
 
 

1 

 
 
 
 
 
 
 

CAN CORPORATE SOCIAL RESPONSIBILITY PRACTICES BE CONSIDERED AS AN 
ENTRENCHMENT STRATEGY? EFFECT ON FINANCIAL PERFORMANCE 

 

 

 

Isabel María García Sánchez 

Universidad de Salamanca 

Profesora Titular de Universidad 

 

Jennifer Martínez-Ferrero 

Universidad de Salamanca 

Profesora Asociada de Universidad 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
Área Temática: A) Información Financiera y Normalización Contable. 
 
Palabras claves: manipulación contable, responsabilidad social corporativa, resultado empresarial 

17a 



 
 

2 

CAN CORPORATE SOCIAL RESPONSIBILITY PRACTICES BE CONSIDERED AS AN 
ENTRENCHMENT STRATEGY? EFFECT ON FINANCIAL PERFORMANCE 

 

¿PUEDEN SER CONSIDERADAS LAS PRÁCTICAS DE RESPONSABILIDAD SOCIAL CORPORATIVA 
COMO UNA ESTRATEGIA DE ATRINCHERAMIENTO? EFECTO EN EL RENDIMIENTO FINANCIERO 

 
Resumen 

 

Actualmente, las cuestiones sobre sostenibilidad están adquiriendo un papel renovado en nuestra 
sociedad y la conciencia social está ganando peso entre los ciudadanos. Las empresas utilizan la 
sostenibilidad como un mecanismo para recuperar la confianza perdida y promover un clima de aceptación 
para su estrategia entre los diferentes grupos de interés. Teniendo en cuenta el espectacular crecimiento 
de estas prácticas sostenibles, el objetivo de este trabajo es poner de relieve el papel moderador de la 
Manipulación Contable (MC) en la relación entre la Responsabilidad Social Corporativa (RSC) y 
rendimiento financiero (FP). Este tipo de prácticas de atrincheramiento puede afectar al FP, ya que las 
prácticas sostenibles podrían ser empleadas como una estrategia de atrincheramiento orientada a ocultar 
el efecto de la manipulación contable. Las hipótesis son contrastadas en una muestra no balanceada de 
1.960 sociedades multinacionales, cotizadas y no financieras pertenecientes a 25 países y una Región 
Administrativa para el periodo comprendido entre 2002 y 2010. Debido a la utilización de una base de 
datos internacional y las consiguientes divergencias entre países, es posible observar si estas relaciones 
divergen teniendo en cuenta diferentes entornos institucionales. Con este fin, el compromiso nacional 
hacia la sostenibilidad y el nivel de protección de los inversores se utilizan como características del macro-
ambiente. Los resultados muestran que los inversores son capaces de identificar el uso de las prácticas 
económicas, sociales y ambientales como un mecanismo de atrincheramiento para disfrazar las prácticas 
de MC, generando un efecto negativo en el valor de mercado. Este efecto negativo es especialmente 
importante en países con un fuerte compromiso con la RSC y los niveles más bajos de protección de los 
inversores o menor desarrollo del mercado de valores. Además, el efecto difiere en función de la medida 
de MC y de las diferentes tipologías de RSC. 

 
Abstract 

 
Sustainability issues are acquiring a renewed role in our society and social consciousness is gaining 

weight among citizens. Companies use sustainability as a mechanism to regain lost confidence and 
promote an acceptance climate of their strategy among the different stakeholders. In view of the dramatic 
growth of these sustainable practices, the aim of this paper is to highlight the moderator role of Earnings 
Management (EM) in the relationship between Corporate Social Responsibility (CSR) and Financial 
Performance (FP). This kind of entrenchment practices can affect on FP since sustainable practices could 
be used as an entrenchment strategy oriented to conceal the accounting manipulation effect. The 
hypothesis are tested for an unbalanced sample of 1,960 multinational non-financial listed companies from 
25 countries and an Administrative Region for the period between 2002 and 2010. Due to the utilization of 
an international database and the differences among countries, it is possible to observe if these 
relationships diverge considering different institutional settings. To this end, the national compromise to 
CSR and the level of investors´ protection are used as characteristics of the macro-environment. The 
results show that investors are able to identify the use of economic, social and environmental practices as 
an entrenchment mechanism to disguise accruals EM practices, generating a negative effect on Market 
Value. This detrimental effect is especially important in countries with strong commitment to CSR and lower 
levels of investor protection or stock market development. In addition, the effect differs in relation to EM and 
CSR practices typologies, as well as the level of firms´ commitment to sustainability. 

Key words: Earnings Management (EM), Corporate Social Responsibility (CSR), Financial Performance 
(FP), Entrenchment Practices, Market Value. 
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1. INTRODUCTION 

This paper investigates the moderating role played by Earnings Management (EM) on the 
synergistic circle between corporate social responsibility (CSR) and financial performance (FP) in which 
more profitable firms invest more economic resources on CSR, and these sustainable practices improve 
the value of responsible companies (Orlitzky et al., 2003; Waddock and Graves, 1997; Tang et al., 2012). 
We consider the moderating role of EM, introducing the idea that CSR can be promoted as consequence of 
manipulative accounting behaviour carried out by managers as their entrenchment strategy, with the aim to 
disguise this fraudulent conduct (Surroca and Tribó, 2008).   

Companies that manipulate accounting information, carry out Earnings Management practices in 
order to report accounting results that do not correspond to those really achieved (Garcia- Osma et al., 
2005). The consequences of these management practices are beyond doubt detrimental, reducing the 
value of the company, its assets, its transactions, its reputation and corporate image (Fombrun et al., 2000; 
Roychowdhury, 2006), and at the same time provoking a loss of support among shareholders, investors 
and other stakeholders, and increasing activism and surveillance by interest groups and regulatory 
authorities (Zahra et al., 2005). 

In contrast, sustainable practices promote a climate of acceptance and support among regulators 
and stakeholders, dissuade activism and intervention by interest groups and increase job satisfaction and 
customer loyalty (Adams, 2002; Frombun et al., 2000). In this sense, managers that promote sustainable 
actions could be using CSR as a discretionary activity aimed at going beyond its own interest and welfare 
(Barnett, 2007). More concretely, there could be acquired CSR compromise (Prior et al., 2008) with the aim 
to ensure their continuity in its leadership position, to avoid changes in the control of the company, to 
influence labour negotiations or to respond to takeover bids (Gargouri et al., 2010) because stakeholders´ 
power to influence in the firm value and this way, avoiding boycotts and activism of stakeholders (Cespa 
and Cestone, 2004). This decision-making provokes that entrenched managers collude with stakeholders 
with the aim to strengthen their strategy and continue acting in their own interest (Surroca and Tribó, 2008).  

Specifically, we test if when managers use their discretionary behavior through economic, social 
and environmental actions as an entrenchment practice to conceal EM negative effects, investors are able 
or not to distinguish this opportunistic behavior and the market value reinforces or not the negative effect of 
the manipulative practices. To this end, we introduce several interactions between CSR and EM. The 
conjoint analysis of the coefficient of CSR, EM and CSR*EM allows the observation of the reaction of the 
stock market to this managerial entrenchment practice.  

The empirical analysis is based on a sample comprising 1960 international listed non-financial 
companies, and constituting 14,844 observations from 25 countries and one Administrative Region for the 
period 2002-2010. With the aim to control the differences among multinational companies, several 
institutional factors are selected in order to identify the macro-environment of the companies´ country of 
origin. We consider the different institutional approaches adopted in the context of CSR, as a result of 
public pressure or the normative environmental context, among other aspects, that can define sustainable 
practices in each country (Kolk and Perego, 2008) and the level of investor protection in each country has 
been considered because this has been identified as one of the main institutional factors that affects 
corporate policies choices (Shleifer and Vishny, 1997). 

The results show empirical evidence that those CSR actions promoted by the manager as a mean 
to mask their profit management provoke a negative and detrimental effect on the market value of the 
company. This detrimental effect on FP is especially important in countries with strong commitment to CSR 
and lower levels of investor protection or stock market development. In addition, the effect differs in function 
of EM and CSR practices typologies, as well as the level of firms´ commitment to sustainability. 
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This article is structured in six sections following this Introduction. In the first, we provide the 
theoretical framework and then, we describe previous empirical research in order to establish our working 
hypotheses. The following section describes the methodology used: the sample analysed, the variables 
included and the empirical models used to test the hypotheses. Section four presents the results of our 
empirical analysis, and the discussion of results. Finally, we present the main conclusions drawn, point out 
the limitations to this study, and suggest lines for possible future research. 

2. THEORETICAL FRAMEWORK: CORPORATE SOCIAL RESPONSIBILITY, FINANCIAL 
PERFORMANCE AND ENTRENCHEMENT STRATEGY. Research Hypothesis 

2.1 Corporate Social Responsibility and entrenchment strategy 

As a consequence of the numerous accounting scandals that occurred in recent years, companies have 
begun to adopt behavior patterns with a strong sustainable component to reduce uncertainty and loss of 
confidence by investors and other stakeholders. Moreover, sustainability issues are acquiring a renewed 
role in our society and social consciousness is gaining weight among citizens. Companies see in 
sustainability a mechanism to regain lost confidence and promote an acceptance climate of their strategy 
among the different stakeholders (Hong and Andersen, 2011; Scholtens and Kang, 2012). In this sense, 
CSR is presented as an emerging alternative management model and recognizes the company as a set of 
relationships, not just between owners and managers but also with those parties or groups interested in the 
evolution of the company: employees, customers, suppliers, competitors, the environment and society in 
general (Adams, 2002). 

Despite being considered by some authors as a decrease of shareholder equity (McWilliams and 
Siegel, 2001), nowadays, companies operate in an environment in which the exercise of responsibility is a 
prerequisite to compete, and thus CSR is a crucial strategic element (Garrigues Walker and Trullengue-
San Juan, 2008). At an international level, organizations and stakeholders are increasingly aware of the 
need for benefits of socially responsible behavior.  

Trough sustainable practices, companies achieve a threefold impact – economic, social and 
environmental (Adams and Zutshi, 2004)–. Within these practices, primarily stands out the ethical 
component of the practices that are launched by companies, its welfare orientation (Barnett, 2007) and the 
willfulness. However, as noted by McWilliams and Siegel (2001), there is an ideal level of CSR, which can 
be determined by managers through a cost-benefit analysis, thus avoiding incurring in high costs that 
subsequently do not generate revenue for the company, and thus, a negative effect on performance. 
Specifically, CSR has the aim to reduce the agency problem since it is considered as a mean of reconciling 
business goals with social and ethical ends and avoid the conflict of interest among managers, 
shareholders and other stakeholders. 

Along the same lines, Walsh et al. (2003) conclude that it is necessary to find a way to meet the 
economic and social objectives for corporations. Building on these arguments, sustainable actions can 
generate business performance, especially concentrating on the economic element out of the triple 
perspective of CSR practices (Adams and Zutshi, 2004; Stevens et al., 2005).  

However, along the literature, the relationship between CSR and FP study has been discussed 
many times. Although there are no generalizations or unanimous results, most research of this relation 
support the positive effect of economic, social and environmental practices on firm performance, and 
specifically, a synergistic relationship (McGuire et al. 1990; Waddock and Graves, 1997; Orlitzky et al., 
2003). In this sense, two theories defend the existence of this positive and bidirectional effect between 
sustainable behavior and business performance: the “Social Impact Theory” (CSR practices have a positive 
influence on business performance, Waddock and Graves, 1997) and the “Theory of Slack Resources” 
(higher levels of firms financial performance enables them to allocate available resources to social 
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investment, Preston and O´Bannon, 1997). Thus, higher levels of Financial Performance endow companies 
with increased resources to promote economic, social and environmental activities.  

Based on the existence of a positive relationship between the level of sustainability and level of 
business performance, the aim of this paper is to analyse the effect on FP of earnings management 
practices when companies carry out sustainable practices as a strategy of entrenchment. This kind of 
strategy has been considered as one of the consequences of agency problems, with the separation 
between ownership and control (Jensen and Ruback, 1983). One of the main features and also costly of 
the strategy is that entrenchment allows managers to avoid myopia in decision-making and focus on the 
long term, regardless of the risk of losing their jobs or their control in the company (Johnson and Rao, 
1997). Managers who promote entrenchment practices have the aim to collude with employees, 
communities, customers, and suppliers to protect themselves from disciplining mechanisms, with the 
purpose of reducing the shareholder wealth (Cespa and Cestone, 2007). Among others, this strategy has 
the purpose to ensure job security for managers over a long period of time despite the fact that directors 
cease to fulfil the necessary qualifications or skills for the proper discharge of their job (Shleifer and Vishny, 
1989). 

There are several practices that promote an entrenchment strategy, such as poison pills, golden 
parachutes, the limitation of voting rights, long term plans for managers (de Miguel et al., 2005), and also 
considered by Surroca and Tribó (2009), but also sustainable practices, which can be conceived as 
entrenchment practices.  

The starting point of this research is found in the paper of Cespa and Cestone (2007) who argue 
that strategies focused on society, human rights or environmental matters are not thought off as an ethical 
commitment. Managers conceive sustainable practices as a mechanism to avoid stakeholder´s activism, 
such as media campaigns or boycotts or even adverse political climate. Furthermore, although several 
papers investigate the link between CSR practices and EM behavior, the aim of this paper is to highlight 
their whole effect on FP. 

2.2 The moderating role of Earnings Management (EM) on the effect of CSR practices on    
Financial Performance.  

The very limited growth of sustainable business practices has created a climate of scepticism 
among many stakeholders due to the unstated attitudes of many companies with respect to these 
practices, leading some authors to define CSR as any discretionary company activity aimed at going 
beyond its own welfare (Barnett, 2007). In this sense, according to Handelman and Arnold (1999), 
managers can promote CSR practices as a means of promoting themselves, aimed at the increase of their 
own wealth. Therefore, these managers will be making use of their discretionality to achieve their own 
interest, i.e. an entrenchment strategy to increase their compensation or secure their job. However, 
according to Johnson et al. (2012) “ the ends justify the means”, i.e. the ethical judgment proposed to 
managers who manage their results is lower and less extreme when this behaviour is associated with 
favourable consequences for the company. 

In this scenario is where EM1 practices have their rationale. These practices have their starting point 
in the separation between ownership and control and are considered as an agency cost (Davidson III et al., 

                                                           

1 There are two types of EM: purely accounting decisions, such as accrual earnings management (AEM), and real 
earnings management (REM), i.e., actions that alter the timing and scale of production, sales, investment, and financing activities 
throughout the accounting period in such a way that a specific earnings target can be met (Roychowdhury, 2006). Managers can 
choose between AEM and REM actions according to which ones are less costly and less visible to investors and to the market 
(Kim et al., 2012). 
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2004).  This unethical behaviour according to which company directors, acting on their own benefit, carry 
out actions aimed not just against shareholders’ interests in the form of non-optimal investment decisions, 
but also against those other groups of interest, in order to influence contractual outcomes (Healy and 
Wahlen, 1999).  

Regarding this unethical sphere, many have argued that organisations opt for greater action in the 
field of social responsibility as a means of concealing mismanagement by their directors, thus avoiding 
costly boycotts and damaging campaigns in the media (Bansal, 2005), as well as the monetary 
compensation that may be demanded by shareholders and other stakeholders for the losses suffered 
(Zahra et al., 2005). 

 In this line, Cespa and Cestone (2007) obtained empirical evidence showing that, in a context of 
EM in which managers make use of their discretionary powers, they often implement CSR as a defensive 
measure to avoid negative reactions and subsequent surveillance by stakeholders who might be affected 
by this EM. Similarly, Prior et al. (2008) proved empirically that manager´s who apply EM, either upward or 
downward depending on the company’s situation and the benefits to be obtained from the course of action, 
attempt to compensate stakeholders with social, ethical or environmental activities and thus conceal their 
inappropriate conduct. 

In agreement with Jensen (2001), Leuz et al. (2003) observed that CSR activities could exacerbate 
agency problems. Internal managers, needing to take into account the priorities of diverse stakeholders 
(employees, customers, financial institutions, etc.) and since the company does not have just one goal, use 
their discretionality and their inside information when making decisions based on their private interests, and 
against those of external groupings. Thus, in order to conceal such opportunistic practices, managers make 
use of EM. Chih et al. (2008) defined this reasoning as the multiple objectives hypothesis, by which CSR 
intensifies the agency problem and motivates managers to practice EM. 

Studies such as Prior et al. (2008) and Gargouri et al. (2010) have shown that CSR practices may 
conceal earnings management (EM) behaviour. More specifically, they report that companies whose 
managers enjoy discretionality in their decision making are more likely to carry out ethical and social-
oriented actions in order to obtain the support of stakeholders and thus reduce the risk of dismissal 
following EM and the negative effects that such accounting practices could have on the company’s value 
and reputation. The intention underlying these practices is to align the interests of various groups that both 
affect and are affected by the organization and its stakeholders.  

Those managers that make use of their discretionality and carry out EM actions could find in CSR 
practices a mechanism to satisfy the needs of the diverse stakeholders and avoid the consequences of 
these inadequate practices.  Specifically, among the economic and financial consequences, several 
authors have observed the negative impact that this unethical accounting practices have on companies 
value, its assets, its transactions, its reputation and corporate image (Fombrun et al., 2000; Roychowdhury, 
2006), as well as, the loss of support among shareholders, investors and other stakeholders, and the 
increasing activism and surveillance by interest groups and regulatory authorities (Zahra et al., 2005).  In 
this sense, CSR could be viewed as a managerial entrenchment strategy to meet the demands of different 
stakeholders, especially those who are capable of influencing the image of managers, whether by 
promoting them or discrediting them (Rowley and Berman, 2000; Schneper and Guillén, 2004). This is 
possible due to the fact that the benefits derived from CSR practices are also high (Ruf et al., 2001). 

In this line, Sundaramurthy (2000) argues that the market value of a company decreases when it 
adopts entrenchment practices because this practice increases FP in the short term but this kind of 
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entrenchment practice damage the shareholder´s value in the medium- long term. Notwithstanding, as Prior 
et al. (2008) evidenced, the effect of such actions are detrimental for the company if they are detected by 
stakeholders.  These authors proved empirically the negative and detrimental effect that EM has on FP 
when these manipulative practices are combined with economic, social and environmental concessions.  

According to Surroca and Tribó (2008), entrenched managers can collude with stakeholders with 
the aim to strengthen their strategy and continue acting in their own interest. This utilization of CSR is due 
to the stakeholders´ power to influence firm value and avoid this way boycotts and activism of stakeholders. 
When managers make use their discretionary behavior through the EM practices, their economic, social 
and environmental actions can reinforce the negative effect of this manipulative behavior on shareholder´s 
value. Therefore, it can be expected that EM practices when combined with CSR actions have a negative 
impact on FP.  In addition, according to earnings management consequences, earnings releases of 
analysts reflect that earnings management practices are associated with worst and lower earnings releases 
(Louis, 2004). This author supports the evidence of Rangan (1998), Gunny (2005) or Bens et al. (2002) and 
finds a negative link between EM and the subsequent profitability.   

We hypothesize that managers who carry out EM practices to satisfy their own interest have the 
incentive to promote CSR practices (as an entrenchment strategy) with the aim to avoid possible activism 
and control by several stakeholders. However, these manipulative actions when combined with sustainable 
practices have a detrimental effect on FP because managerial entrenchment only aims at managerial 
survival and CSR intensifies the negative aspects of the entrenchment (Surroca and Tribó, 2009). 
Furthermore, Bebchuck et al. (2009) shows that entrenchment practices have a negative effect when 
associated with firm value. These actions can reduce the flexibility of the organization; putting manipulative 
companies in a disadvantage in relation to the companies that do not manage their profits (Prior et al., 
2008; Dianita, 2011). Our purpose is to highlight if managers promote sustainable practices as a means to 
disguise the EM, to avoid the recognition of this unethical behaviour by market, investors and other 
stakeholders, and to prevent the shareholder and stakeholder activism. Thus, CSR is considered as an 
entrenchment strategy of managers who manage their accounts with the aim of satisfying their own 
interests.  

 So, we propose the hypothesis of the existence of a moderating effect of EM practices on the 
relationship between CSR and FP. 

H1: An entrenchment strategy of CSR practices in order to conceal Earnings Management practices 
has a negative impact on Financial Performance. 

2.3 Institutional context: National approach to CSR and Investor Protection 

Institutional theory argues that firms are economic units that operate within contexts formed by a 
nexus of institutions, which affect their behaviour and impose expectations on them (Campbell et al., 1991; 
Roe, 1991, Campbell, 2007). This institutional environment defines “the rules of the game in a society or, 
more formally, the humanly devised constraints that shape human interaction” (North, 1990).  

Organizations operating in countries with a similar institutional structure will adopt homogeneous 
forms of behaviour (La Porta et al, 1998; Claessens and Fang, 2002; Campbell, 2007). DiMaggio and 
Powell (1983) named this process ‘isomorphism’ and argued that it enhances companies’ stability and 
survival, facilitating political power and institutional legitimacy. These isomorphic practices emanate from 
the organisation’s decision to resemble others (mimetic isomorphism), to do the professionally correct thing 
(normative isomorphism) or to comply with the rules applied by external forces (coercive isomorphism) 
(Perez-Batres et al., 2011). 
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Due to the difficulties of categorising countries according to their institutional environments, we 
follow previous studies (La Porta et al., 1998) adopting an alternative approach in which the countries are 
identified by analysing the individual effect of each of the institutional factors that characterise the firm’s 
country of origin. 

The level of investors’ protection in the countries of origin has been analyzed in recent year as one 
of the causes which determine the development of market evaluation and corporate sustainability .It is 
considered as one of the factors which avoid the EM practices with the aim to protect the shareholders 
interests. All shareholders, investors´ or other type of market agent need to have their rights protected by 
law and by companies (La Porta el al., 2000). 

Regarding the market development and corporate performance, following La Porta et al. (2002), the 
role of investors´ protection became a decisive factor in the assessment received by the market.  As these 
authors show, those companies located in countries with better legal protection of investors are associated 
with higher evaluation by market due to market agents are able to pay more for financial assets. This also 
means that in countries with a strong law role to protect shareholders interests there are lower incentives to 
expropriation by managers. So, market positively values an institutional setting that defends and has as a 
benchmark the rights of investors and the laws are protective.   

In this line and according to the research of La Porta et al. (1997), the antidirector rights score –as a 
proxy of investor protection- generate financial development across countries, which support the evidence 
that a higher degree of investors´ protection is seen as the cause of a further market development. Thus, 
we expect that those companies located in countries with strong laws to protect shareholders and the other 
stakeholders have better corporate performance.   

In regard to the EM behaviour, following the findings of García-Meca and Sánchez-Ballesta (2009), 
there is a need to consider the legal and institutional context in the research of EM, due to the different 
alternative approaches to EM and CSR practices.  In general, agency problems are stronger for companies 
located in countries with weak investor protection (La Porta et al., 1999), which increases managers’ 
incentives to take into account the EM opportunities.  

According with the previous literature, EM is lower in countries with higher level of investor 
protection (Haw et al., 2004,  Chih et al., 2008; Scholtens and Kang, 2012) because it limits managers’ 
ability to derive private benefits from their position (Leuz et al. 2003; Wright et al., 2006). These research 
results support the existence of an inverse relationship between EM and the extent of investor protection, 
due to the fact that in countries with weak minority shareholders rights and legal enforcement, managers 
enjoy greater incentives to manage corporate performance. This mechanism aims to achieve the protection 
of outside investors. Thus, those companies located in countries with stronger laws to avoid the 
expropriation by managers, enjoy lower EM since managers unethical behaviour is more restricted. Thus, 
we expect that those companies located in countries with strong laws to protect shareholders and other 
stakeholders have lower incentives to EM practices.   

With respect to the role of investor protection on sustainable behavior, Campbell (2007) argues that 
corporations are more likely to behave in a socially responsible way the more they encounter a strong 
coactive and normative institutional environment.  

In this line, countries with lower investor protection are more stakeholder-oriented, and involves a 
firm being viewed as an autonomous economic entity constituting a coalition of various participants, such 
as shareholders, corporate management, employees, suppliers of goods and services, suppliers of debt, 
and customers; all desiring the continuity of the firm as a whole (Prado Lorenzo et al., 2012). Firms are 
more sensitive to the interests of stakeholders (Ball et al., 2000; Simnett et al., 2009), and are according to 
the legal status by the society in which they operate and in turn they are expected to fulfill certain social 
responsibilities (Kolk and Perego, 2008). Such countries have a communitarian perspective and are 
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characterised by having laws aimed at protecting the rights of workers and other stakeholders (Marginson 
and Sisson, 1994; Ferrer and Quintanilla, 1998), so it seems logic that the CSR entrenchment practices 
could receive higher investor sanctions. 

Countries with a legal system oriented to protecting shareholders, who are also the most important 
stakeholders capable of exerting an influence on managerial decision-making (Prado-Lorenzo et al., 2012) 
give rise to a greater prevalence of published financial information (Ali and Hwang, 2000; Ball et al., 2000; 
Hung, 2000; Leuz et al., 2003; Holthausen, 2009), in comparison to other types of information such as 
sustainability reports or other transparency practices that limit the capacity of investors to detect managers 
entrenchment.  

In short, we expect that companies located in countries with strong investor protection may be 
associated with higher level of FP, less incentives to carry out EM practices and may promote fewer 
sustainable practices. Despite this, it can happen that investors located in countries with strong laws of 
investor protection do not identify the CSR practices as an entrenchment strategy because they consider 
that these laws and legal system avoid the risk of expropriation by managers and sustainability aims to 
achieve an economic, social an environmental impact, i.e. an ethical purpose.  

For those companies located in environments with strong legal investor protection the market may 
not identify CSR practices as an entrenchment strategy since they trust the loyalty of its directors and it has 
less incentive to manipulation.  Therefore, our following hypothesis is: 

H2: The lower the level of investor protection in the country of origin, the higher the detrimental 
effect in FP for the entrenchment strategy of CSR practices in order to conceal Earnings Management. 

Regarding the institutional context, we have to take into account that exist many differences on the 
national approaches adopted with respect to CSR, as a result of public pressure or the background 
situation among other things, that may define sustainable practices in each country (Kolk and Perego, 
2008). More concretely, public pressure exerted by the general public, politicians and regulatory agencies 
creates differences in the extent to which companies approach their triple bottom line (Kolk and Perego, 
2008). In reaction to possible types of public pressure, various approaches to CSR can be distinguished: 
for example, Van Tulder and Van der Zwart (2006) concluded that the American approach to CSR is neo-
liberal, and that the specific function of government leads to a strong emphasis on sanctions and rules, thus 
producing a primarily instrumental type of CSR. By contrast, in Europe the system is designed to 
encourage businesses to take an active role and at the same time discourages the kind of avoidance 
behaviour found in the USA. In Asia, the ground rules for CSR have resulted from numerous inquiries 
addressed to large companies, and are motivated by the need to ensure the international competitiveness 
of the industry in question. 

The higher the national pressure to CSR, the higher the transparency about these issues (Prado-
Lorenzo and García-Sánchez, 2010) and the possibility that investors could detect the managerial 
entrenchment. So, we formulate the next sub- hypothesis:  

H3: The higher the level of national approach to CSR in the country of origin, the higher the 
detrimental effect in FP for the entrenchment strategy of CSR practices in order to conceal Earnings 
Management. 

 

3. METHODOLOGY 

3.1 Population and sample 
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The sample used to test the proposed hypotheses is constituted of 1,960 international listed non-
financial companies for the period 2002-2010. According to La Porta et al. (2002) we exclude financial firms 
from the sample due to the different characteristics on their equity and are not comparable to non- financial 
firms. The sample is unbalanced, consisting of a total of 14,844 observations obtained from 25 countries 
and an Administrative Region (USA, United Kingdom, Ireland, Canada, Australia, Germany, Netherlands, 
Luxemburg, Austria, Denmark, Norway, Finland, Sweden, Switzerland, France, Italy, Spain, Belgium, 
Portugal, Greece, Japan, China, Singapore, Korea and Hong-Kong). This sample was obtained from the 
fusion of information available in two databases, Thomson One Analytic, for accounting and financial data, 
and the Ethical Investment Research Service (EIRIS) for data on corporate social responsibility and 
corporate governance.  

Data corresponding to the companies used has been obtained from the fusion of information 
available in both databases, Thomson One Analytic, for accounting and financial data, and Ethical 
Investment Research Service (EIRIS) for data on corporate social responsibility and corporate governance. 
The financial information is the corresponding to the consolidated data of the companies analyzed. 

3.2 Measures of Financial Performance 

Among the numerous measures to evaluate FP, in the present research we employ as FP measure 
the Market Value (MV). This variable identifies market measures of FP according to the previous evidence 
of Hillman and Keim (2001). These authors argue in their study that accounting measures are less 
successful than market measures due to the fact that they are not able to capture the long-term value of the 
company, focusing on past performance and are subject to the possibility of manipulation by the manager. 
Moreover, market measures are more adequate in order to observe if investors are able to identify the CSR 
entrenchment practices. 

MV is a lineal function of two measures corresponding to the consolidated data:  book value of 
equity and net operating income. This construct, as the other market measures, reflect the trust that 
stakeholders have not only in the company at present, but also in the past and future. This alternative as an 
accounting measure captures the value of future income streams more appropriately (Hillman and Keim, 
2001) and has been used in several researches (Chen et al., 2005; Luo y Bhattacharya, 2006; Lourenço et 
al., 2012).  

3.3 Measures of Corporate Social Responsibility (CSR) 

CSR practices should be measured using a multidivisional construct addressing all the actions 
carried out, especially those in the social and environmental spheres (Carroll, 1999). Table 1 identifies the 
items used in preparing the overall CSR index, showing the mean values and standard deviations for each 
one.  

The information is taken from the EIRIS database, and the value of each item is in the range -3 to 
+3. Companies are considered to be socially responsible when the score is above the threshold of 0 and 
not socially responsible otherwise. More concretely, calculations made by EIRIS are using four grades 
associated with four scores. The first grade is major positive and supposes a score of 3. The second is 
minor positive and has the value of 1. On the opposite side, major negative receive a score of -3 and minor 
negative of -1. The EIRIS process begins with the data companies make public. They then send targeted 
questionnaires to companies in areas where the public data is unclear. This results in considerable focused 
dialogue with companies, and also encourages them to address the issues of concern to investors and to 
improve their public reporting. Sector specialists within each team review the research conducted by 
colleagues before it is released. 
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To obtain this CSR construct, we analysed several areas, including environmental issues, human 
rights, relations with stakeholders and the role of the board. The CSR is determined from the unweighted 
sum of these items.  

Individual sub-indices used in the measurement of CSR will become the independent variables 
SOCIEYY, HUMAN RGHTS, ENVIRONMENTAL and BOARD to be used in robust analysis as a 
disaggregation of the global variable CSR which is formed by the sum of them all. 

3.4 Measures of Earnings Management (accounting and real measures) 

According to García-Osma et al. (2005), EM can be defined as "any practice carried out intentionally 
by company managers, for opportunistic and/or information purposes, to report accounting results that do 
not correspond to those really achieved”. When managers make use of their manipulative behaviour, they 
can choose between accounting or real EM practices. Accruals earnings management (AEM) and real 
activities manipulation (REM) are substitutes and we can use either as a measure for manipulative 
behaviour (Kim et al., 2012).   

In regard to AEM, the discretionary component of accruals adjustment could be used as a measure 
of discretionary management, and therefore of accounting manipulation. As observed by Garcia-Osma et 
al. (2005), accruals are not all discretionary; hence it is necessary to separate the discretionary component 
from the non-discretionary one in order to determine the presence and extent of EM. The discretionary 
accruals adjustment (DAA) is obtained by subtracting the non-discretionary accruals adjustment (NDAA) 
from the total accruals adjustment (TAA). The DAA represents the abnormal accruals that constitute the 
variable taken as a measure of EM. 

In this study, we use the modified Jones model (Dechow et al., 1995) to separate the non-
discretionary component of accruals from the discretionary one. We employ this model since it is one of the 
most used in previous studies (Prior et al., 2008; Chih et al., 2008; Warfield et al., 1995; Dechow et al. 
1996; Peasnell et al., 2005 o Teoh et al., 1998). Dechow et al. model (1995) is explained in Appendix 1 and 
in it we have included dummies that identify the country of origin because the sample size prevents 
estimating models by sector and country. This procedure has been used by authors such as Prior et al. 
(2008) and Chih et al. (2008) who used samples from international companies. 

In order to obtain robust results we incorporate another variable of EM. In this sense, several 
studies suggest that nowadays firms use REM as an alternative measure for EM since these practices 
could be used like substitutes of AEM (Zang, 2012). The main models to capture REM are those 
implemented by Roychowdhury (2006): estimate abnormal levels of cash flows from operations, 
discretionary expenditures (advertising, R&D, and SG&A), and production costs. This author employed the 
model presented by Dechow et al. (1998), which is used in other studies of REM (Kim et al., 2012, Cohen 
and Zarowin, 2010).  

We combine these three measures (abnormal operating cash flow, abnormal production cost and 
abnormal discretionary expenses) into a comprehensive aggregate metrics of real earnings management 
proposed by Zang (2012). The explanation of the REM measure can be seen in Appendix 2. 

Finally, it is necessary to indicate that AEM y REM measures, following the study of Prior et al. 
(2008), are converted into dummy variables that take the value 1 when AEM or REM are larger than the 
mean for the corresponding sector, year and country, and 0 otherwise. The use of dummy variables allows 
variables to interact and obtain a better interpretation of the results. 

3. 5 Institutional context variables 
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Regarding the effect of institutional factors, to operationalize investor protection, following Hillier et 
al. (2011), we create three sub-indices that stem from the country-level governance indices of La Porta et 
al. (1997, 1998): (i) DCL, which equals 1 if the firm is located in a common law country and zero if the firm 
is located in a civil law country; (ii) DAR, which equals 1 if the firm is located in a country with anti-director 
rights higher than the sample median, and zero otherwise; and (iii)  DEF , which equals 1 if the firm is 
located in a country with a higher than median law enforcement index, and zero otherwise. It is formed by 
the sum of two indices of La Porta et al. (1998) law enforcement: efficiency of the judicial system, and law 
and order.  Finally, we proxy effective investor protection by summing the three dummy variables, DCL, 
DAR, and DEF, and constructing a new dummy variable, DINVESTORPROTECTION, which equals 1 if the 
firm is located in a country with a higher than mean investor protection, and zero otherwise. The countries 
with an investor protection above average are United Kindong, United States, Canada, Australia and Hong 
-Kong. 

In addition, and following Prado-Lorenzo and García-Sánchez (2010), we included another dummy 
variable, the National Corporate Responsibility Index (NCRI), identifying the aggregate institutional context 
for CSR. For this purpose, DNCRI takes the value 1 if the company’s country of origin has an above 
average NCRI, and 0 otherwise.  The countries with an above average NCRI are United Kingdom, 
Switzerland, Holland, Germany, Sweden, Ireland, Denmark, Finland, Norway, Luxemburg, Canada and 
Australia. 

3.6 Control variables 

To avoid biased results, we included several control variables, whose effect on CSR practices, their 
effect on FP and the role of EM. In our analysis, we defined firm size, leverage, risk, operating liquidity, 
industry and R&D intensity as following: 

• Firm Size (SIZE) 

Company size is measured by the logarithm of the total assets. It is common practice to use firm 
size as a determinant variable of economic, social and environmental practices. Larger firms are 
subject to have more sustainable behaviour and carry out CSR practices that show a positive effect 
on FP (Hillman  and Keim, 2001; Prior et al., 2008; Surroca et al., 2010; Surroca y Tribó, 2008). 
Furthermore, firm size has been used in several research studies about EM, but this effect is 
uncertain.  

• Leverage (DEBT) 

Meanwhile, another variable widely used in previous studies is the level of firm leverage (DEBT). It 
represents the debt or non-compliance risk (Prior et al., 2008; Surroca et al., 2010; Lourenço et al., 
2012; Mahoney et al., 2008).  For this variable, Kim et al. (2012) obtained evidence that the more 
socially responsible companies have lower debt levels than companies that are less socially 
engaged. As well as firm size, regarding the effect of the leverage level on EM, no consensus 
exists.   

• Risk (RISK) 

It represents the level of systematic risk and it is measured by the beta of the market model.  This 
variable has been used in most studies, since it is considered that companies carry out social 
practices as a mean to reduce their risk perception.  In the same way, companies with higher risk 
have a greater probability and incentive to manipulate the accounting result in order to reduce this 
perception or the cost of capital (Warfield et al., 1995).  
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• Operating Liquidity (WORKING CAPITAL) 

This variable is defined as the difference between current assets and current liabilities. It reflects 
liquidity, i.e. a company’s ability to continue the normal development of its activities in the short 
term. This variable, which is widely associated with the accounting result, allows companies to carry 
out more social practices when they enjoy a higher liquidity. On the other hand, as it happened with 
the variable DEBT, companies with financial problems do not wish to attract the attention of 
stakeholders, so they tend to manipulate accounting results when faced with problems in their 
capital structure, in other words, a negative working capital (Park and Shin, 2004). 

• Industry (INDUSTRY) 

According to Margolis and Walsh (2003) and Waddock and Graves (1997), it is necessary to 
consider in the analysis between CSR and FP the effect of the industry in which the company 
operates, due to the different characteristics of each economic activity. To represent the sector in 
which the company operates a dummy variable is created in accordance with the Compustat 
economic sector code (Business materials, Consumer Discretionary, Consumer Staples products, 
Health Care, Industrial Field, Information Technology and finally, Utilities) 

• R&D intensity (R&D INTENSITY) 

This variable is measured by the ratio of R&D expenditure to total revenue. Some studies, like 
McWilliams and Siegel (2001), show that CSR is also dependent on R&D costs. Furthermore, Baber 
et al. (1991) and Dechow and Sloan (1991) have found that the companies that invest the most in 
R&D have greater incentives towards EM, in order to achieve the goals established or their 
projected targets.  

3.7. Model and Analysis Technique 

To test the hypotheses proposed, we estimated simultaneous equations for panel data applying the 
estimator proposed by Arellano and Bond (1991). Using panel data enables companies performance in the 
sample to be assessed over time, by analysing observations from several consecutive years for the same 
companies. Moreover, considering the temporal dimension of data, particularly in periods of great change, 
enriches the study. In this regard, the panel data enables us to control the effects that may affect 
sustainable practices each year. 

More concretely, we have estimated our models by using the generalised method of moments 
(GMM), since, unlike within-groups or generalised least squares estimators, it accounts for the 
endogeneity. Although the endogeneity problem can also be controlled by using a simultaneous-equations 
estimator, such as maximum likelihood and two-or three-stage least squares estimators, the choice is 
based on consistency concerns (De Miguel et al., 2005) because the above mentioned estimators are more 
efficient than GMM, but they are not consistent and generate biased results since they do not eliminate 
unobservable heterogeneity - firms´ own specificity that gives rise to a particular behaviour. These 
differences between individuals are potentially correlated with the explanatory variables (also called 
individual specific effects), are invariant over time and directly influence corporate decisions 
(entrepreneurial capacity, corporate culture, etc.) -.   

In order to control unobservable heterogenity, the GMM decomposes the random error term (ei) into 
two parts: the combined effect (µit), which varies from one individual to another and among time periods; 
and the individual effect (?i) that is characteristic of the company.  
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Finally, efficiency must be considered a secondary criterion that helps us choose the best estimator 
among the consistent ones (Greene, 2003). In this way, our GMM estimation is not only consistent, but 
more efficient than other consistent estimators (De Miguel et al., 2005). Specifically, GMM estimator is 
highly efficient, since it allows using all the right-hand side variables in the models lagged twice or more as 
instruments. These lagged-values of the impendent variables as instruments can be proved uncorrelated 
with the error term when deriving the estimator (Arellano and Bond, 1991; Blundell and Bond, 1998) and 
contain information on the current value of the variable since there is, frequently, a delay between the 
decision made by individuals and its actual realisation (Pindado and Requejo, 2012).  

In order to test the moderating effect of manipulative practices, we estimate a GMM equation in 
which FP is estimated in accordance with CSR and selected control variables based on prior literature, but 
in which the interactions of EM with CSR is another determinant of FP. The dummy representative of EM 
practices and its interaction with CSR practices as explanatory variables are all included in the model. The 
two lags of CSR*DEM and CSR are used as instruments in order to avoid the endogeneity problem with 
FP.  

FPit= ø + ø1CSRit + ø2DEMit + ø3DEM*CSRit + ø4Sizeit + ø5Debtit + ø6Riskit + ø7Working_capitalit + 
ø8Industryit + ø9R&DIntensityit + ?i + µit         [1] 

Regarding the moderating factors on the effect of EM combined with CSR on FP, we estimate two 
new models to determine the role of: (i) the level of investor protection in the firm´s country of origin; and (ii) 
the national approach to CSR.  Therefore, we formulate the next model to determine the role of investor 
protection as specific institutional countries characteristics.  

FPit= ø + ø1CSRit + ø2DEMit + ø3DEM*CSRit + ø4DEM*CSR*INVESTOR_PROTECTIONit + 
ø5DINVESTOR_PROTECTIONit + ø6Sizeit + ø7Debtit + ø8Riskit + ø9Working_capitalit + ø10Industryit + 
ø11R&DIntensityit + ?i + µit             [2] 

In the same way, we consider in our analysis the different national approaches adopted with respect 
to CSR. For this, we estimate the next model with FP as a dependent variable: 

FPit= ø + ø1CSRit + ø2DEMit + ø3DEM*CSRit  + ø4DEM*CSR*NCRIit + ø5DNCRIit + ø6Sizeit + ø7Debtit + 
ø8Riskit + ø9Working_capitalit + ø10Industryit + ø11R&DIntensityit + ?i + µit     [3] 

where: 

i, represents the company and t represents the time period. 

ø, estimating parameters. 

ei, represents the unobservable heterogeneity. 

µi, represents the error  term. 

FPi is a numerical variable measured by the Market Value. 

CSR variable numérica que refleja las prácticas sostenibles de la compañía i para el periodo t.  

SIZE is a numerical variable measured by the logarithm of total assets. 

DEBT is a numerical variable measured as the ratio of debt to equity. 

RISK is a numerical variables measured by the Beta market. 

WORKING CAPITAL is a numerical variable measured by the difference between current assets and current liabilities. 

INDUSTRY is a multinomial variable that represents the activity sector. 

R&DINTENSITY is a numerical variable measured by the ratio of R&D expenditure to total revenue 
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DEM is a dummy variable that takes the value 1 when EM is larger than the mean for the corresponding sector, year and country, 
and 0 otherwise. This variable so-called DAEM for accruals EM and DREM for real accounting manipulation.  

DEM*CSR is a numerical variable measured by the interaction between DEM and CSR that represents the companies which use 
CSR practice like entrenchment strategy that conceals EM practices. 

DINVESTORPROTECTION is a dummy variable that takes the value 1 if the firm is located in a country with a higher than mean 
investor protection, and zero otherwise. 

DEM*CSR*INVESTORPROTECTION is a numerical variables measured by the interaction between DEM*CSR in companies 
located in countries with strong investor protection.  

DNCRI is a dummy variable that takes the value 1 if the company’s country of origin has an above average National Corporate 
Responsibility Index (NCRI) and 0 otherwise. 

DEM*CSR*DNCRI is a numerical variables measured by the interaction between DEM*CSR in companies located in countries with 
a higher orientation to CSR.  

4. RESULTS 

4.1 Descriptive analysis 

Table 1 represent the descriptive statistics of CSR. The mean values of the CSR variable (-22. 74 
out of a possible 60 points) show that these practices, at the international level, are not sustainable. The 
standard deviation was ±27.331. The minimum and maximum values were -40 and 57, respectively. 

In relation to the four main lines of sustainable actions, the companies analysed show greatest 
concern for environmental issues, followed by human rights. By contrast, very limited attention is paid to 
relations with stakeholders.  However, the most important sub- index is the board. The individual analysis of 
each of the items reveals that the most commonly occurring CSR practices concern relationships with 
customers and suppliers and the use of environmental management systems. In this regard, Raman and 
Shahrur (2008) observed that the CSR activities most often used to conceal EM practices are those aimed 
at altering perceptions of the company’s future projects. 

Table 1. CSR Practices 
 MEAN STD.DEVIATION 

ENVIRONMENTAL INDEX -2.53 7.875 
Environmental policy and commitment -.09 2.344 
Environmental management system .22 2.510 
Environmental reporting -1.55 2.078 
Level of improvements in environmental impact -1.11 2.202 
HUMAN RIGHTS INDEX -7.19 3.770 
Extent of policy addressing human rights issues -2.19 1.620 
Extent of system addressing human rights issues -2.49 1.228 
Extent of reporting addressing human rights issues -2.51 1.235 
STAKEHOLDER INDEX -13.02 18.891 
Policies towards its stakeholders overall -.33 2.100 
Management systems for stakeholders overall -.59 2.344 
Quantitative reporting for stakeholders overall -1.32 2.019 
Level of engagement with stakeholders overall -1.18 2.160 
Policy on equal opportunities and diversity issues -.18 2.209 
System and practices to support equal opportunities and -2.09 1.416 
Health & safety system -.70 2.631 
Systems and practices to advance job creation and security -2.29 1.414 
Systems to manage employee relations -1.37 2.497 
Systems to support employee training and development -2.00 1.843 
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Policies on maintaining good relations with customers - suppliers 1.35 2.566 
Systems to maintain good relations with customers - suppliers -1.17 2.106 
Level of commitment to community or charitable work -1.16 1.961 
BOARD INDEX 2.52 9.640 
The company separate the roles of chairman and chief executive .93 2.851 
The proportion of independent non-executive directors exceeds  1.01 2.823 
The company has an audit committee with a majority of 
independent non-executive directors 

.89 2.865 

Level of stakeholder issues allocated to  members -1.66 2.152 
Gender diversity in the boardroom -1.95 1.652 
Policies and procedures on bribery and corruption (policies, 
system and reporting) 

.05 2.902 

Level of comprehension of the code of ethics 1.10 2.181 
The company discloses the remuneration of its directors 2.14 2.105 

CSR -22.74 27.331 

 
Table 2 shows the descriptive statistics of the variables used in this study, expressed in millions of 

Euros. Regarding the Financial Performance, the mean value of MV is 7422.135 and its standard deviation, 
17268.3. On the other hand, on average the companies of the sample have 0.0072086 of discretionary 
accruals and -0.85551 of abnormal level of operating cash flow, production cost and discretionary 
expenses. In relation with the control variables, for example, the average size of the companies analysed is 
7.8744 with a standard deviation of ±1.97945 and the average debt stands at 0.6758 with a standard 
deviation of ±0.11019017.  

Table 2. Descriptive statistics 
 Mean Std. Dev. 

CSR -22.74 27.331 
MARKET VALUE 7422.135 17268.3 
AEM  0.0072086 0.37491 
REM  -0.85551 0.8397 
SIZE 7.874393 1.9794 
LEVERAGE 0.6757981 0.1101902 
RISK 1.2122 8.2647 
WORKING CAPITAL 627.4492 2840.6510 
R&D INTENSITY 0.1789 4.9093 

 

Table 3 summarises the frequencies for each of these moderating variables. On the one hand, 
regarding the institutional variables, 56.7%, on countries with higher investor protection than the mean and 
62.4% are located in countries that have an above average commitment to CSR. Regarding the 
frequencies of DAEM and DREM, 62.10% of the firms carry out EM (accounting measures) above average 
while 36.57% of the firms employ real measures for their manipulative actions. These frequencies allow us 
to obtain evidence that firms prefer accounting measures such as discretionary accruals, as a means to 
implement their non-ethical behaviour.  

Table 3. Institutional Index 
 Frequencies 
 Absolute Relative 

DINVESTOR_PROTECTIO
N 

8419 56,7 

DNCRI 9258 62.4 
DAEM              9218               62.10 
DREM 5429        36.57 
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Table 4 shows the Pearson correlation coefficients between the different variables, which allow us 

to analyse the bivariate correlations between them. The coefficients are not very high between dependent 
and independent variables, as well as between each of the different independent variables. 

4.2. Moderating role of EM on the relationship between CSR and FP 

The main goal of this study is to determine the effect of CSR strategic entrenchment to conceal EM 
on FP. To this end, we consider as explanatory variable the interaction between CSR practices and the 
dummy DEM, which takes the value 1 when EM is larger than the mean for the corresponding sector, year 
and country and 0 otherwise.  

EM is a proxy to management accruals and real measures (AEM and REM) in order to highlight if 
there are different results depending on the earnings management practices. In the first model, we have 
employed the accounting measured by the Dechow et al. (1995) model based in Discretionary Accruals. 
The results (table 5) allow us to obtain empirical evidence of the positive and significant effect of 
sustainable practices in business performance (CSR: coef. 107.0989) at a 99% confidence level. However, 
when these practices are promoted as a result of previous accounting manipulation, the outcome varies. 
The effect of the interaction between DAEM and CSR actions was found to be negative (coef. -11.1420) 
and statistically significant at a 99% confidence level. Therefore, we can assert that the use of CSR 
practices as a means to disguise the manipulative behaviour generates a negative and detrimental financial 
performance (effect = 107.0989 - 11.1420 = 95.9569). Hence, we can accept the hypothesis H1. 

This evidence permits us to support similar results from Sundaramurthy (2000) who argue that the 
market value of a company decreases when it adopts entrenchment practices, and from Surroca and Tribó 
(2008) who obtained evidence that entrenched managers can collude with stakeholders with the aim to 
strengthen their strategy and continue acting in their own interest, and therefore, generating a worst 
performance. Consequently, our empirical evidence is accordance those organisations that opt for greater 
action in the field of social responsibility as a means of concealing mismanagement by their directors, thus 
avoiding costly boycotts and damaging campaigns in the media (Bansal, 2005), as well as the monetary 
compensation that may be demanded by shareholders and other stakeholders for the losses suffered 
(Zahra et al., 2005). 

In the second model, we have used the real measures of EM, based on the aggregated measure of 
abnormal operating cash flow, abnormal product cost and abnormal discretionary expenses, proposed by 
Zang et al. (2012). The results show that sustainable practices have a positive effect on performance (coef. 
111.6436) at a 99% confidence level. However, this kind of EM is not negative as the previous accounting 
of EM nor statistically significant (coef. 2.0011) and p-value= 0.2940. In order to understand this non-
significant effect, it is necessary to take into account that REM instruments are less visible for investors, 
market, auditors and other stakeholders than AEM practices.  

Among the possible reasons for the difference in results depending on the EM instrument employed 
may be the question of costs and visibility. Accounting measures tend to be preferred by the management 
team, being less visible and less costly, unlike ‘real’ decisions which affect the performance of the company 
and its operations. Traditionally, studies have focused on AEM as this constitutes a less costly method to 
mislead investors, and thus it is preferred by managers in order to meet income targets, while REM could 
be detrimental to the firm’s competitiveness and future value (García-Osma, 2008). 

 

< Insert Table 5> 
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Our empirical evidence is according to the hypothesis and evidence obtained by Surroca and Tribó 
(2008), who argue that “managerial entrenchment practices are positively related to improvements in CSP 
which, in turn, negatively affect firms’ financial performance”. The inclusion in the analysis of EM leads to 
lower FP, evidenced when those CSR actions promoted by the manager as a means to mask their profit 
lead to a negative and detrimental effect on the market value of the company. The main limitation of the 
latter is that they do not analyze the different institutional contexts and the different Corporate Governance 
System. These aspects can moderate the effect of an entrenchment strategy in the relation between CSR 
and FP. Hence, aiming to incorporate in our study these aspects, we include three different models that 
analyze: (i) the role of the level of investor protection in the country of origin; and (ii) the national 
approaches adopted in the context of CSR. 

4.3 Effect of the institutional factors on the moderating role of EM on the relationship 
between CSR and FP 

Aiming at controlling the differences among multinational companies on the moderating role of EM, 
firstly, we consider the level of investor protection in the country of origin (table 6). We include “Investor 
Protection” as a dummy and then, its interaction with DAEM*CSR, which reflects the sustainable practices 
of manipulative companies located in countries with strong level of Investor Protection. The effect remains 
for the variable CSR on FP (coef. 13.5593) and the negative effect of the interaction DAEM*CSR (coef. -
5.2558). However, the inclusion in the analysis of DAEM*CSR*DINVESTORPROTECTION as an 
institutional factor (which reflects the impact of sustainable practices with above average AEM levels 
located in countries with a strong level of investor protection) provides evidence of its positive effect on 
performance (coef. 33.1978) for a confidence level of 99%. The global effect indicated that when 
companies improved sustainable actions such as entrenchment practices in countries with higher level of 
investor protection (13.5593 -5.2558 + 33.1978= 41.5013), the market value increased in relation to other 
macro-environment factors (effect = 13.5593 -5.2558 = 8.3035). These results permit us to confirm that 
investors located in countries with strong laws of investor protection do not identify the CSR practices as an 
entrenchment strategy since they consider that the legal system protects them and managers carry out 
CSR practices with an ethical aim. Market agents do not conceive sustainability as an entrenchment 
strategy, thus, the market does not identify these practices and therefore, corporate performance is not 
reduced. By contrast, in companies that promote CSR practices as a mechanism to disguise the EM, the 
detrimental effect of the entrenchment strategy on financial performance is reduced. For it, we can accept 
hypothesis H2, the level of investor protection moderates the relationship between CSR as an 
entrenchment and FP. 

According to Marginson and Sisson (1994) and  Ferrer and Quintanilla, (1998), such countries have 
a communitarian perspective and are characterised by having laws aimed at protecting the rights of 
workers and other stakeholders, so it seems logic that the CSR entrenchment practices would receive 
higher investor sanctions. 

In line with previous results, investors are not able to identify the REM practices. The results show 
the positive effect of CSR actions on FP (coef. 117.1545 ) at a 99% confidence level. Furthermore, in 
accordance with the AEM measures, the interaction of DREM*CSR*InvestorProtection on FP provides 
evidence of its positive effect on performance (coef. 5.969385) for a confidence level of 90%. For those 
companies located in environments with strong legal investor protection the market may not identify CSR 
practices as an entrenchment strategy since they trust the loyalty of the directors and it is a smaller 
incentive to manipulation. 

<Insert Table 6> 

Secondly, we consider the national approaches adopted in the context of CSR, as a result of public 
pressure or the normative environmental context. For it, we included in our model the dummy DCNCRI and 
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its interaction with DAEM*CSR. This new variable reflects the sustainable practices of manipulative 
companies located in countries with strong commitment to CSR. The results collected in Table 7 show 
again a positive effect of economic, social and environmental practices on firm´s performance (coef. 
111.771) at 99% of confidence level. The effect of DAEM*CSR has a negative effect on FP (coef. -8.1703) 
at 99% of confidence level. The effect of DAEM*CSR*DNCRI has a negative effect on FP (coef. -23.367) at 
99% confidence. So, the global negative effect of entrenchment practices increases when managers carry 
out that practices in countries with strong commitment to CSR (-8.1703 - 23.367= -31.5373). This evidence 
indicated that firms located in a country within strong pressure context to CSR practices, entrenchment 
practices carried out have a greater detrimental effect in their performance than those companies located in 
countries with fewer commitment to sustainability. Hence, we can accept hypothesis H3. 

In line with previous results, investors from countries that present a higher interest on CSR are not 
able to identify the REM practices. Results show the positive effect of CSR actions on FP (coef. 11.7602) at 
a 99% confidence level but the effect of DREM and the interactions of DREM*CSR*DNCRI on FP are not 
significant and do not generate a detrimental effect on firm´s performance.  

< Insert Table 7> 

With the aim to simplify, we are going to show the effect of the control variables in general for all the 
models that FP considers as dependent variable. The logarithm of assets (SIZE) and operating liquidity 
(WORKING CAPITAL) are the only ones that maintain the same effect for all the models and remain 
statistically significant at a 99% confidence level. The first variable is positive in all models, while the 
second is negative. On the one hand, this means that larger companies have a better performance than the 
smaller ones. On the other hand, those companies with higher levels of operating liquidity have worst 
performance than the opposite companies.  Concerning the rest of the control variables, DEBT is positive 
for all models, but not always significant. Meanwhile, RISK, INDUSTRY and R&DINTENSITY are not 
always significant and vary their effect on FP. 

This analysis allows determining the impact of the different characteristics of each country like the 
commitment towards sustainable practices of the country of origin of the company, and likewise, the degree 
of investor protection in that country.  

 4.4. Robust analysis 

Table 8 represents the moderate role of EM in the relationship between different aspects of CSR 
(Society, Human Rights, Environment and CG) and FP. In the same line as the first analysis, those 
companies that carried out EM practices have a detrimental effect on their firm´s performance due to the 
negative effect of this manipulative behaviour. However, only Society and Corporate Governance issues 
are significant in our model. In these areas, the use of CSR practices as an entrenchment practice to avoid 
disclosure, EM actions generate a detrimental effect on performance (in the case of Society issues, coef: 
209.4913 – 11.78905= 197.70225; and CG issues, 261.3007-35.05967= 226.24103). These results permit 
us to precise the previous results. There is a virtuous circle between FP and sustainable practices, i.e. 
companies with better performance have resources to carry out economic, social and environmental 
actions. These CSR actions, generate a positive effect on FP in the next period, so with this performance 
the company can improve sustainable practices again. Furthermore, companies that manipulate their 
profits only use society and corporate governance CSR practices as a means of entrenchment strategy to 
avoid that shareholders, stakeholders and the market can identify this discretionary behaviour. The lack of 
effect of environmental and human right practices could be a consequence of the higher cost of these 
activities, which could provoke that investors considered that they are not being used by managers in order 
to obscure manipulated accounting results. 

   <Insert Table 8> 
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With the aim to achieve robust results we divided the sample in two subsamples, companies with a 
positive level of CSR and companies with a negative level of CSR.  

Table 9 represents the moderating role of EM in the relationship between CSR and FP, when we 
divided the sample in two sub-samples. Regarding the CSR>0, the effect of CSR practices on FP does not 
vary, it continues with a positive effect on the last variable at a 99% confidence level (coef. 4518.327). 
However, we obtain a different result according to previous results when we incorporate in the model the 
moderating role of EM actions. If we considered sustainable companies, those ones that manipulate their 
profits have a negative effect on FP (coef. -546.0475). However, CSR practices used as entrenchment 
practices are not detected by investors and they don’t have a negative effect on market value (coefficient of 
DAEM*CSR: 360.3109). Investors could be mislead since they think that sustainable companies invest on 
CSR as a means of reconciling business goals with social and ethical ends and avoid the conflict of interest 
among managers, shareholders and other stakeholders. They don´t conceive these practices as a means 
to avoid the negative effect of EM. 

Regarding the CSR<0 sub-sample, the negative effect of CSR practices on FP (coef. -5172.658) is 
maintained, so these companies have more difficulties in the use of CSR in order to dismiss EM.  

<Insert Table 9> 

 
In short, the results of this research show that those CSR actions promoted by the manager as a 

means to mask their management profit provoke a negative and detrimental effect on the market value of 
the company. The inclusion in the analysis of EM lead to lower FP, evidenced when those CSR actions 
promoted by the manager as a means to mask their profit management lead to a negative and detrimental 
effect on the market value of the company. This detrimental effect on FP is especially important in countries 
with strong commitment to CSR and lower levels of investor protection or stock market development. In 
addition, the effect differs in function to EM and CSR typologies, as well as the level of firms´ commitment 
to sustainability. In companies that are located in a country with strong investor protection and strict legal 
law enforcement regulating the investor and stakeholders rights, the market is not able to identify 
sustainable practices as a strategy of entrenchment that masks EM because they are confident that 
business managers will not make use of their discretionality. Therefore, the market is not able to identify the 
entrenchment practices and the detrimental effect of CSR actions in the FP is reduced. 

 

5. CONCLUSIONS 

The dramatic growth in firms´ sustainable compromises placed a debate again on the impact of 
such practices on business performance, where there was not a prior agreement. Moreover, this continued 
growth calls into question the real purpose behind CSR practices. Several studies have viewed the use of 
CSR as an entrenchment mechanism employed by managers, who make use of their discretionary powers 
as a means of heading off activism by the company’s stakeholders. This unethical behaviour increases the 
deep interest by employees, shareholders, government agencies, regulators and other stakeholders in the 
profit obtained by a company, as well as, its connection with social practices. 

For this reason, the aim of this research is to clarify the moderating role of EM in the relationship, 
since managers can acquired CSR compromise in order to avoid the negative impact of accounting 
manipulation on FP. Because of this, we used a sample comprising 1,960 international listed non-financial 
companies, and constituting 14,844 observations from 25 countries and an Administrative Region for the 
period 2002-2010. Due to the use of an international base and the differences among countries, it is 
possible to observe if these relationships diverge between institutional settings. For this, the national 
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compromise to CSR and the level of investor protection are used as characteristics of the macro-
environment. The level of investor protection in the countries of origin has been analyzed in recent year as 
one of the causes that determine the development of market valuation, of corporate sustainability, and one 
of the factors that avoid the EM practices with the aim to protect the shareholders interests.  

The results allow us to obtain empirical evidence of a moderating effect of manipulative behavior. 
Those CSR actions promoted by the manager as a means to mask their profit manipulation lead to a 
negative and detrimental effect on the market value of the company. In spite of the positive impact of CSR 
activities on firms’ performance, when they are the result of the combination of EM practices, lead to lower 
FP. However, investors have several problems in order to identify REM practices, as well as the use of 
environmental and human rights like managerial entrenchment strategy in order to limit the negative 
consequences associated to their discretionary actions. Moreover, firms with a higher compromise with 
CSR are less analysed by stock market and they carry out AEM practices without any consequences since 
the different interest groups have a good image of these firms.  

In addition, these relationships differ between the national commitment to CSR and the level of 
investor protection. The detrimental impact on FP increases if the entrenchment strategy is carried out in 
countries with strong commitment to CSR due to the fact that stakeholders could identify these unethical 
practices. On the other hand, better investor protection reduces the detrimental effect of EM practices on 
FP. Market located in environments with strong legislation in favour of the investor and the different 
stakeholders does not conceive sustainable practices as a kind of strategy which would damage their own 
interests, but rather as a kind strategy with an economic component, social and environmental. Thus, 
investors do not penalize in their assessment such practices and the negative impact is reduced In short, 
market is not able to identify the managerial entrenchment for companies located in countries with better 
investor protection.  

In this sense, it is necessary to remark the market´s incapability to identify the use of CSR as a 
mechanism to avoid the EM negative impact in countries with strongest stock market development. In this 
environment, managers could report accounting results that do not correspond to those really achieved, by 
promoting sustainable actions aimed at going beyond its own interest and welfare, ensuring their continuity 
and their leadership position as well as continuing with the manipulative accounting practices for a 
prolonged time. 

Our research contributes to the literature in several aspects. We contribute to the emerging 
literature on EM, specifically on entrenchment strategy. This research contributes to the literature 
attempting to understand the determinants of EM and the causes of CSR as an entrenchment practice. 
Furthermore, this paper presents evidence on the relationship between CSR, EM and the level of financial 
performance, using the GMM estimator of Arellano and Bond (1991) for panel data that allows us to resolve 
the endogeneity problem between dependent and explanatory variables. In addition, the use of this 
methodology allows us to capture unobservable heterogeneity and provide greater wealth to the study. We 
considered that CSR practices are subject to managerial discretion in order to obscure EM practices by 
economic, social and environmental concessions.  In this sense, we obtained empirical evidence of the 
negative effect generated by CSR entrenchment practices oriented to occult EM practices in macro-
environments with stronger stakeholders-orientation and moderate levels of stock market development.  In 
contrast, in countries with higher investor protection, the stakeholders who might be affected by EM could 
use CSR compromises as a defensive measure to avoid negative reactions and subsequent surveillance. 
Moreover, the use of accruals and real accounting measures evidences that the last EM is more difficult to 
detect from investors and other interest groups. 

The study presents some limitations. We can highlight that relating to an international database with 
the subsequent heterogeneity of information. An individual analysis would control more thoroughly the 
methodology used in the present study or the accounting methods for items such as accruals or provisions 
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(essential here) peculiar to the various countries concerned. Thus, future research should be aimed to 
analyze whether the relationships found here are still met at the country level in order to confirm the results. 
Other limitations found in this study correspond to the different measures of CSR and FP. Therefore, future 
research should aim to explore the relationships described here for different measures. In addition, our 
research does not consider other possible variables that influence the relationship between CSR, FP and 
EM, such as the role of the auditor, the concentration of ownership or the existence of CEO. These 
variables can act as a control mechanism for entrenchment practices. 
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   Table 4. Bivariate correlations between variables 

 CSR Society HumanRights Environment Board MarketValue DAEM DREM DNCRI DInv_Protection Size Leverage Risk 

CSR 1             

Society 0.9538 1            

Human Rights 0.6365 0.5513 1           

Environment 0.7617 0.7003 0.4615 1          

Board 0.6810 0.5156 0.3276 0.2362 1         

MarketValue 0.2896 0.2626 0.3279 0.2005 0.1840 1        

DAEM -0.0909 -0.0789 -0.0499 -0.0201 -0.1205 -0.0514 1       

DREM -0.0287 -0.0236 -0.0660 -0.0389 0.0056 -0.0826 0.0815 1      

DNCRI 0.2013 0.1449 0.0929 0.0562 0.3232 -0.1076 -0.0235 0.0454 1     

DInv_Protection -0.0593 -0.1208 -0.1699 -0.3165 0.3601 0.0375 -0.0205 -0.0173 0.2272 1    

Size 0.3022 0.2862 0.2940 0.2982 0.1142 0.4578 -0.0165 -0.0929 -0.3495 -0.1702 1   

Leverage 0.0060 0.0064 0.0138 -0.0034 0.0053 -0.0100 0.0135 0.0189 -0.0032 -0.0150 0.0387 1  

Risk -0.0230 -0.0251 -0.0045 -0.0252 -0.0072 -0.0148 -0.0074 0.0002 -0.0160 -0.0031 0.0020 0.0073 1 

Working_Capital 0.0905 0.0801 0.1403 0.0864 0.0270 0.2400 0.0262 -0.0247 -0.0449 -0.0382 0.1738 -0.0130 -0.0005 

Industry  -0.0801 -0.0598 -0.1333 -0.2078 0.0653 -0.0745 -0.0598 0.0079 0.0351 0.1156 -0.1420 0.0126 -0.0055 

R&DIntensity -0.0129 -0.0163 -0.0082 -0.0180 0.0058 -0.0056 -0.0020 -0.0060 0.0180 0.0124 -0.0407 -0.0015 -0.0002 

              

 Work_Capital Industry R&DIntensity          

Working_Capital 1            

Indsutry -0.0317 1           

R&DIntensity -0.0053 0.0266 1 
 
          

CSR reflects the sustainable practices of company i for period t. It is disaggregated into four indexes: Society, Human Rights, Environment and Board. 
FP represents the financial performance measured by the market value. 
Size represents the size of company and is measured by the logarithm of its total assets. Debt reflects the debt of company and is calculated as the ratio of debt to equity.  
Risk represents the risk faced measured by the beta. Working_Capital represents liquidity, measured as the difference between current assets and current liabilities.  
Industry represents the economic sector of the company. R&DIntensity represents the ratio of R&D expenditure to total sales.  
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Table 5. Moderating effect of EM on the relation between CSR and FP 
 Dependent variable: Market_Value 
 Coef. Std. Err. Coef. Std. Err. 
CSR 107.0989* 5.0490 111.6436* 4.030905 
DAEM -325.5892* 99.2983   
DAEM*CSR -11.1420* 1.6552   
DREM   -18.7468 97.0485 
DREM*CSR   2.0011 1.9089 
Size 615.9698* 74.3776 631.5697* 70.22328 
Debt 2.1846 1.4021 2.679145** 1.358576 
Risk 0.4345 1.4687 -2.9505** 1.3663 
Working_Capital -0.2667* 0.0826 -0.2693* 0.0763 
Industry 1674.6160 2240.1520 4673.6310** 2239.2410 
R&DIntensity -3.6150* 1.2206 -2.8440 1.7531 
Z  793.74  1343.34  
m1 -3.18  -3.145  
m2 -0.93  -0.94  
Hansen 552.31  569.92  
# In order to avoid endogeneity problems, for all numerical variables, including interaction variables, their lags t-1 to t-2 are used as instruments. 
Notes:  
i) Heteroskedasticity consistent asymptotic standard error in parentheses.  
ii) *, ** and *** indicate significance at the 1%, 5% and 10% level, respectively.  
iii) z is a Wald test of the joint significance of the reported coefficients, asymptotically distributed as ?2 under  the null hypothesis of no relationship, degrees of freedom and significance in parentheses.  
iv) mi (m1 and m2) is a serial correlation test of order i using residuals in first differences, asymptotically distributed as N(0,1) under the null hypothesis of no serial correlation. 
v) Hansen is a test of over-identifying restrictions, asymptotically distributed as ? 2 under the null hypothesis of non-correlation between the instruments and the error term; degrees of freedom and significance in 
parentheses. 
CSR reflects the sustainable practices of company i for period t. FP represents the financial performance measured by the market value. DEM is a dummy variable that takes the value 1 when EM is larger than the mean 
for the corresponding sector, year and country and 0 otherwise. This variable so-called DAEM for accruals EM and DREM for real accounting manipulation.  DEM*CSR is a numerical variable measured by the 
interaction between DEM and CSR that represents the companies which use CSR practice like entrenchment strategy that conceals EM practices. Size represents the size of company and is measured by the logarithm of 
its total assets.  Debt reflects the debt of company and is calculated as the ratio of debt to equity.  Risk represents the risk faced measured by the beta.  Working Capital represents liquidity, measured as the difference 
between current assets and current liabilities.  Industry represents the economic sector of the company. R&DIntensity represents the ratio of R&D expenditure to total sales.  
FPit= ø + ø1CSRit + ø2DEMit + ø3DEM*CSRit + ø4Sizeit + ø5Debtit + ø6Riskit + ø7Working_capitalit + ø8Industryit + ø9R&DIntensityit + ? i + µit          
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Table 6. Role of Investor Protection on  the moderating effect of EM on the relation between CSR and FP 
Dependent variable: Market_Value  

 Explanatory Variable: DAEM Explanatory Variable: DREM 
 Coif. Std. Err. Coef. Std. Err. 
CSR 13.5593* 8.2023 117.1545* 4.102823 

DEM -847.83* 148.6049 -102.1541 100.3798 

DEM*CSR -5.2558* 8.32466 -3.187388 2.179804 

DInvestorProtection 14625.62* 2566.638 11410.86* 2378.82 

DEM*CSR*InvestorProtection 33.1978* 7.15610 5.969385*** 3.360989 

Size 573.607* 87.787 667.6573* 66.14451 

Debt 2.6299*** 1.4714 2.783599** 1.322845 

Risk 0.0794476 1.4198 -2.582502*** 1.418828 

Working_Capital -0.23428** 0.09571 -0.2360763* 0.0748374 

Industry 2897.81 2156.119 4122.432*** 2136.994 

R&DIntensity 1.8481 1.15050 -3.38071** 1.467036 

Z  1359.90     1699.13   
m1 -3.30  -3.09   

m2 -0.89  -0.92   

Hansen 436.01  564.31   

# In order to avoid endogeneity problems, for all numerical variables, including interaction variables, their lags t-1 to t-2 are used as instruments. 
i) Heteroskedasticity consistent asymptotic standard error in parentheses.  
ii) *, ** and *** indicate significance at the 1%, 5% and 10% level, respectively.  
iii) z is a Wald test of the joint significance of the reported coefficients, asymptotically distributed as ?2 under  the null hypothesis of no relationship, degrees of freedom and significance in parentheses.  
iv) mi (m1 and m2) is a serial correlation test of order i using residuals in first differences, asymptotically distributed as N(0,1) under the null hypothesis of no serial correlation. 
v) Hansen is a test of over-identifying restrictions, asymptotically distributed as ? 2 under the null hypothesis of non-correlation between the instruments and the error term; degrees of freedom and significance in parentheses. 
CSR reflects the sustainable practices of company i for period t. FP represents the financial performance measured by the market value. DEM is a dummy variable that takes the value 1 when EM is larger than the mean for the 
corresponding sector, year and country, and 0 otherwise. This variable so-called DAEM for accruals EM and DREM for real accounting manipulation.  DEM*CSR is a numerical variable measured by the interaction between DAEM and 
CSR that represents the companies which use CSR practice like entrenchment strategy that conceals AEM practices. InvestorProtection is a dummy variable that takes the value 1 if the firm is located in a country with a higher than mean 
investor protection, and zero otherwise. DEM*CSR*InvestorProtection is a numerical variables measured by the interaction between DEM*CSR in companies located in countries with strong investor protection. Size  represents the size 
of company and is measured by the logarithm of its total assets.  Debt reflects the debt of company and is calculated as the ratio of debt to equity.  Risk represents the risk faced measured by the beta.  Working_Capital  represents 
liquidity, measured as the difference between current assets and current liabilities.  Industry represent the economic sector of the company. R&DIntensity represents the ratio of R&D expenditure to total sales.  
FPit= ø + ø1CSRit + ø2DEMit + ø3DEM*CSRit  + ø4DEM*CSR*InvestorProtectionit + ø5DInvestorProtectionit + ø6Sizeit + ø7Debtit + ø8Riskit + ø9Working_capitalit + ø10Industryit + ø11R&DIntensityit + ? i + µit 
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Table 7.  Role of national compromise to CSR  on the moderating effect of EM on the relation between CSR and FP 
Dependent variable: Market_Value  

 Explanatory Variable: DAEM Explanatory Variable :DREM 

 Coef. Std. Err. Coef. Std. Err. 

CSR 111.771* 4.8920 111.7602* 3.872465 
DEM -3.5752* 104.998 -77.64193 99.62763 
DEM*CSR -8.1703* 2.2481 -0.4309739 1.985768 
DNCRI -13542.06** 6573.3 -3580.185 6360.547 
DEM*CSR*DNCRI -23.367* 4.0547 0.7650853 3.203776 
Size 639.9678* 78.086 672.071* 67.35228 
Debt 1.8161 1.2670 2.604489*** 1.327398 
Risk 1.2321 1.3998 -2.952093** 1.389118 
Working_Capital -0.3112* 0.08432 -0.2648894* 0.0751825 
Industry 2522.404 23083 4674.083** 2235.213 
R&DIntensity -4.6535* 1.0448 -2.714448*** 1.59619 
Z  1635.80  1627.23  
m1 -3.23  -3.16  
m2 -0.93  -0.99  
Hansen 543.36  597.35  
# In order to avoid endogeneity problems, for all numerical variables, including interaction variables, their lags t-1 to t-2 are used as instruments. 
i) Heteroskedasticity consistent asymptotic standard error in parentheses.  
ii) *, ** and *** indicate significance at the 1%, 5% and 10% level, respectively.  
iii) z is a Wald test of the joint significance of the reported coefficients, asymptotically distributed as ?2 under  the null hypothesis of no relationship, degrees of freedom and significance in parentheses.  
iv) mi (m1 and m2) is a serial correlation test of order i using residuals in first differences, asymptotically distributed as N(0,1) under the null hypothesis of no serial correlation. 
v) Hansen is a test of over-identifying restrictions, asymptotically distributed as ? 2 under the null hypothesis of non-correlation between the instruments and the error term; degrees of freedom and significance in parentheses. 
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Table 8.  Robust Analysis.  Moderating effect of EM on the relation between CSR (sub-index) and FP 
 Independent variable: Market_Value 
 Coef. Std. Err. Coef. Std. Err. Coef. Std. Err. Coef. Std. Err. 

Society 209.4913* 6.972415       
Human Rights   697.0308* 113.7059     

Environmental     468.4748* 39.57315   

Corporate Goverance       261.3007* 9.102385 

Size 748.6637* 73.82992 870.4635* 80.25009 647.2504* 75.5704 617.056* 73.13615 

Debt 3.6528* 1.383457 1.136288 1.395011 0.8418519 1.755987 1.736852 1.170198 

Risk -1.501779 1.72167 -6.303849* 0.8063676 -8.736793* 1.632827 -1.539478 1.403918 

Working_Capital -0.38705* 0.0911871 -0.1534563** 0.0613762 -0.2057927** 0.0892191 -0.2899698* 0.0699572 

Industry 1737.159 2565.76 -11662.44* 3889.14 529.4071 2622.959 940.5131 2217.17 

R&DIntensity -1.120613 1.501391 3.183726** 1.363937 -3.493374* 1.218072 5.399274 3.571229 

DAEM -367.7455* 112.3087 -903.0503** 349.0466 -210.5264** 88.04836 -80.07198 63.37714 

DAEM*Society -11.78905* 3.351703       

DAEM*Human Rights   -65.45617 39.87258     

DAEM*Environmental     -6.842739 8.633572   

DAEM*Board       -35.05967* 6.578157 

Z  1256.61  483.82  334.47  2592.17  

m1 -3.30  -3.18  -3.07  -3.17  

m2 -0.99  -1.00  -0.86  -0.98  

Hansen 572.55  554.16  469.59  549.78  
# In order to avoid endogeneity problems, for all numerical variables, including interaction variables, their lags t-1 to t-2 are used as instruments. 
Notes:  
i) Heteroskedasticity consistent asymptotic standard error in parentheses.  
ii) *, ** and *** indicate significance at the 1%, 5% and 10% level, respectively.  
iii) z is a Wald test of the joint significance of the reported coefficients, asymptotically distributed as ?2 under  the null hypothesis of no relationship, degrees of freedom and 
significance in parentheses.  
iv) mi (m1 and m2) is a serial correlation test of order i using residuals in first differences, asymptotically distributed as N(0,1) under the null hypothesis of no serial correlation. 
v) Hansen is a test of over-identifying restrictions, asymptotically distributed as ? 2 under the null hypothesis of non-correlation between the instruments and the error term; 
degrees of freedom and significance in parentheses. 

  

CSR reflects the sustainable practices of company i for period t. It is disaggregated into four index: Society, Human Rights, Environment and Board.FP represents the financial performance measured by the market value. 
DEM is a dummy variable that takes the value 1 when EM is larger than the mean for the corresponding sector, year and country and 0 otherwise. This variable so-called DAEM for accruals EM.  DEM*CSR is a numerical variable measured by the interaction between DEM and CSR that represents the companies which 
use CSR practice like entrenchment strategy that conceals EM practices. Size  represents the size of company and is measured by the logarithm of its total assets.  Debt reflects the debt of company and is calculated as the ratio of debt to equity.  Risk represents the risk faced measured by the beta.  Working_Capital  
represents liquidity, measured as the difference between current assets and current liabilities.  Industry represent the economic sector of the company. R&DIntensity represents the ratio of R&D expenditure to total sales.  
FPit= ø + ø1CSRit + ø2DEMit + ø3DEM*CSRit + ø4Sizeit + ø5Debtit + ø6Riskit + ø7Working_capitalit + ø8Industryit + ø9R&DIntensityit + ?i + µit          



 
 

31 

 

 

Table 9. Robust Analysis.  Moderating effect of EM on the relation between CSR and FP (sub-sample) 
 Dependent variable: Market_Value 
 CSR>0   CSR<0 
 Coef. Std. Err. Coef. Std. Err. 
CSR 4518.327* 608.0525 -5172.658* 617.557 
Size 880.8136* 77.04758 812.209* 81.55324 
Debt 1.642261 1.37308 1.606048 1.424101 
Risk -10.16673* 1.600874 -10.32006* 1.615049 
Working_Capital -0.1981303* 0.0515632 -0.1820984* 0.0506305 
Industry -4534.666 3349.38 -5839.427*** 3464.168 
R&DIntensity 2.298345 1.993722 1.979138 1.983727 
DAEM -546.0475* 44.16282 -400.7836*** 224.9962 
DAEM*CSR 360.3109*** 217.3753 0.6718439 236.4888 
Z  609.50  487.45  
m1 -3.21  -3.18  
m2 -0.93  -0.94  
Hansen 483.86  484.85  
# In order to avoid endogeneity problems, for all numerical variables, including interaction variables, their lags t-1 to t-2 are used as instruments. 
Notes:  
i) Heteroskedasticity consistent asymptotic standard error in parentheses.  
ii) *, ** and *** indicate significance at the 1%, 5% and 10% level, respectively.  
iii) z is a Wald test of the joint significance of the reported coefficients, asymptotically distributed as ?2 under  the null hypothesis of no relationship, degrees of freedom and significance in parentheses.  
iv) mi (m1 and m2) is a serial correlation test of order i using residuals in first differences, asymptotically distributed as N(0,1) under the null hypothesis of no serial correlation. 
v) Hansen is a test of over-identifying restrictions, asymptotically distributed as ? 2 under the null hypothesis of non-correlation between the instruments and the error term; degrees of freedom and 
significance in parentheses. 
CSR reflects the sustainable practices of company i for period t. FP represents the financial performance measured by the market value. DEM is a dummy variable that takes the value 1 when EM is larger 
than the mean for the corresponding sector, year and country, and 0 otherwise. This variable so-called DAEM for accruals EM.  DEM*CSR is a numerical variable measured by the interaction between 
DEM and CSR that represents the companies which use CSR practice like entrenchment strategy that conceals EM practices. Size  represents the size of company and is measured by the logarithm of its 
total assets.  Debt reflects the debt of company and is calculated as the ratio of debt to equity.  Risk represents the risk faced measured by the beta.  Working_Capital  represents liquidity, measured as the 
difference between current assets and current liabilities.  Industry represent the economic sector of the company. R&DIntensity represents the ratio of R&D expenditure to total sales.  
FPit= ø + ø1CSRit + ø2DEMit + ø3DEM*CSRit + ø4Sizeit + ø5Debtit + ø6Riskit + ø7Working_capitalit + ø8Industryit + ø9R&DIntensityit + ? i + µit          
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APPENDIX 1: Measure of Earnings Management through Discretionary Accruals 

Jones’ standard model  

Following Jones (1991) and Dechow et al. (1995), total accrual adjustments (TAA) are defined as: 

  (a.1) 

 where  represents the change in current assets;  reflects the change in cash held and short term 
financial investments;  is the change in current liabilities;  is the change in reclassified long term 

obligations;  is the depreciation and amortization; i represents each company and t represents the year. 

On the basis of equation (a.1), accruals are calculated using an explanatory model. The difference between actual 
and expected accrual adjustments represents the discretionary or unexplained component of accrual adjustments 
(DAA) and acts as a measure of management discretion in the reporting of results. 

The standard Jones model uses the following procedure to separate the discretionary from the non-discretionary 
component: 

   (a.2) 

where  are the total accrual adjustments; represents total assets of firm i in period t-1 and this is used 
as a deflator to correct possible problems of heteroscedasticity; represents the property, plant and equipment of 
firm i in period t; is the change in sales for firm i in period t. The non-discretionary accrual adjustments 

(NDAA) are and  represents the discretionary accrual 
adjustments (DAA) for firm i in the year t. NDAA are calculated by replacing the coefficients in equation (a.2) with 
the values obtained by Ordinary Least Squares and DAA are the residuals of this calculation. 

Modified Jones model (Dechow et al., 1995) 

In the modified Jones model (Dechow et al., 1995, equation a.3), the TAA use the variation in sales less accounts 
receivable (used to measure the growth of the company, as its working capital is closely linked to sales), and less the 
item property, plant and equipment, which is used to measure the depreciation costs contained in the discretionary 
adjustments. It is assumed that not all sales are necessarily non-discretionary and that this will depend on the item to 
be received. 

  (a.3) 

    where A*R represents accounts receivable, and the other variables are as defined in equation (a.2). 

*Note that in this model, the coefficients are calculated using the original Jones model (1991) and that the 
modification is made only for the calculation of the non-discretionary adjustments. 

 

APPENDIX 2: Measure of Earnings Management through Real Measures 
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The main models to capture real earnings management are those implemented by Roychowdhury (2006). This 
author employed the model presented by Dechow et al. (1998). We estimate the normal level of operating cash flows, 
expenditures and production costs such as: 

(b.4) 

where OCFit represents the firm i´s operating cash flows in year t, measured as the sum of net income, depreciation 
and amortization, and changes in current liabilities, minus change in current assets; Asseti,t-1 the firm i´s total assets at 
the end of year t-1; Salest is the sales during the period t for the company i; ? Sales represents the firm i´s change in 
sales between year t-1 and year t, and eit is the error term.  We estimate the abnormal OCF as the residual form the 
above Eq (a.4).  

  (b.5) 

where DISEXPit represents the firm i´s discretionary expenditures in year t; Asseti,t-1 the firm i´s total assets at the 
end of year t-1, Salest-1 is the firm i´s sales at the end of year t-1, and eit is the error term. The abnormal discretionary 
expenditures are calculated as the difference between the actual values (DISEXPit/Assetsi,t-1) and the normal level 
predicted from Eq (a.5). 

(b.6) 

 COGSit +?Invit                                                           (b.6.1) 

 

 

where PRODCOSTSit represents the firm i´s production costs in year t, calculated as (COGSit +? Invit), where 
COGSit is firm i´s cost of goods sold in year t and ? Invit is firm i´s change in inventories between year t-1 and year t; 
Asseti,t-1 the firm i´s total assets at the end of year t-1, Salest is the sales during the period t for the company i; ? Sales 
represents the firm i´s change in sales between year t-1 and year t, and eit is the error term. The residual from Eq (b.6) 
are the abnormal production costs. 

We combine these three measures into a comprehensive aggregate metrics of real earnings management 
proposed by Zang (2012). We first multiply abnormal cash flow from operations and abnormal discretionary expenses 
by negative one and then aggregate them into one measure. Following Cohen and Zarowin (2010), we do not multiply 
PRODCOSTS by negative one because higher production costs, as noted earlier, is indicative of over production to 
reduce cost of goods sold.  The higher these amounts, the more likely that the firms is engaging in sales manipulations 
and cutting discretionary expenditures to manage reported earnings upwards. 

REM= (-AbnOCFit) + (-AbnDISEXPit) + AbnPRODCOSTSit (b.7)  

where OCFit represents the firm i´s operating cash flows in year t ; PRODCOSTSit represents the firm i´s 
production costs in year t: DISEXPit represents the firm i´s discretionary expenditures in year t. 


