cap-
ture the ways in which and the extent to which firms
manage earnings. With regard to the third EM, i.e.,
loss avoidance, we employ “‘earnings losses avoid-
ance” suggested by Bhattacharya et al. (2003) and
“earnings decreases avoidance,” introduced by
Burgstahler and Dichev (1997).

Earnings smoothing
As Leuz et al. (2003) explains, insiders may use their

discretion to report accounting accruals that offset
economic shocks to a firm’s operating cash flow that
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would otherwise affect its reported earnings. That is,
depending on the specific circumstances of the firm,
either a positive or a negative cash flow shock can be
viewed as undesirable by insiders wishing to conceal
that firm’s actual performance. A large-scale use of
discretionary accounting accruals to buffer “unde-
sirable” cash flow shocks results in a large negative
correlation between accruals and operating cash
flow. The magnitude of this negative correlation is,
therefore, likely to indicate opportunistic smoothing
of reported earnings, which does not reflect the
firm’s true underlying economic performance.

Thus, we have the first measure of EM, earnings
smoothing (EM1 in our notation below), which is
equal to one minus the contemporaneous correla-
tion between the change in accounting accruals and
the change in operating cash flow. Both are scaled by
lagged total assets (TA;;—1), such that a higher (lower)
extent of EM1 represents a higher (lower) extent of
earnings smoothing for firm i:

EMI1i =1 — Spearman (pAccruals;/TA4;1,
AOCFi[/TAi,,]),

where Spearman is the Spearman correlation coeffi-
cient, pAccruals is the change in accounting accruals,
and pOCEF is the change in operating cash flow. We
follow Dechow et al. (1995) and Leuz et al. (2003)
to compute the accrual components of earnings:

Accruals; = (p CA;, — pCash,)
— (pCLy — pSTDy, — pTPy)
- Depih

where pCA; is the change in total current assets of
firm i at time f;, pCash;; is the change in cash/cash
equivalents; pCL;; is the change in total current
liabilities; pSTDy; is the change in short-term debt
included in current liabilities; pTP;; is the change
in income tax payable; and Dep; is depreciation
and amortization expenses.

Once we obtain the accruals are obtained, we can
calculate OCF:
OCF;, = Operating Income;,

— Accruals;,.

Earnings aggressiveness

In line with Bhattacharya et al. (2003), we measure
earnings aggressiveness (EM2 in our notation below)
of firm i at time ¢ of Accruals divided by lagged total
assets:

EM2;, = Accruals;,/TA;—

According to Bhattacharya et al. (2003), earnings
aggressiveness is the tendency to delay the recogni-
tion of losses and accelerate the recognition of gains.
This implies that if cash flow realizations are held
constant, then Accruals are expected to increase as
earnings aggressiveness increases. Accordingly, the
higher greater (lower) the extent of EM2 is, the
higher greater (lower) is the extent of earnings
aggressiveness.

Earnings losses and decreases avoidance

Burgstahler and Dichev (1997) demonstrate a rela-
tively smoothed single-peaked, bell-shaped distri-
bution except in the area of zero earnings. That is,
earnings slightly less than zero occur much less fre-
quently than would be expected given the
smoothness of the remainder of the distribution;
conversely, earnings slightly greater than zero occur
much more frequently than would be expected. This
suggests that firms might manage reported earnings
so as to avoid reporting losses in earnings when losses
are small. That is, although non-financial firms can
hide small losses, they cannot hide large ones.
Burgstahler and Dichev (1997) also find that man-
agers of U.S. firms use their accounting discretion to
avoid reporting decreases in small earnings. There-
fore, we measure the extent to which firms manage
earnings to avoid reporting earnings losses and
earnings decreases, i.e., the extent to which firms
manage earnings to exceed two thresholds: zero
earnings and changes in zero earnings.

To detect whether EM takes place as a result of
avoiding earnings losses (i.e., using zero earnings as
the threshold) and avoiding earnings decreases (i.e.,
using zero changes in earnings as the threshold), in
the first step, we plot the histograms to decide the
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intervals in earnings and those in changes in earn-
ings, which are both scaled by lagged total assets.
Following the suggestion of Silverman (1986) and
Scott (1992), we calculate the interval widths of
twice the interquartile range of earnings (and chan-
ges in earnings) and multiply them by the negative
cube root of the sample size.® Once we determine
the intervals, we follow the method of Burgstahler
and Dichev (1997) to calculate the statistic z which
is the difference between the actual and expected
number of observations for the interval immediately
to the right of zero earnings (and zero changes in
earnings).

AQi — EQi
SDi '

where AQ; and EQ); are respectively the actual and

z(EM3A and EM3B) =

expected number of observations for interval i and
where the interval is immediately to the right of
zero; and SD; is the estimated standard deviation of
the difference between the actual and expected
number of observations around interval i. More

specifically, EQ, = (AQ,_, + AQ,,)/2.

Based on the measures above, we name the z
value EM3A or EM3B, respectively, depending on
whether we use earnings or changes in earnings,
respectively. The higher EM3A (EM3B) is, the
greater is the extent to which firms conduct earnings
losses (earnings decreases) avoidance.

Econometric model

Does CSR impact earnings smoothing and earnings
aggressiveness?

In this section, we test if CSR has an impact on the
extent to which firms conduct earnings smoothing
and earnings aggressiveness. First, we classify com-
panies included in the FTSE All-World Developed
Index into two groups: (1) the CSR Group, in
which companies are included in the FTSE4Good
Global Index, and (2) the Non-CSR Group, in
which companies are not included in the FTSE4-
Good Global Index. Second, Equation (1) tests the
relationship between CSR and EM. It is:

EM;; =ay + a;Total Asset;; + aMarket -
to - Book;; + a;Debt - to - Equity;;
+ bpAntidirector Rights;
+ b1 Legal Enforcement; + hrAuditor;;
+ b3GDP Per - Capita; + dyCSR;;
+ d,CSR;; x Antidirector Rights;
+ d>CSR;; x Legal Enforcement;
+ d;CSR;; x GDP Per - Capita, + ¢;;

where, for sample firm j of country i, the Total
Asset;;, the Market-to-Book;;, and the Debt-
to-Equity;; are respectively the simple average of
the Total Assets, Market-to-Book ratio, and the
Debt-to-Equity ratio in the sample period. Audi-

tor;; is the average, in the sample period, of a

iij
dummy valuable in the sample period. It takes a
value equal to 1 when the sample firm is audited
by the Big Five auditors, and 0 when the firm is
not. CSR;;, as mentioned earlier, is a dummy
valuable which takes a value equal to 1 when the
company belongs to the CSR Group, and 0 when
the company belongs to the Non-CSR Group.
Antidirector Rights; is the Antidirector Rights In-
dex for country i, which is taken from La Porta
et al. (1998; LLSV hereafter). It is an aggregate mea-
sure of (minority) shareholder rights and ranges from
0 to 6, with higher scores for higher shareholder
rights. Legal Enforcement; which is measured as
the mean score across three legal variables for
country i is also used by LLSV (1998): (a) the effi-
ciency of the judicial system; (b) an assessment of
the rule of law; and (c¢) the corruption index. All
three variables range from O to 10, with higher
scores for better legal enforcement. Per-Capita
GDP; is the average per-capita real GDP of coun-
try i in the sample period.

As mentioned earlier in Section ‘‘Introduction,”
the impact of CSR on EM could be positive, neg-
ative, or zero. As for the other variables, we explain
their impact on EM below.

We consider three kinds of financial variables.
First, the relation between firm size, measured by
Total Assets, and EM is controversial. One view is
that capital market pressures are greater for larger



CSR, Investor Protection and Earnings Management 185

firms because their performance is the focus of the
analyst community, which spurs those firms to adopt
aggressive accounting policies. In other words, larger
firms have a greater incentive to manage earnings
(Richardson et al., 2002). The opposite view is that
firm size can be used as a proxy for information
asymmetry. Larger firms which are often subject to
closer scrutiny by outsiders and are required to dis-
close their information, and hence, there is a lower
probability that they manage earnings. Insiders of
small firms, on the other hand, are able to withhold
their private information more easily than are their
counterparts of large firms (Lee and Choi, 2002).
This means the coefficient of firm size is uncertain.

Second, we consider the Market-to-Book ratio to
measure the sample countries’ market’s perception
with regard to future growth. Skinner and Sloan
(2002) suggest that growth stocks are particularly
sensitive to stock price, and Barth et al. (1999) find
that the market reacts negatively to firms that break
their string of consecutive earnings increases. With
this in mind, we expect that firms trading at sub-
stantial multiples of their book value are under the
greatest pressure to adopt aggressive accounting
policies to report increased earnings, suggesting that
the coefficient of the Market-to-Book ratio is
positive.

Third, to capture the impact of debt contracting
on EM, we use the Debt-to-Equity ratio to measure
firms’ leverage. Two opposing empirical findings
emerge regarding the relationship between the
leverage and EM emerge. One is that high leverage
firms tend to manage earnings aggressively, as sug-
gested by Sweeney (1994) and Press and Weintrop
(1990). They report that firms respond to debt
contracting by strategically reporting discretionary
accruals (see also Becker et al., 1998; Richardson
et al.,, 2002). On the other side of the coin, high
leverage may also imply less EM, as suggested by
Dechow and Skinner (2000). They report that firms
with high leverage are less likely to report small
increases in earnings. Ke (2001) also finds that the
probability of reporting a small increase in earnings
rather than a small decrease in earnings 1s higher for
firms with low financial leverage. Chung and
Kallapur (2003) do not find evidence of a statistically
significant association between abnormal accruals
and leverage. As a result, the relationship between
the Debt-to-Equity ratio and EM 1s uncertain.

We use the investor protection variable as the
proxy for governmental governance, and the reason
is simple. As Jensen and Meckling (1976) point out,
unlike outsiders, insiders have the incentive to use a
firm’s resources in a way that benefits them, but not
outsiders. If outsiders detect these diversions, there is
a risk that they will take legal or other disciplinary
actions against insiders. Consequently, insiders have
the motives to extensively manage earnings exten-
sively to hide a firm’s true economic performance
and weaken outsiders’ ability to govern the firm
(Leuz et al,, 2003). In response to the insiders’
incentive to acquire private control benefits and to
conceal their actions, corporate outsiders are moti-
vated to design contracts and rely on the legal system
to enforce those contracts (LLSV, 1998) that confer
to them the rights to discipline insiders (e.g., to
replace managers). Therefore, legal protection is
highlighted as the key factor affecting the quality of
earnings reported to outsiders across countries (Leuz
et al., 2003).

Leuz etal. (2003) competing
hypotheses to test whether investor protection dis-

present two

courages or encourages EM. First, strong investor
protection can discourage EM because in such cases,
insiders enjoy fewer private control benefits and,
hence, have less of an incentive to obfuscate a firm’s
performance. Against this, holding private control
benefits constant, strong investor protection poten-
tially encourages EM because insiders have more of
an incentive to hide their control benefits when
faced with the possibility of stiffer penalties.”
Following Leuz et al. (2003), to measure the
extent of investor protection across countries, we use
two Indexes from LLSV (1998), Antidirector Rights
and Legal Enforcement, to measure the extent of
investor protection across countries. As for other
institutional variables, we consider Auditor Quality.
DeAngelo (1981) finds that auditors with a higher
number of clients have “more to lose” by failing to
report a discovered breach in a particular client’s
records. This collateral aspect increases the quality of
the auditing done by larger auditing firms (see also
Dye, 1993; Lennox, 1999a, b). Consequently, if a
firm 1s audited by the Big Five auditors, it 1s harder
for insiders to extensively manage earnings exten-
sively. In order to measure the Auditor Quality, we
use a2 dummy variable, which takes a value equal to 1
when the sample firm is audited by the Big Five
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TABLE I
Descriptive statistics of CSR, EM, and institutional variables across 46 countries
Country Number  Number CSR GDP per-capita Earnings Earnings Legal Antidirector
of FTSE of CSR = 1 ratio (%) (constant 1995 smoothing aggressiveness enforcement  rights
global U.S.$)
companies (1993-2002
Average)
1 Argentina 9 0 0.00 7,883.21 1.1953 —-0.0223 5.790 4
2 Australia 45 9 20.00  22,165.41 1.2269 —0.0049 9.507 4
3 Austria 17 3 17.65  30,921.40 1.0823 —0.0012 9.357 2
4 Belgium 12 5 41.67  28,913.97 1.3790 —0.0062 9.440 0
5 Brazil 24 0 0.00 4,499.85 NA 0.0102 6.130 3
6 Canada 72 31 43.06  21,144.48 1.0996 0.0457 9.750 5
7 Chile 13 0 0.00 4,989.48 1.2640 0.0056 6.523 5
8 China 50 0 0.00 704.24 1.3613 —-0.0078 4.777 3
9 Czech 3 0 0.00 5,192.82 0.7868 0.0010 NA NA
Republic
10 Denmark 16 9 56.25  36,345.87 0.9747 0.0196 10.000 2
11 Egypt 3 0 0.00 1,120.86 1.2576 0.0460 4.847 2
12 Finland 7 4 57.14  28,435.83 1.2581 —-0.0211 10.000 3
13 France 33 13 39.39  28,243.39 1.1664 0.0019 8.677 3
14 Germany 28 14 50.00  31,134.28 0.9275 0.0146 9.053 1
15 Greece 44 5 11.36  12,175.55 1.7300 0.1076 6.817 2
16 Hong Kong 31 3 9.68  23,118.14 0.9409 0.1947 8.913 5
17 Hungary 4 0 0.00 4,866.80 1.2331 0.0187 NA NA
18 India 36 0 0.00 421.61 1.2825 0.0296 5.583 5
19 Indonesia 12 0 0.00 1,038.33 1.1768 0.0153 2.877 2
20 Ireland 6 1 16.67  22,882.69 0.9672 0.0719 8.357 4
21 Israel 19 0 0.00  16,301.35 1.1454 0.0296 7.717 3
22 Italy 18 9 50.00  19,895.79 0.8599 0.0132 7.070 1
23 Japan 280 48 17.14  43,535.19 1.2134 -0.0111 9.167 4
24 Malaysia 48 0 0.00 4,528.00 1.2387 0.0180 7.720 4
25 Mexico 14 0 0.00 3,491.05 1.1901 -0.0179 5.373 1
26 Morocco 2 0 0.00 1,361.08 NA —-0.0245 NA NA
27 Netherlands 10 4 40.00  28,930.97 1.0601 0.0234 10.000 2
28 New Zealand 21 2 9.52  17,195.36 0.9916 0.0101 10.000 4
29 Norway 18 6 33.33  36,082.93 1.1313 —-0.0074 10.000 4
30 Pakistan 15 0 0.00 503.48 1.3037 —-0.0093 3.670 5
31 Peru 3 0 0.00 2,284.69 0.8487 —-0.0091 4.650 3
32 Philippines 14 0 0.00 1,123.85 1.3711 —-0.0092 3.467 3
33 Poland 7 0 0.00 3,248.34 1.0549 0.0389 NA NA
34 Portugal 7 0 0.00  11,825.83 1.0424 0.0691 7.187 3
35 Russian 4 0 0.00 2,829.99 0.4574 0.0796 NA NA
Federation
36 Singapore 32 1 313 25,320.70 1.4034 0.0032 8.930 4
37 South Africa 28 0 0.00 3,949.74 1.1039 —-0.0076 6.447 5
38 South Korea 31 0 0.00  11,786.70 1.3605 —0.0042 5.550 2
39 Spain 13 3 23.08  16,049.78 1.9125 0.0224 7.143 4
40 Sweden 24 10 41.67  28,910.47 1.0211 0.0045 10.000 3
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TABLE 1

continued

Country Number  Number CSR GDP per-capita Earnings  Earnings Legal  Antidirector
of FTSE of CSR = 1ratio (%) (constant 1995 smoothing aggressiveness enforcement  rights
global US.$)
companies (1993-2002
Average)
41 Switzerland 15 6 40.00  44,977.58 1.2423  0.0165 10.000 2
42 Taiwan 71 0 0.00  12,347.00 1.5317  0.0437 7.373 3
43 Thailand 28 0 0.00 2,811.60 1.2712  0.0119 4.893 2
44 Turkey 16 0 0.00 2,958.31 1.0671  0.0932 4.787 2
45 United Kingdom 98 68 69.39  20,847.61 0.8876  0.0179 9.223 5
46 United States 352 146 41.48  29,0641.98 1.0132  0.0841 9.543 5
Total 1,653 400
Average 1590  15,411.69 1.160 0.022 7.471 3.146

auditors, and 0 when the firm is not audited by the
Big Five auditors.

Does CSR impact earnings losses avoidance and earnings
decreases avoidance?

In this section, we test if CSR has an impact on the
extent to which firms avoid earnings losses and
decreases. Following Burgstahler and Dichev (1997),
we plot the respective histograms of the “‘earnings”
of the two groups and calculate the statistic z (i.e.,
EMB3A) to see in which group firms exhibit a higher
tendency to avoid earnings losses — that is, to see if
“earnings’” slightly less than zero occur much less
frequently than would be expected given the
smoothness of the remainder of the distribution, and
“earnings” slightly greater than zero occur much
more frequently than would be expected. Similarly,
we plot the histograms of the “‘changes in earnings”
of the two groups, and calculate the statistic z (i.e.,
EMB3B), to see in which group firms show a higher
tendency to avoid earnings decreases — that is, to see
it “changes in earnings” slightly less than zero occur
much less frequently than would be expected given
the smoothness of the remainder of the distribution
and to see “‘changes in earnings’ slightly greater than
zero occur much more frequently than would be
expected.

We use before-tax income including and
excluding extraordinary items to examine the

robustness, both scaled by lagged total assets, to
measure “‘earnings,” while ‘““changes in earnings’ are
simply current earnings minus earnings of the pre-
vious year.’

It is worth noting that in order to have sufficient
adequate data to plot the histograms, we combine all
sample firms across years and countries, classify them
into two groups, the CSR group and the Non-CSR
group, and then to calculate the EM3A and EM3B
of the two groups. Therefore, no regression analysis,
as described in Section “Earnings aggressiveness,” is
undertaken when EM is proxied by EM3A and
EMB3B, since we do not have statistics of EM3A and
EM3B for every country.

Data and descriptive statistics
Data resources

We first search for the names of the sample countries
constituents in the FTSE All-World Developed
Index (Global) and in the FTSE4Good Global In-
dex. The former is provided by the FTSE Group,
while the latter is provided by the FTSE4Good."
The constituents in the FTSE4Good are classified as
CSR companies, whereas the constituents in the
FTSE All-World Developed Index but not in the
FTSE4Good Index are referred to as Non-CSR
companies. We then screen the Compustat Global
Vantage database for CSR and Non-CSR firms to
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tetch the required financial data from January 1993
to December 2002. The data we screen use covers
46 countries and 1,653 companies, as shown in
Table 1.1

Descriptive statistics

Corporate social responsibility

As shown in Table I, the number of CSR and Non-
CSR companies in our sample is 400 and 1,253,
respectively. The first column shows the name of the
46 sample countries in this study, and the second
column reports the number of sample firms included
in the FTSE All-World Developed Index (Global)
for each country. The countries with the highest
number of firms in the Index are the U.S. (352),
Japan (280), and the U.K. (98), while those with the
lowest number of firms are Morocco (2), Peru (3),
the Czech Republic (3), and Egypt (3). The third
and fourth columns show the number of CSR firms
and the CSR ratios, respectively, where the latter are
equal to the proportion of CSR firms to total firms
for each country. The five countries with the highest
CSR  ratios are the U.K. (69.39%), Finland
(57.14%), Denmark (56.25%), Germany (50%), and
Italy (50%), and it should be noted that the CSR
ratios for most of the emerging markets are zero,
implying that CSR companies are concentrated in
developed countries. This may reflect the fact that
developed countries care more about CSR, but it
may also be due to the fact that companies in
developed countries are better known to FTSE
analysts. About 24 countries have no firms in the
FTSE4Good Global Index, and therefore, the CSR.
ratios are equal to zero.'> For example, although
Taiwan has as many as 76 firms in the FTSE All-
World Developed Index (Global), not one of them
is included in the FTSE4Good Global Index.

Earnings management and investor protection

As concerns the measurement of EM, the sixth
column of Table I presents the extent of earnings
smoothing by country, which is the simple average
value across firms. Recall that a higher score repre-
sents a higher extent of earnings smoothing. The five
countries with the highest scores are Spain (1.9125),
Greece (1.7300), Taiwan (1.5317), Singapore
(1.4034), and Belgium (1.3790). By contrast, the

Russian Federation (0.4574), the Czech Republic
(0.7868), Peru (0.8487), Italy (0.8599), and the U.K.
(0.8876) are the five countries with the lowest
scores. The seventh column of Table I presents the
scores for earnings aggressiveness. The countries
showing the highest extent of earnings aggressiveness
are Hong Kong (0.1947), Greece (0.1076), Turkey
(0.0932), the U.S. (0.0841), and the Russian Fed-
eration (0.0796); the countries showing the lowest
extent of earnings aggressiveness are Morocco
(—=0.0245), Argentina (—0.0223), Finland (—0.0211),
Mexico (—0.0179), and Japan (—=0.0111).

Following Leuz etal. (2003), our data for
investor protection are collected from LLSV (1998)
and include (1) Antidirector Rights and (2) Legal
Enforcement. As shown in Table I, the two
Scandinavian countries of Norway and Denmark
along with Switzerland clearly have the highest
scores on investor protection among all countries,
followed by other European countries, namely the
UK., Germany, France, and the Netherlands as
well as the North-American countries, such as the
U.S. and Canada. By contrast, Latin American and
Asian countries have weaker scores for investor
protection.

Financial variables

Table IT presents the average value of the financial
variables across years and sample companies by
country. First, the countries with the highest
average value of (the natural logarithm of) Total
Assets of firms are France, Germany, Italy, the
Russian Federation, and Spain, and while those
with the lowest average are Morocco, Egypt,
Greece, Poland, and Pakistan. It appears that
companies in large countries have relatively larger
assets. Second, the countries with the highest
average values of the Debt-to-Equity ratio are
Indonesia, Japan, Ireland, Thailand, and Sweden,
whereas the those countries with the lowest average
values are Peru, the Russian Federation, Poland,
South Africa, and Hong Kong. Three countries in
the former group could perhaps have been slightly
affected by the 1997 Asian financial crisis. Third,
on the question of the average value of the Market-
to-Book ratio, Brazil, Argentina, India, the Neth-
erlands, and Denmark are the five countries with
the highest scores, and the five transition countries,
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Country Number of firms Total assets Debt-to-Equity ratio (%) Auditor Market-to-Book ratio (%)
1 Argentina 9 6.7333 30.3578 0.3582 26.6947
2 Australia 45 7.6977 59.2932 0.7007  3.3807
3 Austria 17 7.2183 74.3111 0.5351  2.6450
4 Belgium 12 7.8668 39.7099 0.5880 2.5284
5 Brazil 24 8.3810 34.2828 0.6681 32.8861
6 Canada 72 7.9260 72.3784 0.7465 3.6303
7 Chile 13 7.0817 73.3993 0.6282  1.7702
8 China 50 6.9480 28.1616 0.4995 1.1276
9 Czech Republic 3 8.2337 31.6752 0.7063  0.7137
10 Denmark 16 7.0942 48.3390 0.6104  6.5991
1 Egypt 3 5.5508 76.1630 0.1111  2.4855
12 Finland 7 8.4219 59.9690 0.3980 3.9243
13 France 33 9.6228 109.8506 0.5941 4.3926
14 Germany 28 9.5706 46.8010 0.5587 2.6728
15 Greece 44 5.9254 46.6424 0.2806  5.8545
16 Hong Kong 31 8.5043 28.0552 0.5316 2.9162
17 Hungary 4 6.9602 32.9825 0.6548  2.1025
18 India 36 6.3778 36.7863 0.0373  8.2954
19 Indonesia 12 6.7342 151.6913 0.6133  3.9631
20 Ireland 6 7.5342 133.8890 0.7407 4.7511
21 Israel 19 6.7926 60.5114 0.4094 2.8246
22 Italy 18 8.9951 75.4509 0.8284  3.7086
23 Japan 280 8.6841 137.2788 0.0000  3.3560
24 Malaysia 48 6.7430 58.9501 0.5567 3.2147
25 Mexico 14 8.2480 65.1524 0.5541 1.5618
26 Morocco 2 4.9716 NA 0.7083  3.2260
27 Netherlands 10 8.8211 78.4765 0.7867  7.6361
28 New Zealand 21 6.3354 86.7289 0.6329  3.3281
29 Norway 18 7.0978 82.9702 0.8772  5.6936
30 Pakistan 15 6.1094 67.3968 0.0074 1.8242
31 Peru 3 6.4064 14.4495 0.7222  0.9500
32 Philippines 14 6.8344 43.9736 0.2591 2.0125
33 Poland 7 6.0583 20.2005 0.6810 2.9744
34 Portugal 7 8.2996 105.5232 0.4535 3.4471
35 Russian Federation 4 8.9061 19.6674 0.3929  1.3992
36 Singapore 32 7.2925 45.0997 0.6705 2.9282
37 South Africa 28 6.9693 27.6790 0.7385 2.6879
38 South Korea 31 8.3631 74.9218 0.0828 2.5565
39 Spain 13 8.8867 64.1358 0.7333  2.0964
40 Sweden 24 8.4394 122.6012 0.5296  1.7666
41 Switzerland 15 8.8607 46.1182 0.5602 2.8633
42 Taiwan 71 7.0594 35.5996 0.5849 2.7731
43 Thailand 28 6.5482 127.4963 0.2799  3.2561
44 Turkey 16 6.3467 45.9377 0.3041  6.6945
45 United Kingdom 98 8.4898 55.7141 0.5807 6.6213
46 United States 352 8.7157 77.8813 0.7512 10.4622
Average 7.514 63.437 0.527  4.678
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TABLE III

Relation among EM, CSR, investor protection and firm-specific financial variables across firms of in 46 countries

Auditor  Market-to-Book  Earnings Earnings

Debt-to-Equity

Antidirector  Per-capita Total

Legal
enforcement

aggressiveness

smoothing

ratio

ratio

assets

GDP

rights

0.080***
0.031

—0.074***
—0.121***
—0.091%**
—0.054**

0.042*
0.004

0.140%***
0.180***
0.132%***
—0.159%**

0.270***  —0.031

0.381***

0.195***
0.767***
0.171%*%*

0.145%**

0.397***

0.314***

CSR

0.038

Legal enforcement

0.064**
—-0.026

0.039
-0.013

0.005

0.137%%%
0.447%%%

Antidirector rights
Per-capita GDP

Total assets

0.101%%%
0.144%%%

—0.109***
—0.048*
0.041

—0.074***

—0.049*

0.061**
—0.043*

0.018
—0.098***

—0.043

0.023
—-0.002

Debt-to equity ratio

Auditor

0.604***
—0.079***

Market-to-Book ratio
Earnings smoothing

Hsiang-Lin Chih et al.

*kk  kk

, and * represent the level of significance at 0.01, 0.05, and 0.10, respectively.

>

i.e., the Czech Republic, Peru, China, the Russian
Federation, and Mexico are the countries with the
lowest scores. Finally, as for the number of com-
panies that are audited by the Big Five auditors,"’
Norway, Italy, the Netherlands, Canada, and Ire-
land have the highest scores, and at the other end
of the scale, with the lowest scores are Japan,
Pakistan, India, South Korea, and Egypt.

Table III shows the Spearman correlation coeffi-
cients, and uses firm level data for CSR, EM,
financial variables, Auditor, and institutional vari-
ables across 1,653 sample companies. The correla-
tion coefficient of CSR with Legal Enforcement,
Anitdirector, GDP per-capita, Total Assets, Auditor
and the Market-to-Book ratio are all significantly
positive. It is surprising to find that CSR is nega-
tively correlated to earnings smoothing (—0.121) but
positively correlated to earnings aggressiveness
(0.080), and both are significant. Therefore, evi-
dently, a firm, which is committed to CSR, evi-
dently tends not to smooth earnings but does seems
to undertake more earnings aggressiveness. Thus,
when earnings smoothing is employed as a proxy for
EM, the evidence is against the predictable earnings
hypothesis, but it is in favor of the myopia avoidance
hypothesis. However, when earnings aggressiveness is
used as a proxy, it is against the myopia avoidance
hypothesis  and  supports the multiple objectives
hypothesis.

Empirical results

Tables IV and V present the estimated determinants
of earnings smoothing (EM1) and earnings aggres-
siveness (EM2), respectively. As mentioned earlier, a
higher EM1 is an indicator of there being a greater
incentive to smooth earnings, while a higher EM2 is
a sign of there being a greater extent of earnings
aggressiveness.

Of particular interest here are the coefficients of
CSR. There are eight specifications in each table,
with each having a different combination of the
control variables. The first four specifications do not
consider the interactions among the variables,
whereas the latter do take such interaction variables
nto account.
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CSR and EM1

Table IV shows that the coefficients of CSR are
overwhelmingly negative and significant except for
specifications (C) and (D). Since (C) and (D) are
nested in (F) and (G), respectively, we employ a
F-test to examine which specifications are prefera-
ble. With F-values are of 5.900 and 5.217, respec-
tively, we reject (C) and (D) in favor of (F) and (G).
Hence, it can be concluded that companies with
greater CSR conduct less earnings smoothing,
which strongly supports the myopia
hypothesis but rejects the predictable earnings hypothesis.
This is consistent with the evidence from the simple
correlation coefficients.

The results for the other control variables are
also interesting. First, Total Assets, in Table IV,
Total Assets is found to be significantly negative,
which implies that larger firms are required to

avoidance

disclose their information more often, and thus,
they show less tendency to manage earnings, a
finding that is similar to that of Lee and Choi
(2002). Neither of the coefficients for the Market-
to-Book ratio nor the Debt-to-Equity ratio are
significant, suggesting that these two ratios do not
affect firms’ decision to smooth earnings. By con-
trast, the coefficients of Auditor are overwhelm-
ingly  significantly signifying  that
companies which have been audited by the Big 5
auditors are less likely to smooth earnings. Just as
equally interesting is that the coefficients of Anti-
director Rights and Legal Enforcement are all sig-
nificantly negative, which reveals that companies in

negative,

countries that foster good government governance
show considerably less tendency to smooth earn-
ings. These results closely echo those of Leuz et al.
(2003) who argue that when countries have better
investor protection, they can improve the financial
transparency of companies. Finally, the significantly
negative coefficients of GDP per-capita suggest that
companies in richer countries are generally less
likely to smooth earnings.

Some important findings emerge after we take the
interaction variables into account. Since the coefti-
cients of GDP per-capita Xx CSR are significantly
positive but the values are less than those of CSR, it
is evident that the negative effects of CSR on EM1
diminish as GDP per-capita increases. That is, while
we have found that firms with a higher degree of

CSR conduct less earnings smoothing, but it is more
likely that this effect is mitigated in a rich country
than in a poor one. In other words, the myopia
avoidance hypothesis is more likely to hold true in a
poor country.

CSR and EM2

In Table V, the coefficients of CSR are significantly
positive for the first 4 specifications, significantly
negative for specification (F) but insignificant for the
remaining three specifications. Since specifications
(A), (C), and (D) are nested in (E), (F), and (G),
respectively, we again conduct an F-test to examine
which specifications are preferable. We cannot reject
(A), (C), or (D) because the F-values are 1.519,
1.831, and 2.539, respectively. It is clearly apparent
that a firm with a higher degree of CSR generally
tends to conduct more earnings aggressiveness. This
tully supports the multiple objectives hypothesis.

The coefficients of the control variables are also
worth discussing. The coefficients of Total Assets
and the Debt-to-Equity ratios are overwhelmingly
significantly negative unlike those coetficients of the
Market-to-Book ratio, which are overwhelmingly
significantly positive. This implies that larger and
higher leveraged firms have less of a tendency to
undertake less earnings aggressiveness, whereas high
growth firms have more of a tendency to undertake
earnings aggressiveness. Important too, the coeffi-
cients of Auditor are not significant in (C), a finding,
which makes us to conclude that whether or not
companies are audited by the Big 5 auditors does not
evidently affect their tendency to smooth earnings.
The coefficient of Antidirector Rights is 0.009 in
(D), and that of Legal Enforcement is 0.008 in (H).
These results are different from those of Leuz et al.
(2003) and suggest that insiders have a greater ten-
dency to hide their control benefits when faced with
potentially stiffer penalties. The coefficient of Legal
Enforcement X CSR is —0.013 in (H), which rep-
resents the multiple objectives hypothesis is, however,
less supported in a country with strong legal
enforcement. Besides this, in that the coefficients of
GDP per-capita Xx CSR  are significantly positive
with specifications (F) and (H), there is more con-
crete evidence in favor of the multiple objectives
hypothesis in richer than in poorer countries.
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Before-tax earnings without extraordinary items

CSR=0 CSR=1
2000 2000
1750 - 1750 |
No. of Obs. = 9,505 No. of Obs. = 3,411
1500 4 EM3A = 27.947 1500 EM3A = 7.764
1250 1250 |
1000 - 1000 4
750 750 -
500 500 -
250 250 |
0- T 0 T T T f T T
54 -54 -36 -18 0 18 36 54
Before-tax earnings with extraordinary items
CSR=0 CSR=1
2000 2000
1750 - - 1750 |
No. of Obs. = 9,306 No. of Obs. = 3,417
1500 - EM3A = 27.360 1500 EM3A = 7.451
1250 - 1250
1000 - 1000 |
750 750 -
500 500 -
250 250
0 T T === 0 T T E— T T T
-54 -36 54 54 36 -18 0 18 36 54
Figure 1 CSR and earnings losses avoidance (EM3A).
Before-tax earnings without extraordinary
CSR=0 CSR=1
1000 1000
7501 No. of Obs. = 8,224 750 - No. of Obs. = 3,015
EM3B = 7.893 EM3B = 4.972
500 500 |
250 250
0- T 0 T T — f T T
54 -54 -36 -18 0 18 36 54
Before-tax earnings with extraordinary items
CSR=0 CSR=1
1000 1000
No. of Obs. = 7,995 No. of Obs. = 3,019
750 EM3B = 8.126 750 EM3B = 6.303
500 500 |
250 250
0- T 0 T T T
54 54 -36 -18 0 18 36 54

Figure 2 CSR and earnings decreases avoidance (EM3B).
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CSR and EM3A and EM3B

Here, we explore whether CSR affects earnings
losses avoidance (EM3A) by using level of earnings
and earnings decreases avoidance (EM3B) by using
changes in earnings. We classify all sample firms
across years and countries into two groups, i.e., the
CSR group (CSR = 1) and the Non-CSR group
(CSR = 0). Then, following the method of
Burgstahler and Dichev (1997), we plot the histo-
grams of the earnings (and change in earnings) of the
two groups to calculate EM3A (and EM3B) and
then examine which group of firms is most inclined
to avoid earnings losses and earnings decreases.

The top left and bottom left panels of Figure 1
show the frequency of the level of earnings of the
Non-CSR group (CSR = 0) with and without the
extraordinary items, respectively. Note that the fre-
quency at the interval immediately to the right to of
0 (which is appeared at interval O in the figure) is
substantially higher than that at other intervals, i.e.,
earnings slightly greater than zero occur much more
frequently than would be expected. This is in sharp
contrast to the frequency at the interval —1 (the
interval immediately to the left to interval 0), which
is abnormally low, i.e., earnings slightly less than
zero occur much less frequently than would be
expected. Also, EM3A are equal to 27.947 and
27.360, respectively, and clearly reject the null of
normal distribution. Taking these two findings
together, there is no question that companies in the
Non-CSR group have a strong incentive to avoid
earnings losses.

The top right and bottom right panels of Figure 1
show the frequency of the level of earnings of the
CSR group (CSR = 1) with and without the
extraordinary items, respectively. Given that
the frequencies gaps in the frequencies between the
interval 0 and —1 are less obvious than those when
CSR = 0, companies in the CSR group (CSR = 1)
appear to have less tendency to avoid earnings losses
and earnings decreases. The estimated values of
EMB3A are 7.764 and 7.451 are significantly less than
those when CSR = 0. These results strongly support
the myopia avoidance hypothesis; that is, companies
with a higher degree of CSR are less inclined to
avoid earnings losses.

Figure 2 visually presents similar histograms but
uses changes in earnings. The sharp contrast in the

frequencies between the interval 0 and —1 noted in
Figure 1 disappears here. When the Non-CSR group
(CSR = 0) is considered, the EM3B is equal to 7.893
and 8.126 when earnings exclude and include
extraordinary items, respectively, whereas they are
4.972 and 6.303 when the CSR group (CSR = 1) is
considered. It can be interpreted from these results
that companies in the Non-CSR group have higher
incentives to avoid decreases in earnings, the myopia
avoidance hypothesis still gains support.

Conclusions

The article examines the relationships between CSR
and EM across 1,653 companies in 46 countries.
Four hypotheses are investigated. The myopia avoid-
ance hypothesis postulates that CSR and EM are
negatively related. The multiple objective hypothesis
postulates that they are positively related. The insti-
tutional hypothesis, however, postulates that there is
no relationship. Last, like the multiple objectives
hypothesis, the predictable earnings hypothesis postulates
that they are also positively related.

The sample companies are classified into two
groups: the CSR group, with these companies
included in both the FTSE All-World Developed
Index (Global) and the FTSE4Good Global Index,
and the Non-CSR group, with these companies
included in the FTSE All-World Developed Index
(Global) but not included in the FTSE4Good Global
Index. Three kinds of EM are also investigated here,
i.e., earnings smoothing, earnings aggressiveness and
earnings losses and earning decreases avoidance.

We find that the type of relationship between
CSR and EM depends on which EM we consider.
When EM is proxied by earnings smoothing, an
increases in CSR  mitigates earnings smoothing,
which supports the myopia avoidance hypothesis but
clearly rejects the predictable earnings hypothesis. When
EM is proxied by earnings aggressiveness, an increase
in CSR  increases earnings aggressiveness, which
supports the multiple objectives hypothesis. When EM 1is
proxied by earnings losses avoidance, an increase in
CSR  mitigates
decreases) avoidance, which again supports the
myopia avoidance hypothesis.

In sum, a firm with CSR in mind tends not to

earnings losses (and earnings

smooth earnings, and displays less interest in
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avoiding earnings losses and decreases. It is, how-
ever, prone to engage in more earnings aggressive-
ness, but this tendency can be mitigated in a country
with strong legal enforcement.

Notes
U See Norris, ‘The Market: Market Place: Yes, He
Can Top That,” New York Times, July 17, 2002, at A-1.
? A formal definition that emerged from an interna-
tional meeting of the World Business Council for Sus-
tainable Development (WBCSD) organized with 60
opinion leaders from inside and outside business is:
“CSR is the continuing commitment by business to be-
have ethically and contribute to economic development
while improving the quality of life of the workforce
and their families as well as of the local community and
society at large (WBCSD Stakeholder Dialog on CSR,
The Netherlands, September 6-8, 1998).”

> McWilliams et al. (2006) develop an excellent
framework for consideration of the strategic implica-
tions of CSR, and propose an agenda for additional
theoretical and empirical research on CSR.

* The FTSE All-World Index covers 48 different
countries and more than 2,700 stocks and captures 90—
95% of total invested market capitalization. The Index
is designed to provide investors with the opportunity to
develop their own portfolio universe.

> These industries include tobacco producers, com-
panies manufacturing either parts for, or whole nuclear
weapons systems, companies manufacturing whole
weapons systems, owners or operators of nuclear power
stations and companies involved in the extraction or
processing of uranium.

® The interval width is 20QR)N', where IQR is
the difference between the third quartile and the first
quartile (Q;—Q) of earnings and changes in earnings,
both scaled by lagged total assets, and N is the number
of observations.

7 SD; = [Npi(1 = pi)+ $ N(piz1 + pisa) (1 = pia—
Pit1 )}1/ 2 where N represents the number of firm-years
of each country; p; is the proportion of the actual num-
ber of observations for interval i to the number of firm-
years, AQ,/N; and p;_y and p;4; are equal to AQ,—1/N
and AQ;;1/N, respectively.

® Based on financial accounting data from 1990 to
1999 for more than 8,000 firms in 31 countries, Leuz
et al. (2003) suggest that EM is dominated by interna-
tional differences in private control benefits, and thus, a
negative relation exists between investor protection and
EM.

The empirical results based on after-tax income is
are qualitatively the same as those based on before-tax
income; thus, we just show the results based on before-
tax income.

19" Please see the website: http://www.ftse4good.com/
ftse4good/data.jsp.

""" Following Leuz et al. (2003), financial institutions
are not included in this article.

> The countries with zero CSR ratios are Argentina,
Brazil, Chile, China, the Czech Republic, Egypt, Hun-
gary, India, Indonesia, Israel, Malaysia, Mexico, Mor-
occo, Pakistan, Peru, the Philippines, Poland, Portugal,
the Russian Federation, South Africa, South Korea,
Taiwan, Thailand, and Turkey.

> The Big Five auditors are Arthur Andersen, Coo-
pers & Lybrand (merged with Price Waterhouse on
July 1, 1998), Emst & Young, Deloitte & Touche,
KPMG, and PricewaterhouseCoopers (Price Water-
house prior to July 1, 1998 but merged with Coo-

pers & Lybrand).
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