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Abstract: A business committed to CSR activities can establish a favourable reputation in the market hence
this reputation can be used to mislead the market by making them rely on the financial reporting of the
organisation. This study aimed to investigate the relationship between CSR and earnings quality for firms
listed on FTSE 350. Besides, it aimed to explore the impact of CSR on the motivation of the management to
improve the earnings quality or manage earnings. The research has applied LSDV regression and OLS
regression on the data collected from 217 firms listed on the FTSE 350. The respective regression models
applied by keeping earnings quality as a dependent variable and range of independent variables such as
CSR, SIZE, GROWTH, LEVERAGE and ROA. Besides, the correlation coefficient has also been calculated
despite, the result could not reveal the nature of the relationship between the variables hence regression
model was applied. The results have revealed no relationship between earnings quality and CSR in the case
of LSDV regression model. The same has been observed for the OLS model however, there exists a relatively
significant relationship between earnings quality and LEVERAGE. Similar findings recorded for earnings
quality and GROWTH.

Keywords: CSR; Earnings Quality; FTSE 350; OLS Model.

1. Introduction
A business operates for success in the market and for serving the need of the market that leads to performance
reporting so that the stakeholders can be aware of the business ability to satisfy the desired objectives of the
stakeholders. Performance reporting is a technical and significantly important area because the performance of one
business can potentially influence the range of market forces. There are several underlying factors for which a
business can manipulate on financial reporting, this gives wrong information to the market that has several
repercussions including misleading the investor and gaining benefit from the negligence in the market (Kothari, et
al., 2005). Reporting on the performance of a business can have legal, moral and ethical perspectives. Performance
reporting with any fabrications and intentional alterations can lead to ethical violations. There are certain ethical
initiatives that are considered as a source of elevating the quality of financial reporting. According to Schwartz
(2004), an organisation involved in ethical activities is considered as more inclined to fair reporting of financial
performance. Corporate social responsibility (CSR) is a combination of ethical activities that are executed by the
organisation for the welfare of the environment and society (McWilliams et al. 2006).
A business committed to CSR activities can establish a favourable reputation in the market hence this
reputation can be used to mislead the market by making them rely on the financial reporting of the organisation. It
implies that even the fabricated performance reporting can be considered flawless due to the association of the
organisation to the CSR activities. Therefore, CSR and other ethical activities can be a source of deception and can
also act as a stimulator for improved earnings quality. However, if CSR comes into use for the exploitation of market
trust and confidence then a more holistic approach is required to be adopted for analysing the earnings quality.
Research Objectives:
This research has been conducted with an aim to investigate the relationship between CSR and earnings quality
for firms listed on FTSE 350. It is possible for a firm to use the involvement in CSR activities as a deception for
managing earning quality however, naturally, CSR should lead to the elevation of earnings quality. The research has
considered a range of firms from different market sectors so that the given relationship can be considered
irrespective of the type of business or market sector. Therefore, the aim of this research has been targeted from a
holistic approach in order to gain a productive outcome from the research. The research aim has been divided into
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the following objectives so that the achievement of each objective can lead to the achievement of overall research
aim. The objectives of this research are as follows:
• To investigate the theoretical debate surrounding the relationship between CSR and earnings quality.
• To explore the impact of CSR on the motivation of the management to improve the earnings quality or
manage earnings.
• To investigate the positive influence on earnings quality due to CSR.
• To understand the use of CSR for covering the wrongdoing and earnings management.

2. Literature review
Corporate social responsibility (CSR) has long been considered as an ethical way of conducting operations
however, the evolution of CSR has made it somehow obligation for businesses to sustain their position in the market.
CSR is an approach to negotiate the role of the business in society (McWilliams et al., 2006). This research considers
the relationship between CSR and earnings quality. It includes the analysis of CSR development in the UK. The
theoretical debate surrounding CSR and earnings quality respectively.
Background Information and Institutional Setting
• Earnings Quality
Earnings quality of an organisation can be representative of future earnings. If current earnings cannot
represent future earnings pattern, then the earnings quality can be low (Schipper and Vincent, 2003). A business
earnings in normal circumstances can be used as a tool for predicting future performance. According to Francis et
al. (2004), earnings quality can be considered based on several attributes such as estimated discretion can be a
characteristic of lower quality whereas degree to which economic reality can be reflected is a characteristic of high
quality.
• CSR
The concept of CSR has evolved in both meaning and practice. In the classic perspective, the concept of CSR
was limited to philanthropy that extended to the relationship between the business and society (Secchi, 2007).
According to Lee (2008), CSR is based on the act of an organisation of taking responsibility for the impact on
suppliers, customer, employees, environment and stakeholders due to the operational activities.
• CSR and Earnings Quality
Business transparency is a growing phenomenon that directs employees, customers, investors and
stakeholders to expect transparency from a business. The aspect of transparency along with the growing use of
ethics as a differentiating factor has extended the CSR from large corporations to the necessity of all businesses.
Transparency is associated with earnings quality of a business, it is the quality of reported earnings through which
the future earnings can be predicted (Melumad and Doron, 2008). CSR has been linked with earnings quality
because adequate reporting of the earnings by the business is an aspect of CSR. A socially responsible business
deemed to report earnings without any fabrication hence maintaining the earnings quality (Francis et al., 2004).
CSR can be in different forms including social welfare activity, transparent reporting, serving stakeholder
interest and many more. The business can provide transparent and reliable financial information as an act of socially
responsible initiative. It is common for CSR oriented businesses to constrain earnings management hence providing
reliable and transparent financial information (Alsaadi et al., 2017). CSR can be adopted for certain underlying
motives such as providing cover to corporate misconduct. It means CSR can be positively related to earnings
management as well as earnings quality.
• CSR Development in UK
CSR application and status in a country relies on its economic development. In the case of the UK, the country
is developed that provides an ideal breeding ground for CSR. However, the UK has come a long way to the existing
level of CSR practices in the country. According to Detomasi (2008), there was a time when the UK market was
mostly sceptical about CSR whereas today it is a mainstream activity that determines an organisation legitimacy to
operate in the market. In addition, CSR is not a generalised concept in the market instead it has specific dimensions
for certain market sector along with some regional perspectives. Figure 1 shows the development of CSR in the UK
and it is associated constituencies. It all started in 1600 when the UK established East India Company that aimed to
explore the resources of underdeveloped parts of the world and enable them to develop. Over the years numerous
scientific and social developments in the UK have targeted the betterment of social life.
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Figure (1): Landmark Events of CSR in the UK (Ward and Smith, 2006)

Theoretical Debate
CSR has transformed over the year despite in the last two decades it has rationalised and has been associated
with aspects like stakeholder management and reputation of a business. Nonetheless, the management quest to
follow CSR practices is due to the relationship of organisational performance with the CSR (Orlitzky et al., 2003).
Today, CSR rationalised to a point that most of the Fortune 500 as well as FTSE 350 not only promote their CSR
initiatives but also publish it in their annual reports (Vogel, 2005).
During the 1950s and 1960s, CSR was not considered as a solution of all ill instead it was a positive
development that was required to be encouraged (Lee, 2008). At the time, the responsibilities of business were not
clearly articulated. Generally, the social benefit was promoted so that the wider public can gain from the operations
of a business. However, the management in the organisation considered CSR as a source of bottom-line financial
destruction (ibid).
CSR went through another era during the 1970s, CSR received wider perspective that considered social and
economic reconciliation hence economic gain cannot be possible without ensuring a social gain (Lee, 2008). A
question considered that an organisation should engage in CSR activities as it can destroy stockholder interest. The
answer came that organisation can damage stockholder interest by engaging in CSR however, the stockholder
interest can be diversely considered. It is in the stockholder interest to preserve the surrounding society. If the
surrounding society deteriorates then it is possible for a business to lose customer base and support structure
(Detomasi, 2008). Therefore, the well-being of the environment including the society is in the interest of the
stockholder. It implies that all action in pursuit of social benefit serves the interest of stockholder.
CSR developed significantly during the 1980s by the development of three-dimensional models of corporate
social performance (CSP), it includes CSR, corporate social responsiveness and social issues (Garriga and Melé,
2004). It shows that CSR has been widely accepted as a component of business performance. In addition, economic
and social goals considered beyond the discussion of incompatible trade-off. Economic and social goals combined
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in the total social responsibility that included legal, economic, ethical and discretionary. Although some categories
can carry more weights such as economic category can be considered as more important than ethical despite each
category was part of total responsibility (Secchi, 2007). Therefore, the development of the new approach was
significant for CSR. The model had been theoretically applauded without any significant empirical acceptance. There
was a lack of measurement criteria for CSP that lead to the difficulty in comparing the social performance of
competing businesses (Margolis and Walsh, 2001).
• Stakeholder Theory
The last decade of the 20th century focused on the reasons the CSR became a source of better performance by
some businesses than the others. Stakeholder model developed for partially justifying the superior performance by
some businesses (Gao et al., 2014). The consideration of wider stakeholders means a business can develop a better
response for each stakeholder hence satisfaction of each stakeholder eventually leads to better performance by an
organisation (Booth and Schulz, 2004). The significance of the stakeholder model lies in the fact that it envisions
the purpose of a corporation in a different manner. However, the stakeholder model diminishes the difference
between social and economic goals instead the central issues emerged in the form of corporation survival. A
corporation survival relies on more than shareholder because employees, government, customer and many other
players can play a significant role in the survival of a business (Garriga and Mele, 2004). Stakeholder theory also
considered CSR in respect to the moral obligation, it implies that a business has a moral obligation towards all
stakeholders including the environment hence environment is required to be preserved. The stakeholder concept
further developed by Clarkson (1995), he considered stakeholder issues and social issues separate from each other.
Social issues are public issues that can prompt regulation or legislation. If there is no regulation or legislation
for an issue, then the issue can be considered as a stakeholder issue. It implies that social issues are far more critical
for a business than stakeholder issues. It is relevant from the perspective of the society that social issues are related
to wider society hence the action of business against the society can raise a substantial backlash that can be even
capable of destabilising the foundations of an organisation (Linthicum et al., 2010). At present, CSR is embedded in
an organisation to an extent that every activity, every action, every policy associated to an organisation required to
have an embedded element of CSR (Kotler and Lee, 2005). A business social and economic performance are not
separate from each other instead they are due to each other, they rely on each and goes along (Porter and Kramer,
2006).
• Agency Theory
Agency theory is based on the relationship between the manager and the shareholder. The conflict between
manager and shareholder gives rise to agency cost. The agency problem can exist if the manager has a certain level
of opportunistic behaviour, this motivates the manager to act in self-interest instead of striving to maximise
shareholders wealth. According to Wiese and Toropowski (2013), an agency relationship is not limited to manager
and shareholder, it can be between the organisation and the society, the buyer and supplier etc. It implies that the
relationship of the organisation to the environment and stakeholders can also be considered from the perspective
of agency theory. Therefore, an organisation is required to operate in the best interest of all stakeholder because
the organisation has a responsibility towards all stakeholders based on agency concept (Van Marrewijk, 2003).
Some of the theoretical and empirical research for exploring the relationship between CSR and earnings quality
is given in Table 1 below.
Table (1): Prior Research and Empirical Evidence
Study
Petrovis (2005)
Prior et al. (2008)
Kim et al. (2012)
Bozzolan et al. (2015)
Rezaee et al. (2019)
Alsaadi et al. (2017)

Country
US
26 Countries
24 Countries
China
EU

Period
1989-2000
2002-2004
1991-2009
2003-2009
2009-2015
2003-2013

Sample
323 Firms
593
23,391 Firms
5,863 Firms
2,580 Firms
900 Firms

Empirical Evidence and Hypothesis Development
Earnings quality can be estimated by using a range of approaches. Literature has provided the application for
some of the relevant models. The discretionary accruals can be used to determine earning quality. Discretionary
accruals are directly linked to earnings quality as they are one of the most common tools for managing earnings. In
order to estimate earning quality, Alsaadi et al. (2017) used a modified Jones model adjusted for performance. The
research conducted by Alsaadi et al. (2017) also considered the drawbacks and strengths of the applied model so
that the user can ascertain the potential outcome from the application of the model.
Despite the limitations of the modified Jones model, there is no superior alternative model that can estimate
the discretionary accruals with more precision and accuracy (Botsari and Meeks, 2008). This study uses the crosssectional approach to the modified Jones model instead of the firm-specific time-series approach. The reason for
this selection is the Bartov et al. (2000), the rationale provided for the cross-sectional approach is the ability of the
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technique in detecting the manipulation of earnings. In addition, the cross-sectional approach can be useful for
maximising the sample size and mitigating the issue of survivorship bias that occurs with the time-series model
(Dargenidou et al., 2014). A large number of freedom degrees also enable the cross-sectional model to provide
accurate estimates of parameters, the same function is the limitation of the time series model. Lastly, Alsaadi et al.
(2017), focused on current discretionary accrual instead of total discretionary accrual.
Business transparency is a growing phenomenon that directs employees, customers, investors and
stakeholders to expect transparency from a business. The aspect of transparency along with the growing use of
ethics as a differentiating factor has extended the CSR from large corporations to the necessity of all businesses.
Transparency is associated with earnings quality of a business, it is the quality of reported earnings through which
the future earnings can be predicted (Melumad and Doron, 2008). CSR has been linked with earnings quality
because adequate reporting of the earnings by the business is an aspect of CSR.
CSR can be in different forms including social welfare activity, transparent reporting, serving stakeholder
interest and many more. The business can provide transparent and reliable financial information as an act of socially
responsible initiative. It is common for CSR businesses to constrain earnings management hence providing reliable
and transparent financial information (Alsaadi et al., 2017). CSR can be adopted for certain underlying motives such
as providing cover to corporate misconduct. It means CSR can be positively related to earnings management as well
as earnings quality.
CSR is a growing phenomenon whose link has been developed with several aspects of organisational
operations. CSR can be associated with earnings management; it can be due to reputation management and it can
also be due to the market trends. According to Linthicum et al. (2010), CSR is externally directed initiative of a
business that can fulfil the desire of shareholders. Shareholder core desire is to make maximum money while
complying with the social rules both required by law and embodied in ethical values. According to Surroca et al.
(2010), a common trait can be observed among CSR firms, these firms usually generate profit, they conduct their
operations in the legal framework as well as ethical boundaries and usually aim to be considered as a corporate
citizen.
Kim et al. (2012) identified the existence of conflicting incentives in the form of potential opportunistic
behaviour and moral obligation. The CSR activities can be committed in respect of the stated incentives.
Theoretically, moral obligation leads the organisation to act diligently however, the ethical, honest and trustworthy
approach of the management bring benefit in the form of corporate reputation. Therefore, ethical behaviour and
high moral standards are beneficial for the organisation (Garriga and Melé, 2004). It is the motivation of an
organisation towards CSR that lead the strategy formulation based on developing long term relationship with the
stakeholder instead of short-term profit maximisation (Chih et al., 2008). CSR is naturally associated with an
organisation because an organisation operates in society therefore, serving and securing the interest of the society
is a natural outcome from the operations of an organisation. Furthermore, the integrative theory considers the
requirement from an organisation to incorporate social demand so that the decisions of an organisation are in
compliance to social rules and the reliance of the business on the society also demands the compliance to social
rules. CSR is also linked to the self-interest of the manager, the level of manager’s ethical reasoning and the firm's
moral obligation become a source of motivation for the manager to manage the business in the interest of
stakeholders instead of serving own interest (Booth and Schulz, 2004). Similarly, the CSR can act as a tool for
controlling the opportunistic behaviour of managers (Gao et al., 2014).
Empirical research has been conducted by Hong and Anderson (2011) based on US nonfinancial firms from
1995 to 2005. The findings of the research revealed that firms with CSR commitment are likely to have a higher
quality of financial reporting. In particular, these firms had a positive relationship between CSR and quality accruals
and a negative relationship between CSR and earning management. Therefore, earnings quality increase due to the
CSR commitment of an organisation. Kim et al. (2012) reported similar findings, the firms with high CSR score are
less prone to manipulate real activities or use discretionary accrual thus their financial reports are providing the
accurate information of the financial performance of the organisation. Chih et al. (2008) considered earnings loss
avoidance and earnings smoothing as tools of earnings management. The findings of Chih et al. (2008) also revealed
a negative relationship between CSR and earnings management. Therefore, based on theoretical and empirical
findings, the engagement of business in CSR activities leads to a favourable influence on the earning quality and
financial reporting quality. Thus, a hypothesis can be created as follows:
Hypothesis 1: CSR is positively related to earning quality
There is an opportunistic behaviour perspective associated with CSR, in this perspective, a manager uses CSR
as a tool for satisfying stakeholder demand and to manage their perception of the firm. According to Prior et al.
(2008), CSR can act as a tool for distracting the attention of any wrongdoing in the financial reporting of an
organisation. The opportunistic behaviour perspective is not limited to manipulation for distracting attention,
instead, managers can use CSR for serving their self-interest (Hemingway and Maclagan 2004; McWilliams et al.,
2006; Petrovits, 2006). A perception can be created by using CSR as mentioned by Kim et al. (2012), a firm can
create a perception of transparency by using CSR. The creation of a positive perception of a firm will help the
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management to secure support from the stakeholder and to legitimise the decisions as well as activities. It implies
that earnings manipulation can be managed by using CSR effectively by the management. Empirical existence of the
aforementioned phenomenon has been proven by the research of Prior et al. (2008), the research considered the
data of 593 firms from 26 countries between 2002 and 2004, the findings revealed a positive relationship between
CSR and earning management. It means poor earnings quality can be manipulated by presenting them as high
earnings quality. If there is an opportunistic behaviour among the management then it can motivate the
management to CSR engagement for influencing the perception of stakeholders, therefore, in this way CSR can be
used as an unfavourable tool for effecting the quality of financial reporting. Thus, a hypothesis can be created as
follows:
Hypothesis 2: CSR is negatively related to earning quality
CSR can be considered in respect of several outcomes including activities for employee’s welfare,
environmental sustainability and earnings quality. The improvement of operational responsibility can increase the
earning quality because several prior researches has revealed that CSR oriented firms are less likely to engage in
earnings management. However, there are also instances where a firm tend to engage in CSR activities so that the
cover can be provided for wrongdoings. The diversion of attention to the CSR initiatives can allow the management
to manage the unethical activities without letting them appear in the limelight. CSR and better financial performance
are an intended outcome whereas CSR and improved financial reporting is the observed outcome.

3. Research Methodology
Corporate social responsibility (CSR) emerged as a mean of maintaining a check on the actions of business in
respect of corporate responsibility towards the society. The evolution of CSR has developed it as a predictor of
improved earnings quality however, CSR has also been used to cover the unethical measures adopted by the
management for crafting business earnings (McWilliams et al., 2006). It implies that CSR can be a source of positive
initiatives and a source to provide a cover for negative initiatives of the business. A business engaged in CSR
activities can use CSR for projecting an ethical impression of operating activity, this positive impression can also be
used as a deception tool because in the cover of ethical impression the unethical activities of the business can go
unnoticed. This shows that CSR in relation to earnings quality has multiple dimensions hence the research has aimed
for the objective of exploring the positive influence of CSR on earnings quality and to understand the CSR cover for
hiding wrong practices in the form of earnings management. The positive and negative relationship between CSR
and earnings quality cannot exist at the same time therefore, it is important to unfold the respective relationship
for a respective business. Based on the literature reviewed in the prior section of this research, the research
hypotheses are:
H0: CSR has a positive effect on the earnings quality of firms.
H1: CSR has a negative effect on the earnings quality of firms.
This section deals with the explanation of the methodology adopted for conducting the research. It includes an
explanation of the data sample, a period of analysis and variable definition. The section explained the mathematical
expression used for measuring earnings quality along with an explanation of the explanatory variable and control
variable. Lastly, the regression model adopted for the research has been explained.
Data and Sample Selection
This research considers the firms listed on FTSE 350; the initial sample of firms collected from Thomson
Reuters Eikon. The initial sample collected comprises of 351 firms. The firms listed between the period 2007 to
2017 have been selected. The reason for the selection of ten years period from 2007 to 2017 is due to the aim of
analysing the period after the financial crisis.
CSR engagement has been measured by taking the social and environmental performance score in the Thomas
Reuters Eikon. Financial firms are not included in the sample because these firms have relatively different influence
from the financial crisis than other firms operating in the market (Kim et al. 2012). In addition, the practices and
trends of earnings quality for financial firms is substantially different than any other form of a business. Apart from
financial firms, the research has excluded firms with missing data, extreme value and insufficient information.
Therefore, the final sample for this research is 217 firms. Table 1 provides the sample selection procedure.
Table (2): Sample Selection Procedure
Initial Sample
Less: Financial Firms (Insurance companies and Banks)
Final Sample

351
(134)
217

The initial sample collected from nine different sectors, table 2 provides the ICB Industry code, the name of the
sector, number of firms selected from each sector and the percentage proportion of each sector in the total sample.
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Table (3): Sample Breakdown by Sectors
ICB Industry Code
1
1000
2000
3000
4000
5000
6000
7000
9000
Total

Sector
Oil & Gas
Basic Materials
Industrials
Consumer Goods
Health Care
Consumer Services
Telecommunications
Utilities
Technology

No. of Firms
10
20
62
31
12
59
5
8
10
217

% of Final Sample
4.61%
9.22%
28.57%
14.29%
5.53%
27.19%
2.30%
3.69%
4.61%
100%

It is essential to observe the percentage proportion of each section in the total sample. The proportion of each
section in the total sample can be analysed by using a pie chart. The graphical representation of table 2 is given in
figure 1 in the form of a pie chart.

Utilities
4%

Sector Percentages of Final Sample
Technology
5%

Oil & Gas
5%

Telecommunications
2%

Basic Materials
9%

Consumer Services
27%
Industrials
29%

Health Care
5%

Consumer Goods
14%

Figure (2): Percentage of Sector in Final Sample

Through the sectors of operation, figure 1 indicates that 29% accounted for industrials, consumer services
represented the second sector of 27%. followed by that consumer goods.
Variable Definitions
This section of the discusses the independent and dependent variables of the empirical model. The definitions
of each variable are presented collectively in Table 3, prior to the discussion justifying the variables’ inclusion in the
model.
Table (4): Variables Definitions
Variable
𝑬𝑸𝟏
𝑪𝑺𝑹
𝑺𝑰𝒁𝑬
𝑮𝑹𝑶𝑾𝑻𝑯
𝑹𝑶𝑨
𝑳𝑬𝑽𝑬𝑹𝑨𝑮𝑬
𝑰𝑵𝑫𝑼𝑺𝑻𝑹𝒀
𝑌𝐸𝐴𝑅

Definition
The absolute value of current discretionary accruals-sectional modified
Jones Model used for calculating Discretionary accruals
The CSR considered by taking the average score of social and
environmental scores
Firm size the log of Total Assets
Firm growth Sales growth (year on year change in sales)
Profitability Return on assets (EBIT divided by total assets)
Calculated as long-term debt divided by total assets
Industry fixed effects controlled by using ICB code as a proxy
Controls for year fixed effects using year dummies
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• Dependent Variable - Earnings Quality
Earnings quality has been estimated in the prior research while using different methods and approaches. In
this research, earnings quality has been estimated by using discretionary accrual as a proxy of earnings quality. The
modified Jones model (MJM) is the basis for the estimation of discretionary accruals (Kothari et al., 2005). Although
MJM has limitations despite there is no alternative model that can estimate the discretionary accrual with
superiority (Botsari and Meeks, 2008).
Instead of firm-specific time series approach to modified Jones Model, the research has used a cross-sectional
approach. The cross-sectional model leads to better performance in detecting earnings manipulation (Bartov et al.,
2000). In addition, the current discretionary accruals have been used instead of total discretionary accruals based
on Teoh et al. (1998).
Steps to Measure Earnings Quality
Step 1: The first step is based on the estimation of current discretionary accruals, it involves the computation of
total current accrual (𝑇𝐶𝐴𝑖𝑡) for firm 𝑖 at year 𝑡, the mathematical expression is as follows:
𝑇𝐶𝐴𝑖𝑡 = (∆𝐶𝐴𝑖𝑡 − ∆𝐶𝑎𝑠ℎ𝑖𝑡 ) − (∆𝐶𝐿𝑖𝑡 − ∆𝑆𝑇𝐷𝑒𝑏𝑖𝑡𝑖𝑡 )
(3.1)
In the above equation:
• ∆𝐶𝐴𝑖𝑡 = Change in current assets,
• ∆𝐶𝑎𝑠ℎ𝑖𝑡 = Change in cash and the cash equivalent,
• ∆𝐶𝐿𝑖𝑡 = Change in current liabilities, and
• ∆𝑆𝑇𝐷𝑒𝑏𝑡𝑖𝑡 = Change in short- term debt.
Step 2: The second step runs the given regression expression using ordinary least squares, this has been applied for
all sample firms (with at least ten observations in year t) from each industry:
𝑇𝐶𝐴𝑖𝑡
𝑇𝐴𝑖𝑡−1

= 𝛼0 (𝑇𝐴

∆𝑅𝐸𝑉𝑖𝑡 − ∆𝑅𝐸𝐶𝑖𝑡

1

𝑖𝑡−1

) + 𝛼1 (

𝑇𝐴𝑖𝑡−1

) + 𝛼2 (

𝐸𝐴𝑅𝑁𝑖𝑡−1
𝑇𝐴𝑖𝑡−1

) + 𝜀𝑖𝑡

(3.2)

In the above equation:
• 𝑇𝐶𝐴𝑖𝑡 = Total current accruals for firm 𝑖 at year 𝑡,
• ∆𝑅𝐸𝑉𝑖𝑡 = Change in net revenues in year t from year t-1,
• ∆𝑅𝐸𝐶𝑖𝑡 = Change in net receivables in year t from year t-1 and
• EARNit-1 = Income before extraordinary items for firm i in the year t from year t-1.
In order to correct heteroscedasticity, the above expression deflated each variable by the lagged value of the
firm i’s total assets (𝑇𝐴𝑖𝑡−1).
Step 3: The step three calculated non-discretionary (NDACi,t) component of total current accruals for all the firm
while using the year specific and industry specific estimates of 𝛼0, 𝛼1 and 𝛼2, the mathematical expression is as
follows:
𝑁𝐷𝐴𝐶𝑖,𝑡 = α
̂0 (

1
∆𝑅𝐸𝑉𝑖𝑡 − ∆𝑅𝐸𝐶𝑖𝑡
)+ α
)
̂1 (
𝑇𝐴𝑖𝑡−1
𝑇𝐴𝑖𝑡−1

(3.3)

Step 4: In order to compute the current discretionary accruals (𝐷𝐴𝐶𝑖,𝑡) component for each year t and each firm i,
the non-discretionary component (𝑁𝐷𝐴𝐶𝑖,𝑡) subtracted from the total current accruals (𝑇𝐶𝐴𝑖𝑡). The mathematical
expression is as follows:
𝐷𝐴𝐶𝑖,𝑡 =

𝑇𝐶𝐴𝑖𝑡
𝑇𝐴𝑖𝑡−1

− 𝑁𝐷𝐴𝐶𝑖,𝑡

(3.4)

The method used absolute value for current discretionary accruals in the form of proxy for earnings quality.
𝑇𝐶𝐴𝑖𝑡
|𝐷𝐴𝐶𝑖,𝑡 | = |
− 𝑁𝐷𝐴𝐶𝑖,𝑡 |
(3.5)
𝑇𝐴
𝑖𝑡−1

This research has used the signed and absolute value of the discretionary accruals used as a proxy for earnings
quality. It implies that discretionary accruals are considered as an absolute (EQ1), negative (EQ-) and positive
(EQ+) values. This led to determining the overall effect in the form of income declining earnings management or
income growing earnings management (Klein, 2002). Ceteris paribus, in the case of high value for the discretionary
accruals, the high degree of earnings management can be achieved that leads to low earnings quality (EQ1).
Whereas in respect to signed value, the positive (negative) or higher (lower) value for discretionary accrual means
a high probability of earnings management thus low earnings quality (EQ1- and EQ1+).
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• Explanatory Variables - CSR
The explanatory variable (CSR) will help in determining the relationship between earnings performance and
growth prospects. The research has considered the work of Cheng et al. (2012), based on it, the research has
calculated the CSR engagement of a firm by taking the equally weighted average of the annual performance scores
of the social and environmental. The scores were sourced from Thomson Reuters Eikon database. In order to
calculate each of the scores (social and environmental), the research has selected two policies from the sample firm’s
environmental and social policies. Environmental product innovation policy and resource reduction policies proxy
for the entirety of the firm’s environmental policy. Similarly, human right policy and employment quality act as
proxies for the firm’s social policy score. These were measured and then averaged for the two variables for the
environmental policy as well as the social policy. The values thus arrived were further averaged to arrive at the CSR
scores of the sample firms.
• Control Variables
This research had added several control variables based on the findings from the prior research. According to
Becker et al. (1998), 𝑆𝐼𝑍𝐸 can be considered as a control variable that may reflect the influence on earnings quality
from omitted variables. In addition, 𝐿𝐸𝑉𝐸𝑅𝐴𝐺𝐸 can be a control variable that can capture the opportunistic
behaviour of the manager pertaining to earnings quality, it is possible for a manager to be opportunistic by managing
the earning due to avoid the violation of debt covenants (DeFond and Jiambalvo, 1994).
𝐺𝑅𝑂𝑊𝑇𝐻 Similar findings were also published by Lee et al. (2006), they found that earnings quality decreased
with earnings growth, even though the sample of the study was markedly different from that of Iatridis and
Kadorinis (2009).
𝑅𝑂𝐴 The study by Iatridis and Kadorinis (2009) also explored whether a firm’s profitability influenced its
likelihood of indulging in earnings management. The scholars found that firms with lower levels of profitability were
more likely to indulge in earnings management in order to improve their financial numbers and present a more
favourable version to their stakeholders. However, contradictory findings were reported by Lee et al. (2006) who
find evidence that firms with higher performance are more likely to over-report earnings because of its favourable
impact on market value.
The research has also considered the effect of 𝐼𝑁𝐷𝑈𝑆𝑇𝑅𝑌 𝑎𝑛𝑑 𝑌𝐸𝐴𝑅 fixed based on the findings from Capkun
et al. (2016) and Barth et al. (2008). The control for year fixed effect and industry effects was necessary for this
research as the sample comprises of the long time period that is extended over a large span of different industries
listed on FTSE 350. Consequently, this research has used “panel data” that is the term used for the type of data relies
on pooling of observations in relation to a cross-section of households, firms, countries etc. over the duration of
several time periods. This led to controlling the industry-specific fixed effects and unobserved time-invariant factors
for controlling mitigating the macroeconomic conditions and economy-wide shocks. This also enables the research
to circumvent any biases that can arise due to the use of standard OLS regression if the fixed effects are not
adequately controlled.
1. Regression Model
The examination of the first hypothesis has been carried out by using the following model, it includes selected
independent and depends on variables (both explanatory and control variables
𝐸𝑄 = 𝛽0 + 𝛽1 𝐶𝑆𝑅𝑖,𝑡 + 𝛽3 𝑆𝐼𝑍𝐸𝑖,𝑡 + 𝛽4 𝐺𝑅𝑂𝑊𝑇𝐻𝑖,𝑡 + 𝛽5 𝑅𝑂𝐴𝑖,𝑡 + 𝛽6 𝐿𝐸𝑉𝐸𝑅𝐴𝐺𝐸𝑖,𝑡 + 𝛽7 𝐼𝑁𝐷𝑈𝑆𝑇𝑅𝑌𝑖,𝑡 + 𝛽8 𝑌𝐸𝐴𝑅𝑖,𝑡
10

+ ∑ 𝛽𝑘 𝐶𝑜𝑛𝑡𝑟𝑜𝑙𝑠𝑖𝑡 + 𝜀𝑡
𝑘=1

In the given model, EQ1 can be either, EQ1+, EQ1- or EQ whereas CSR is weighted average of social and
environment extracted from Thomson Eikon social and environmental pillars.
The research has performed an additional sensitivity test, it has been done by using standard OLS regression
without fixed effects control performed for the entire period under consideration. This test has been adopted by
following the prior literature such as Chen et al. (2010), Francis, (1999). and Skinner and Sloan (2002). The prior
literature has considered that for mitigating outliers’ problem, for each variable in the regression model the 1 and
99 % of the distribution is required to be winsorised. Therefore, the final sample included in this research after the
removal of missing data but prior to winsorising outliers comprises of 217 firms. All the regression included in this
research will be performed in relation to White Heteroscedasticity test. Heteroscedasticity is present when error
terms do not have the same variance all over the regression line (lack of homoscedasticity). In each instance when
heteroscedasticity exists, the regression is required to run while using robust heteroscedasticity- consistent
standard error estimates. The main regression used in this research is the LSDV industry and year fixed effects
regression.
This research deals with the effect of ethical and environment principle in the earnings quailty. Opportunistic
behaviour can engage the firm in CSR activities, it means that CSR is not always lead to positive earnings quality
because opportunistic behaviour can lead to the adoption of unethical practices hence earnings quality can reduce.
The section has included the research methods that are applied to the test the research questions along with the
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rationale for the selection of research methods. The research has collected the data from Thomas Reuters Eikon. The
data collected from 2007 to 2017 so that the firm's initiatives in respect of CSR can be considered after the financial
crisis. The financial crisis has increased the responsibility and competition in the market hence firms are expected
to be engaged in CSR that can lead to improved earnings quality. The dependent variable in the research has been
earnings quality. The initial sample has been reduced due to the exclusion of financial firm based on their specific
characteristics not suitable for this research.

4. Results and Discussion
This section is based on the methodology explained in the prior section that tests the relationship between CSR
and earnings quality. The section includes a brief discussion of descriptive statistics followed by the inclusion of
main LSDV regression results for the sample considered for this research between the period 2007 to 2017. The
sensitivity test is performed using OLS regression without fixed effects control performed for the entire period
under consideration.
• Descriptive Statistics
The sample of this research for the period between 2007 to 2017 comprises of 217 firms. The descriptive
statistics of different variables included in the research is given in table 1 below:
Table (5): Descriptive statistics (N = 271)
eq_dis~e

N
1320

mean
.0385

p50
.024

SD
.045

skewness
2.919

kurtosis
15.13

min
.0003

max
.389

P1
.0007

P25
.0106

P75
.048

P99
.211

SIZE

1320

14.747

14.648

1.419

.409

2.678

11.309

18.890

12.164

13.736

15.590

18.146

ROA

1320

.103

.086

.084

.826

5.105

-.184

.443

-.089

.053

.142

.377

LEVERAGE

1320

.204

.1938

.152

.603

2.979

0

.785

0

.085

.294

.591

GROWTH
CSR

1320
1320

.080
63.878

.067
64.827

.141
16.188

1.057
-.221

6.647
2.183

-.361
27.552

.898
89.397

-.235
30.452

0
53.215

.143
76.645

.578
89.397

SD is the standard deviation. P1, P25, P75, P99 are 1st, 25th, 75th and 99th percentiles respectively. eq_dis~e
represents earnings quality considered by cross-sectional modified Jones Model used for calculating Discretionary
accruals. SIZE represents the logarithm of total assets. LEVERAGE represents long term debt divided by total assets.
ROA represents profitability return on assets (EBIT divided by total assets). GROWTH represent firm growth sales
growth (year on year change in sales). CSR represents CSR considered by taking the average score of social and
environmental scores.
In the above table the dependent variable eq_dis~e, the mean of the variable is .0384 whereas the standard
deviation is .0449. It shows that the sample is dispersed prominently around the mean. It shows that the firms
included in the sample have a varied level of earnings quality. The difference between mean and standard deviation
also followed in the case of SIZE, LEVERAGE, ROA, GROWTH and CSR. However, ROA mean is lesser dispersed than
other variables. In respect of skewness and kurtosis, the eq_dis~e (earnings quality) has positive skewness of 2.9,
the variable has high skewness toward the right based on the absolute values taken of discretionary accruals.
Earnings quality also shows a kurtosis with a high peak of 15, it means that the variable has a high dispersion of
absolute discretionary accruals and it also exhibits the existence of numerous extreme values in the overall sample.
The same pattern followed in the case of LEVERAGE, GROWTH and ROA. However, none of the variables has more
skewness and kurtosis than eq_dis~e. The second highest skewness and kurtosis is of GROWTH with 1 and 6.647
respectively. It implies that eq_dis~e substantially differs from other variables in respect of the normal distribution.
CSR has slightly negative skewness whereas as the relatively lesser kurtosis of 2 shows the stable distribution of
values. The similar attributes are exhibited by the variable SIZE that has slightly positive skewness of .409 and
kurtosis of 2.6788, this shows the stable distribution of values hence the sample has both large and small equity
value but mostly are similar to each other.
The normality test of D’Agostino et al. (1990) has been performed for all the variables to test the normality of
variables distribution along with the normality of kurtosis and skewness. The normality test has been performed
by using STATA. The normality test has been conducted by the rejection of the null hypothesis of normality at the
significance level of 1%. The reason for the rejection of the null hypothesis is the test statistics 𝜒2 significance of
(P<0.01). This shows an abnormal distribution of variables in the sample. Figure 1 shows the graphical
representation of the normality test.
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Figure (3): Normality distribution plots for the dependent variable eq_dis~e and explanatory variables SIZE, LEVERAGE,
ROA, GROWTH, and CSR, respectively

Table 6 shows the correlation between the research variables. Although correlations between variables are
presented despite, the reliance has been placed on regression due to lack of information provided by correlation
regarding the nature of the relationship between variables.
Table (6): Correlation matrix
(1)
1
-0.125*
-0.167*
0.097*
-0.089*
0.092*

eq_disc_ac~e
CSR
SIZE
ROA
LEVERAGE
GROWTH

(2)

(3)

(4)

(5)

(6)

1
0.572*
-0.121*
0.084*
-0.109*

1
-0.348*
0.304*
-0.110*

1
-0.252*
0.184*

1
-0.115*

1

* represents the 5% significance level. eq_dis~e represents earnings quality considered by cross-sectional modified Jones
Model used for calculating Discretionary accruals. SIZE represents the logarithm of total assets. LEVERAGE represents long
term debt divided by total assets. ROA represents profitability return on assets (EBIT divided by total assets). GROWTH
represent firm growth sales growth (year on year change in sales). CSR represents CSR considered by taking the average score
of social and environmental scores.

In the case of SIZE, the correlation of 0.572 shows that there is 57.2% dependence between CSR and SIZE.
However, this relationship does not elaborate the nature of relationship, it is not clear that either CSR increasing or
decreasing because of SIZE and vice versa. The problems of correlation extend to other variables given in the table.
• LSDV Regression
Table 7 presents the LSDV regression outcomes for earnings quality (EQ) being a dependent variable along
with the explanatory variable and control variables. The explanatory variable is CSR whereas the controls

variables are SIZE, LEVERAGE, GROWTH, ROA, INDUSTRY and YEAR.
Table (7): LSDV regression for the period between 2007 to 2017
All firms

CSR

- .000
(-1.02)

SIZE

- .004***
(-3.90)

ROA

.018
(1.16)
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-.005
(-0.67)

GROWTH

.019**
(2.12)

INDUSTRY
YEAR

Yes
Yes

Constant

Zuhur Alatawi

0.130***
(7.14)

N

1320

2
R

0.083

Two-tailed p-value is indicated between brackets. *, **, *** denote significance at the 10%, 5%, and 1% levels,
respectively. CSR is a dummy variable. SIZE represents the logarithm of total assets. LEVERAGE represents long
term debt divided by total assets. GROWTH represent firm growth sales growth (year on year change in sales).
INDUSTRY is the ICB industry code. YEAR is year dummies.
The results from table 3 show no relationship between earnings quality and CSR (P>0.1). In the non-existence
of any significant relationship between two variables, the nature of the behaviour of the dependent variable in
respect of independent variable is not required to be considered (Maronna et al., 2006). The given result is in
contradiction to the research hypothesis where earnings quality was expected to be either positively related to CSR
or negatively related to CSR. However, the results of the control variables is different than explanatory variable. In
the case of the relationship between earnings quality and SIZE, the relationship is negative but statistically
insignificant at a significance level of 1% (P<0.01). It means that firms listed on FTSE 350 have no prominent
relationship between their earnings quality and the equity value of the respective business. It implies that
irrespective of a business SIZE, the earnings quality can be considered.
The relationship between earnings quality and ROA shows a statistically insignificant positive relationship
(P>0.1). Again, ROA is not a representative factor of change in earnings quality hence in order to understand the
variation of earnings quality, the ROA cannot be considered. Likewise, LEVERAGE is another control variable that
failed to show any significant relationship with the earnings quality. LEVERAGE has a statistically insignificant
negative relationship with the earnings quality (P<0.1). Therefore, the LEVERAGE of the firm listed on FTSE 350
cannot represent its earnings quality neither variation of earnings quality can be characterised by LEVERAGE.
Lastly, the GROWTH as a control variable shows a statistically insignificant relationship with the earnings quality at
a significance level of 5% (P>0.05). It implies that if the firm has GROWTH based on its change in sales then it does
not represent a positive or negative significant relationship with the earnings quality. Therefore, GROWTH is not a
representative factor for determining earnings quality.
Table 8 includes pooled OLS regression results with the exclusion of year instrumental and industry variables.
OLS regression is a useful measure for testing the robustness of results. Despite, it is not an absolute statistical tool
due to its inability to consider and control unobserved cross-sectional and time-invariant fixed effects (Greene,
2003; Baltagi, 2009).
• OLS Regressions
Table (8): Pooled OLS regression results
Dependent variable: EQ (EARNINGS QUAILTY)
Independent variables
CSR
SIZE

(1)

(2)

-.000
(-1.34)
-.004***

.000
(-1.45)
.003***

(-4.30)

(-3.05)

ROA

.0172
(1.09)

LEVERAGE

.113***

-.010
(-1.23)
.0207
(2.34)
.0976***

GROWTH
INTERCEPT

(8.62)

(6.61)

No. Obs.

1320

1320

R-Squared

0.028

.037

Notes: This table presents results from pooled OLS regressions of EQ on firm governance and financial variables for a sample of FTSE 350
companies over the period 2007 to 2017. t-statistics are shown in parentheses below coefficient estimates.
*, **, and *** denote significance at the 10%, 5%, and 1% levels, respectively.
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The OLS regression has been performed by developing two relationships where in the case of the first
relationship that is represented as data set (1), the model has kept earnings quality as dependent variable whereas
CSR and SIZE have been kept as independent variables. In addition, in another relationship represented as data set
(2), the dependent variable has been maintained in the form of earnings quality whereas independent variables are
CSR, SIZE, ROA, LEVERAGE and GROWTH.
In the first data set, the data in table 4 shows that OLS regressions results have not identified any relationship
between earnings quality and CSR (P<0.1). Likewise, the SIZE has no significant influence on earnings quality at a
significance level of 1% (P<0.01). The findings from OLS regression is similar to LSDV regression in regard to CSR
and SIZE. It implies that in respect of the data sample considered in this research the earnings quality has no changes
due to the CSR activities of a firm and the SIZE of the firm. Therefore, the changes in earnings quality cannot be
represented by either CSR or the SIZE of the firm.
In the second data set, the data in table 4 shows no relationship between earnings quality and CSR (P<0.1).
This is the continuation of the first data set, likewise, an insignificant relationship can be observed between earnings
quality and SIZE of the firm at a significance level of 1% (P<0.01). It implies that irrespective of relationship
developed between a dependent variable and independent variable there is no relationship between earnings
quality and either of CSR or SIZE. ROA is a new variable in the second data set whose relationship with earnings
quality is insignificant (P>0.1). However, LEVERAGE has a significant negative relationship with earnings quality
(P<0.1). The data shows that for one point of increase in LEVERAGE for a firm listed on FTSE 350, the earnings
quality decrease by 1 point. On the contrary, the decrease of LEVERAGE increases the earnings quality in an absolute
manner. It implies that if a firm listed on FTSE 350 experiences increase of LEVERAGE then it decreases the earnings
quality hence possibly involved in some activities that can possibly lead to improvement of LEVERAGE. It also shows
that businesses in struggling time can be involved in activities that can damage the earnings quality and help the
business to revive back from struggling instances. These findings are inconsistent from the LSDV regression.
Apart from LEVERAGE, GROWTH is another variable whose relationship with earnings quality is relatively
significant than other independent variables in data set 2. The GROWTH has a relatively significant relationship
with earnings quality (P>0.1). The firm with a growing prospect can possibly prefer to keep improved earnings
quality so that the reputation can be maintained.
• Discussion of main results
The regression results given in table 3 and 4 are inconsistent with the hypothesis and the literature reviewed
for this research. The two hypotheses expected to have either a positive or negative relationship between earnings
quality and CSR. The result of primary data is quite unique in terms of no relationship between CSR and earnings
quality. The findings are not relevant to the prior research performed in the similar area such as the Alsaadi et al.
(2017), the research has identified a significant relationship based on 900 firms. In addition, according to Linthicum
et al. (2010), CSR is based on initiatives by the business that are externally oriented. The external orientation of
firms motivates them to act as a corporate citizen that includes elevating the earnings quality. Likewise, Surroca et
al. (2010) identified the characteristics of CSR firms including profit generation, legal compliance, ethical operations
and corporate citizenship. It implies that a firm with prominent CSR foundations can naturally aim for improved
earnings quality. On the contrary, the findings of this research have not identified any relationship between earnings
quality and CSR.
The current research has considered a sample of 217 firms which is smaller than any other prior research. This
could possibly be the reason for the inconsistent findings from the research. It means that the research can lead to
a different outcome if either the size of the sample will increase or multiple samples included in the research. In
addition, the focus of the research has been quite specific to the FTSE 350 that can possibly contain firms with
similar characteristics hence the consideration of sample beyond FTSE 350 could possibly increase the chances of
finding a relationship between CSR and earnings quality. Theoretically, there exists a relationship between CSR and
earnings quality hence the current research was expected to identify a relationship regardless of weak or strong.
On the contrary, the current research has identified no relationship between the dependent variable and
independent variable.
• Control Variables
In the case of control variables, SIZE is one of the variables mentioned by Walker (2013) that can influence
earnings quality. It is possible that small firms are lesser involved in earnings management than bigger firms.
However, the findings of this research have identified an insignificant relationship between SIZE and earnings
quality hence the findings are inconsistent with the hypothesis. On the contrary, larger firms are required to apply
strong control measures that can limit the chances of decreasing earnings quality. Likewise, earnings quality had
not shown any significant relationship with ROA. This could be because of losses incurred by firms in the sample
hence earnings quality is not managed by these firms.
LSDV regression identified no relationship between earnings quality and LEVERAGE whereas OLS regression
identified a strong negative relationship. The findings are not consistent with prior literature as Watts and
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Zimmerman (1990) identified a positive relationship between LEVERAGE and earnings quality. The negative
relationship is also inconsistent with the research hypothesis.
The case of GROWTH also lacks in showing any significant relationship between earnings quality and
GROWTH. The findings are not only inconsistent with McNicholas (2002), it is also inconsistent with the general
perception associated with earnings quality.
The section shows the findings of primary data considered for the research to investigate the relationship
between earning quality and CSR. The primary data has been considered in respect of descriptive statistics,
correlations, LSDV regression and OLS regression. The outcome of results shows that earnings quality is not
statistically associated with CSR. The findings of this research can put to the further test by applying different
statistical tools and by changing the sample as this is assumed to be the main reason for unique and inconsistent
findings from this research.
The research has revealed no relationship between earnings quality and CSR in the case of LSDV regression
model. The same has been observed for OLS model however, there exists a relatively significant relationship
between earnings quality and LEVERAGE. Similar findings recorded for earnings quality and GROWTH. The result
of this research has been contrary to the research hypothesis that could be due to size of the sample, application of
the regression models and variation in the sample selected.
This research has implications both for the literature related to the area of research and practical utilisation of
CSR as an indicator of earnings quality.
1. Most of the prior research on earnings quality focused on the certain market sector that leads to the
implementation of the research findings on the selected market sector. In addition, the reliability of the data
collected is integral to the research quality. Therefore, the data collected for this research collected from
financial market hence the findings can be used for practical purposes. In this way, the result has avoided
selection bias that can hinder the research from fulfilling academic research requirements.
2. The relationship between the CSR and earnings quality can be a motivator factor for the organisations to
engage in CSR activities. In the case of regulators, they can critically analyse the financial performance of the
business considering CSR can be used as a shelter to deceive the policymaker by diverting their attention to
CSR policies of the organisation.
3. The research has considered a unique dimension as prior studies have contributed towards earnings
management in relation to IFRS or other relationships of earnings management. On the other hand, this
research has considered CSR in relation to earnings quality. Therefore, the research can help in exploring the
way CSR can be an indicator or other business activities such as earnings quality.

5. Conclusion
This study explored the possible relationship between CSR and earnings quality based on 271 firms listed on
FTSE 350. The data collected between 2007 to 2017 based on the requirement to understand the development of
CSR and earnings quality after the financial crisis. The sample has been tested by applying regression in the form of
LSDV regression and OLS regression. The reason for applying two statistical tools is to find the difference in outcome
from the two techniques that helps in developing a critical stance for the research. The research has considered
earnings quality as a dependent variable however, there had been few independent variables. The independent
variables are CSR, SIZE, LEVERAGE, ROA and GROWTH. The variables are further classified in the form of
explanatory and control variables. All the variables have a distinctive approach for collecting data from the financial
market.
Ethics and earnings quality and interrelated concepts due to the elevation of earnings quality based on the
involvement of the business in ethical activities. It is also ethical for the business to present its financial performance
without any fabrication that leads to high earnings quality. Ethical activities in the form of CSR can be an indicator
of high earnings quality however, the same CSR can also be used as a tool for covering the unethical activities such
as earnings management. The relationship between CSR and earnings quality considered in this research in respect
of firms listed on FTSE350.
CSR started as a discretionary initiative for organisations to differentiate their operations from competitors.
However, gradually CSR developed as an obligatory activity that enhances the organisation legitimacy to operate.
CSR has a relationship with earnings quality because CSR can act as an underlying factor for enhancing earnings
quality. Earnings quality is a predictor of future earnings as if current earnings cannot be used as an indicator for
future earnings then earnings quality can be considered as low. A business involved in CSR expected to have high
earnings quality because the CSR itself can be a source of motivation for the management to report the earnings
appropriately. In addition, maintaining high earnings quality is itself an aspect of CSR as it assists the market forces
to improve the quality of their decisions. Discretionary accrual is a common method applied for earnings
manipulation however, a CSR firm can avoid discretionary accrual to report the earnings appropriately. CSR relies
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on the economic development in a country, so the earnings quality in the market also relies on the economic
development in the country. In the UK, CSR has come a long way in which there had been corporate scandals and
other issues that lead to regulatory development and other aspects to strengthen the market pillars.
Theoretically, CSR can be considered with respect to its association with stakeholder management and
reputation management. Nonetheless, most organisation are aiming to pursue CSR for gaining financial objectives
(Orlitzky et al., 2003). Therefore, if CSR is leading to the achievement of financial objectives along with stakeholder
management then the organisation can potentially be motivated to achieve other financial objectives by managing
earnings hence earnings quality can be low. Stakeholder management through CSR can be incomplete if the
dimension of the stakeholder theory will not be taken into consideration. Stakeholder theory diminishes the
difference between economic and social goals of an organisation hence with the aim of securing the corporation
survival motive, the management can potentially incline to adopt approaches that can eventually decrease the
earnings quality. It implies that the relevance of agency theory to CSR is not an indicator of ethical compliance by
the organisation therefore, theoretically, CSR cannot be an absolute indicator of high earnings quality. The research
has explored the deemed relationship between CSR and earnings quality by considering the firms listed on FTSE
350. Prior to this research, empirical evidence showed a relationship between CSR and factors like transparency,
financial reporting and other factors.
The data from 2007 to 2017 of 217 firms listed on FTSE 350 lead to findings for the research be considering
earnings quality as the dependent variable and several independent variables. The LSDV regression and OLS
regression revealed a slightly different outcome. In the case of LSDV regression, earnings quality has no relationship
with earnings quality. The findings of LSDV regression is contrary to the research hypothesis where earnings quality
was expected to be either positively or negatively related to CSR. However, SIZE of the firms has identified to be
negatively related to CSR nonetheless the insignificant relationship makes it inconsiderable for the firms listed on
FTSE 350 to have an influence on earnings quality due to the equity value. Likewise, the LSDV regression has not
identified any significant relationship between earnings equality to ROA, LEVERAGE and GROWTH.
The anomalous outcome from the LSDV regression could be an indicator for certain underlying factors such as
consideration of small sample, inaccurate application of the statistical tool, the necessity to apply alternative
statistical tools and the need to consider a wider range of data such as consideration of data from multiple capital
markets. However, the findings of LSDV regression have been contested against the findings from OLS regression
to diversity the data analysis and to gain an in-depth understanding of the research problem. In addition, the OLS
regression performed by distributing the data into two sections where data set 1 contained CSR and SIZE as
independent variables whereas data set 2 contained CSR, SIZE, ROA, LEVERAGE and GROWTH as dependent
variables.
The findings of data set 1 is no different from LSDV regression as the earnings quality identified insignificantly
related to either CSR or SIZE. In the case of data set 2, the earnings quality identified to be insignificantly related to
CSR, SIZE and ROA. However, the relationship between CSR and LEVERAGE identified as significant with a negative
relationship. It implies that the decrease in LEVERAGE of a firm can lead to an increase in earnings quality.
Therefore, a firm can manipulate the earnings during the time of financial struggle. Likewise, GROWTH has
identified to be significantly related to earnings quality. It means that an organisation with growing prospects can
have high earnings quality that could be a case so that the firm can maintain its market reputation and regulatory
compliance.
Implications of the Study
1. The result generated in this research is focused on the data collected from the UK. It means that findings can
be applied by the policymakers and other market forces in the UK. However, the implications of the research
can be improved if a comparison study conducted between the UK and any other country. This will lead to a
better understanding associated with the research problem.
2. The underlying factors of earnings quality could possibly be explored so that the findings of this research can
be more productive for the market. It implies that the relationship between CSR and earnings quality can have
a lasting influence on the market if the earnings quality itself explored in a more detailed manner.
3. This research will influence as the reliance on CSR as an indicator of other ethical measures by the business
will decrease. It will make the market regulators more critical of business operations hence a detailed
understanding and in-depth analysis of the operations will be conducted that will lead to transparency in the
market. However, over scrutinisation by the regulators can dissuade the organisation to divert their attention
from CSR to other possible activities. Therefore, the findings of this research have to be used in a balanced
manner that cannot influence the overall significance of CSR.
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Limitations and Suggestions for Future Research
A limitation is commonly associated factor with any research however, adequate management of limitations
can help a research to avoid the adverse influence from the limitations. The limitations associated with this research
and the respective potential future research direction is given below:
1. This research has considered a small sample of 271 firms listed on FTSE 350. A bigger and diverse sample
could have possibly improved the quality of findings from the research. In this perspective, future research in
the same area can consider firms listed on different capital market or firms operating in a certain market sector
can be considered from different capital markets.
2. This research has considered earnings quality as a principle concept without considering its associated
features such as time recognition of loss, discretionary accruals and other measures. The consideration of
detailed aspects of earnings quality could have entailed a wider scope to the research.
3. The number of explanatory variables in this research is limited, the inclusion of more variables could help in
determining the relationship between earnings quality and range of the variable.

References:
[1]

Alsaadi, A., Ebrahim, M. S. & Jaafar, A. (2017), “Corporate social responsibility, Shariah-compliance, and earnings
quality”, Journal of financial services research, 51(2): 169-194, https://doi.org/10.1007/s10693-016-0263-0.

[2]

Baltagi, B., Demetriades, P. & Law, S. H. (2009), “Financial development and openness: Evidence from panel data”, Journal
of Development Economics, 89(2): 285-296, https://doi.org/10.1016/j.jdeveco.2008.06.006.

[3]

Baltagi, B.H. (2009), A Companion to Econometric Analysis of Panel Data. John Wiley; Sons Ltd.

[4]

Barth, M. E., Landsman, W. R. & Lang, M. H. (2008), “International Accounting Standards and Accounting Quality”, Journal
of Accounting Research, 46(3): 467-498, https://doi.org/10.1111/j.1475-679x.2008.00287.x.

[5]

Bartov, E., Gul, F. A. & Tsui, J. S. (2000), “Discretionary-accruals models and audit qualifications”, Journal of Accounting
Economics, 30(3): 421–452, https://doi.org/10.1016/s0165-4101(01)00015-5.

[6]

Becker, C. L., DeFond, M. L., Jiambalvo, J. & Subramanyam, K. (1998), “The effect of audit quality on earnings management”,
Contemporary Accounting Research, 15(1): 1–24.

[7]

Booth, P. & Schulz, A. K. (2004), “The effect of an ethical environment on managers’ project evaluation judgments under
agency problem conditions”, Accounting Organisation Society, 29(5): 473–488.

[8]

Botsari, A. & Meeks, G. (2008), “Do acquirers manage earnings prior to a share for share bid?”, Journal of Business Finance
and Accounting, 35(5-6): 633–670, https://doi.org/10.1111/j.1468-5957.2008.02091.x.

[9]

Bozzolan, S., Fabrizi, M., Mallin, C. A. & Michelon, G. (2015), “Corporate social responsibility and earnings quality:
international
evidence”, The
International
Journal
of
Accounting, 50(4):
361-396,
https://doi.org/10.1016/j.intacc.2015.10.003.

[10] Capkun, C. & Jeanjean, I. (2016), ‘The effect of IAS/IFRS adoption on earnings management(smoothing): A closer look at
competing
explanations”,
Journal
of
Accounting
and
Public
Policy,
35(4):
352-394,
https://doi.org/10.1016/j.jaccpubpol.2016.04.002.

[11] Chen, H., Tang, Q., Jiang, Y. & Lin, Z., (2010), “The role of International Financial Reporting Standards in accounting quality:
evidence from the European Union”. Journal of International Financial Management & Accounting, 21(3): 220-278,
https://doi.org/10.1111/j.1467-646x.2010.01041.x.

[12] Cheng, A., Zishang, L. C. & Thomas, W. (2012), “Abnormal accrual estimates and evidence of mispricing”, Journal of
Business Finance and Accounting, 39(1-2): 1–34, https://doi.org/10.1111/j.1468-5957.2011.02274.x.
[13] Chih, H. L., Shen, C. H. & Kang, F. C. (2008), “Corporate social responsibility, investor protection, and earnings
management: Some international evidence”, Journal of Business Ethics, 79(1-2): 179–198, https://doi.org/10.1007/s10551007-9383-7.

[14] Clarkson, M. B. E. (1995), “A stakeholder framework for analyzing and evaluating corporate social performance”,
Academy of Management Review, 20(1): 92–117, https://doi.org/10.5465/amr.1995.9503271994.
[15] Dargenidou, C., Jaafar, A. & McLeay, S. (2014), “Regulation, bonding and the quality of financial statements”. In: Di Pietra
R, McLeay S, Ronen J (eds) Accounting and regulation: new insights on governance, markets and institutions. Springer,
New York, 91–228.
[16] DeFond, M. L. & Jiambalvo, J. (1994), “Debt covenant violation and manipulation of accruals”, Journal of Accounting and
Economics, 17(1-2): 145-176, https://doi.org/10.1016/0165-4101(94)90008-6.
[17] Detomasi, D. A. (2008),” The political roots of corporate social responsibility”, Journal of Business Ethics, 82(4): 807-819,
https://doi.org/10.1007/s10551-007-9594-y.

693

Global Journal of Economics and Business, 9(3) (2020), 678-695

The impact of corporate social responsibility on earnings quality in UK listed firms

Zuhur Alatawi

[18] Francis, J., LaFond, R., Olsson, P. M. & Schipper, K. (2004), “Costs of Equity and Earnings Attributes”, Accounting Review,
79(4): 967-1010, https://doi.org/10.2308/accr.2004.79.4.967.
[19] Francis, J.R., Maydew, E. L. & Sparks, H.C., (1999). “The role of Big auditors in the credible reporting of accruals”. Auditing,
18(2): 17-34, https://doi.org/10.2308/aud.1999.18.2.17.
[20] Freeman, R. E. & Phillips, R. A. (2002), “Stakeholder theory: A libertarian defense”, Business Ethics Quarterly, 12(3): 331349, https://doi.org/10.2307/3858020.
[21] Gao, F., Lisic, L. L. & Zhang, I. X. (2014), “Commitment to social good and insider trading”, Journal of Accounting and
Economics, 57(2-3): 149–175, https://doi.org/10.1016/j.jacceco.2014.03.001.
[22] Garriga, E. & Mele, D. (2004), “Corporate social responsibility theories: Mapping and territory”, Journal of Business Ethics,
53 (1-2): 51-71, https://doi.org/10.1023/b:busi.0000039399.90587.34.
[23] Greene, W. (2003), Econometric Analysis. 5th ed., Prentice-Hall, Upper Saddle River.
[24] Hemingway, C. A. & Maclagan, P. W. (2004), “Managers’ personal values as drivers of corporate social responsibility”,
Journal of Business Ethics, 50(1): 33–44, https://doi.org/10.1023/b:busi.0000020964.80208.c9.
[25] Hong, Y. & Andersen, M. L. (2011), “The relationship between corporate social responsibility and earnings management:
An exploratory study”, Journal of Business Ethics, 104(4): 461-471, https://doi.org/10.1007/s10551-011-0921-y.
[26] Iatridis, G. & Kadorinis, G. (2009), “Earnings management and firm financial motives: A financial investigation of UK listed
firms”, International Review of Financial Analysis, 18(4): 164-173, https://doi.org/10.1016/j.irfa.2009.06.001.
[27] Kim, Y., Park, M. S. & Wier, B. (2012),” Is earnings quality associated with corporate social responsibility?”, The accounting
review, 87(3): 761-796, https://doi.org/10.2308/accr-10209.
[28] Klein, A. (2002), “Audit committee, board of director characteristics, and earnings management”, Journal of Accounting
and Economics, 33(3): 375–400, https://doi.org/10.1016/s0165-4101(02)00059-9.
[29] Kothari, S., Leone, A. J. & Wasley, C. E. (2005), “Performance matched discretionary accrual measures”, Journal of
Accounting and Economics, 39(1): 163–197, https://doi.org/10.1016/j.jacceco.2004.11.002.
[30] Kotler, P. & Lee, N. (2005), “Corporate Social Responsibility: Doing the Most Good for Your Company and Your Cause”.
Hoboken, NJ: Wiley.
[31] Lee, C. J., Li, L. Y. & Yue, H. (2006), “Performance, Growth and Earnings Management”, Review of Accounting Studies, 11:
305-334.
[32] Lee, M. D. P. (2008), “A review of the theories of corporate social responsibility: Its evolutionary path and the road
ahead”, International Journal of management reviews, 10(1): 53-73, https://doi.org/10.1111/j.1468-2370.2007.00226.x.
[33] Linthicum, C., Reitenga, A. L. & Sanchez, J. M. (2010), “Social responsibility and corporate reputation: The case of the
Arthur Andersen Enron audit failure”, Journal of Accounting and Public Policy, 29(2): 160-176,
https://doi.org/10.1016/j.jaccpubpol.2009.10.007.

[34] Margolis, J. D. & Walsh, J. P. (2001), “People and Proﬁts? : The Search for a Link Between a Company’s Social and Financial
Performance”. Mahwah, NJ: Lawrence Erlbaum Associates.
[35] Maronna, R., Martin, R. D. & Yohai, V. J. (2006), Robust Statistics: Theory and methods. John Wiley, New York.
[36] McWilliams, A., Siegel, D. S. & Wright, P. M. (2006), “Corporate social responsibility: strategic implications”, Journal of
Management Studies, 43(1): 1–18.
[37] Melumad, N. D. & Doron, N. (2008), “Line-item analysis of earnings quality”, Foundations and Trends in Accounting, 3(23): 87-221, https://doi.org/10.1561/1400000010.
[38] Orlitzky, M., Schmidt, F. L. & Rynes, S. L. (2003), “Corporate social and ﬁnancial performance: a meta-analysis”,
Organization Studies, 24: 403–411.
[39] Petrovits, C. M. (2006), “Corporate-sponsored foundations and earnings management”, Journal of Accounting and
Economics, 41(3): 335– 362, https://doi.org/10.1016/j.jacceco.2005.12.001.
[40] Porter, M. E. & Kramer, M. R. (2006), “Strategy and society”, Harvard Business Review, 84: 78–92.
[41] Prior, D., Surroca, J. & Tribó, J. A. (2008), “Are socially responsible managers really ethical? Exploring the relationship
between earnings management and corporate social responsibility”, Corporate Governance: International Review, 16(3):
160–177, https://doi.org/10.1111/j.1467-8683.2008.00678.x.
[42] Razaee, z., Dou, H. & Zhang, H. (2019), “Corporate social responsibility and earnings quality: Evidence from China”. Global
Finance Journal [online]. Available from: <https://www.sciencedirect.com/science/article/pii/S1044028319300249> [Accessed: 29th May
2019].

[43] Schipper, K. & Vincent, L. (2003), “Earnings Quality”, Accounting Horizons, 17: 97-110.

694

Global Journal of Economics and Business, 9(3) (2020), 678-695

The impact of corporate social responsibility on earnings quality in UK listed firms

Zuhur Alatawi

[44] Schwartz, M. S. (2004), “Effective corporate codes of ethics: perceptions of code users”, Journal of Business Ethics, 55(4):
321–341, https://doi.org/10.1007/s10551-004-2169-2.
[45] Secchi, D. (2007), “Utilitarian, managerial and relational theories of corporate social responsibility”, International Journal
of Management Reviews, 9(4): 347-373, https://doi.org/10.1111/j.1468-2370.2007.00215.x.
[46] Skinner, D.J. & Sloan, R.G., (2002). “Earnings surprises, growth expectations, and stock returns or don't let an earnings
torpedo sink your portfolio”. Review of Accounting Studies, 7(2): 289-312.
[47] Surroca, J., Tribó, J. A. & Waddock, S. (2010), “Corporate responsibility and financial performance: The role of intangible
resources”, Strategic Management Journal, 31(5): 463-490, https://doi.org/10.1002/smj.820.
[48] Teoh, S. H., Welch, I. & Wong, T. J. (1998), “Earnings management and the underperformance of seasoned equity
offerings”, Journal of Accounting and Economics, 50(1): 63–99.
[49] Van Marrewijk, M. (2003), “Concepts and definitions of CSR and corporate sustainability: between agency and
communion”, Journal of business ethics, 44(2-3): 95-105.
[50] Vogel, D. (2005), “The Market for Virtue: The Potential and Limits of Corporate Social Responsibility”. Washington, DC:
Brookings Institution Press.
[51] Walker, M. (2013), “How far can we trust earnings numbers? What research tells us about earnings management”,
Accounting and Business Research, 43(4): 445-481, https://doi.org/10.1080/00014788.2013.785823.
[52] Ward, H. & Smith, C. (2006), “Corporate Social Responsibility at a Crossroads: Futures for CSR in the UK to 2015”. IIED
[online]. Available from: <https://pubs.iied.org/pdfs/16019IIED.pdf> [Accessed: 20th July 2019].
[53] Wiese, A. A. & Toropowski, W. (2013), “CSR failures in food supply chains - an agency perspective”, British Food Journal,
115(1): 92-107, https://doi.org/10.1108/00070701311289894.

695

Global Journal of Economics and Business, 9(3) (2020), 678-695

