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Abstract. This paper aims at examining the effect of corporate social responsibility on earnings management in the Indonesian
banking industry. Using Indonesian publicly listed banking firms in the years of 2013-2015 as the sample, we generate 94 firm-
year observations as the final sample. The results show that corporate social responsibility positively affects earnings manage-
ment, suggesting that the higher the corporate social responsibility score, the greater earnings management. Further, the study
investigates the effects of corporate social responsibility on absolute earnings management, positive earnings management, and
negative earnings management. The results robustly demonstrate the positive effects of corporate social responsibility on earn-
ings management. Thus, this study implies that investors need to be cautious of banks that engage in higher corporate social
responsibility because they are more likely to exhibit greater earnings management. While most of the previous studies in this
issue focus on developed countries as their research settings, this study provides empirical evidence on the relationship between
corporate social responsibility in Indonesia as an emerging market.

Keywords: corporate social responsibility, earnings management, discretionary accrual, banking, disclosure, Indonesia.

JEL Classification: M41, G21.

Introduction

There are two important regulations regarding corporate
social responsibility in Indonesia, namely Law Nu.40/2007
on limited liability corporation and Law Nu.25/2007 on
investment. Law Nu.40/2007 article 74 requires firms that
operate in natural resources-related activities to engage
in corporate social responsibility. The law requires firms
to allocate a portion of their funds for corporate social
responsibility; otherwise, they will be sanctioned by the
government. This regulation implies that corporate social
responsibility has cost implications for firms. Further, Law
Nu.25/2007 article 15 also stipulates that firms engage in
corporate social responsibility. Both Law Nu.40/2007 and
Law Nu.25/2007 emphasize the importance of corporate
social responsibility in Indonesia.

Previous studies on the corporate social responsibility in
Indonesia investigate the effect of corporate social respon-
sibility on firm performance (Fauzi and Idris 2009, Oeyono
et al. 2011, Sarumpaet 2006), how investors incorporate
corporate social responsibility in their investment decisions
(Awuy et al. 2016, Fitriani and Setiany 2014) and the deter-
minants of corporate social responsibility (Setiawan et al.
2018, Siregar and Yanivi 2010). However, there are still few
studies analyzing how corporate social responsibility affects
the quality of the financial statement. Therefore, this study
investigates the effect of corporate social responsibility on
earnings management.

Using the Canadian context, Gargouri et al. (2010) find
that corporate social responsibility is positively related to
earnings management, implying that the higher score
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corporate social responsibility increases the earnings man-
agement activity. This study confirms Grougiou et al. (2014)
who find that US banks that engage in earnings manage-
ment intensively involved in corporate social responsibil-
ity. On the other hand, Kim et al. (2012) demonstrate that
higher corporate social responsibility is associated with less
accrual and real earnings management. The results show
that firms with higher corporate social responsibility ac-
tivities exhibit a greater ethical level and therefore are less
likely to engage in earnings management. Further, stud-
ies using US larger firms also show that firms that have
higher corporate social responsibility score are less likely
to engage in earnings management (Hong and Andersen
2011). The results are in line with Cho and Chun (2016)
who find the negative effect of corporate social responsibil -
ity on real earnings management by using Korean firms as
their sample. Further, using cross-country data, Martinez-
Ferrero et al. (2015) and Scholtens and Kang (2013) show
the negative relationship between corporate social respon-
sibility and earnings management. Meanwhile, Liu et al.
(2017) find no significant relationship between corporate
social responsibility and earnings management. Thus, these
previous studies suggest that the relationship between cor-
porate social responsibility and earnings management is
inconclusive. Therefore more studies in this area are needed
(Grougiou et al. 2014, Kim et al. 2012).

Previous studies on the relationship between corporate
social responsibility and earnings management mostly rely
on cross-country data or use developed countries, such as
the US and Canada, as the research context. Therefore,
the study investigates the relationship between corporate
social responsibility and earnings management using the
Indonesian data as an example of an emerging market. It
will highlight how corporate social responsibility affects
earnings management in an emerging market. Second,
studies in this area mostly focus on non-financial firms.
While banking firms arguably have different characteristics
from non-financial firms. Further, Indonesian banks have
a significant role in economic activity and are an impor-
tant element of financial stability (Hidayat etal. 2012). The
Indonesian banking industry also exhibited positive growth
in 2017, and it will have a positive effect on Indonesia eco-
nomics (Statistics_Indonesia 2018). Grougiou et al. (2014)
also suggest more research on corporate social responsibil-
ity in the banking industry. Therefore, this study focuses on
the effect of corporate social responsibility and earnings
management in the Indonesian banking industry.

1. Literature review and hypothesis development

Three arguments that underlie the relationship between
corporate social responsibility and earnings management
predict the positive, negative, and no significant relationship

between both variables (Grougiou et al. 2014). The stake-
holder theory argues that firms need to address the interests
of all stakeholders, including shareholders, regulators, and
governments (Donaldson and Preston 1995, Roberts 1992).
Managers need to address stakeholders‘ various interests
but at the same time have to prioritize the interests they
consider important. Meanwhile, stakeholders have com-
peting interests that potentially create tensions because
managers have intense pressure to serve various stakehol-
ders’ interests. Another important feature of the stakeholder
theory is a high information asymmetry between managers
and stakeholders (Grougiou et al. 2014). Managers have
more firm-level information than other stakeholders. In
this situation, managers have greater opportunities to enga-
ge in earnings management to fulfill shareholder interests.
Grougiou et al. (2014) argue that managers who aim to
satisfy diverse stakeholders’ interests by engaging in cor-
porate social responsibility are also more likely to involve
in earnings management activity. The stakeholder’s theory
predicts that corporate social responsibility has a positive
effect on earnings management.

Chih etal. (2008) propose the myopia avoidance theory
to explain the relationship between corporate social respon-
sibility and earnings management. This hypothesis argues
that firms that engage in corporate social responsibility
activity have higher ethics in their business activities. In
this respect, firms will provide better-quality financial state-
ments to their shareholders. Thus, managers avoid earnings
management because it is considered an unethical decision
(Shafer 2015). Another argument of the myopia avoidance
hypothesis is managers not only work for financial purposes
but also social purposes. Therefore, managers will provide
higher-quality financial statements. Myopia avoidance
hypothesis predicts the negative effect of corporate social
responsibility on earnings management.

The third theory regarding the relationship between
corporate social responsibility and earnings management
is the institutional theory (Chih et al. 2008). This theory
argues that corporate social responsibility may be a prod-
uct of institutional factors. Therefore, corporate social re-
sponsibility might not have a relationship with earnings
management. The institutional theory predicts that there
is no significant effect of corporate social responsibility on
earnings management.

Using US sample firms, Kim et al. (2012) analyze the
effect of corporate social responsibility on accrual and real
earnings management. The results suggest that firms that
engage in high corporate social responsibility activity ex-
hibit less accrual and real earnings management. Corporate
social responsibility provides incentives for managers to
increase the quality of financial statements. The findings
confirm the myopia avoidance theory (Chih et al. 2008).
Kim etal. (2012) are inline with Hong and Andersen (2011)
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who find the positive effect of corporate social responsibility
on earnings quality. A further test by Cho and Chun (2016)
using the Korean context also reveals the negative effect of
corporate social responsibility performance on real activity
earnings management. Using the Spanish context, Gras-
Gil et al. (2016) also find a negative relationship between
corporate social responsibility and earnings management.
Spanish managers engage in corporate social responsibil-
ity as their ethical decisions. Therefore, managers prefer
to avoid unethical actions such as earnings management.
Analyzing 139 firms from ten Asian countries, Scholtens
and Kang (2013) demonstrate that CSR negatively affects
earnings management. Firms with better corporate social
responsibility performance are less likely to engage in earn-
ings management. Thus, firms with better corporate social
responsibility exhibit better financial statements. A study
on European countries by Alsaadi etal. (2017) also find that
corporate social responsibility has a negative relationship
with earnings management. Further, the quasi-experiment
of Wang et al. (2018) indicates that corporate social respon-
sibility regulation constrains managers in engaging in earn-
ings management in China.

Liuetal. (2017) investigate the effect of corporate social
responsibility on earnings management and suggest that
corporate social responsibility has no significant effect on
earnings management. The results confirm the institutio-
nal theory (Chih et al. 2008). An institutional aspect that
explains the relationship between corporate social respon-
sibility and earnings management is family ownership be-
cause the relation between corporate social responsibility
and earnings management is not significant when Liu et
al. (2017) control for the family involvement. They under-
score the importance of family ownership in firm decisions
(Setiawan et al. 2016, Untoro et al. 2017). Sun et al. (2010)
also find no significant effect of environmental disclosure
on earnings management. Therefore, Liu et al. (2017) and
Sun et al. (2010) support the institutional theory.

Gargouri et al. (2010) investigate the relationship
between corporate social responsibility and earnings ma-
nagement by using Canadian firms as their sample. Their
results suggest that there is a positive relationship between
corporate social responsibility rating and earnings man-
agement. Firms with higher corporate social responsibility
rating engage aggressively in earnings management, and
their managers are better able to exploit the information
asymmetry between managers and stakeholders. In a si-
milar vein, Muttakin et al. (2015) find that corporate so-
cial responsibility leads to higher earnings management.
Managers engage in income-increasing earnings manage-
ment to give a good impression to their stakeholders.

Further, Prior etal. (2008) indicate that firms that engage
in earnings management use corporate social responsibility
activity to cover earnings management, implying that there

is a positive relationship between earnings management
and corporate social responsibility. Managersopportunistic
behaviors have negative effects on firms’ financial perfor-
mance. Thus, Gargouri et al. (2010), Muttakin et al. (2015)
and Prior et al. (2008) support the stakeholder theory.

Previous studies on the effect of corporate social re-
sponsibility and earnings management largely focus on
non-financial firms, with Grougiou et al. (2014) who use
US banking firms as an exception. Grougiou et al. (2014)
show that earning management has a positive effect on
corporate social responsibility activity. Banks that engage
in more aggressive earnings management exhibit greater
corporate social responsibility. Thus, managers use corpo-
rate social responsibility to conceal the effect of earnings
management. The results show that there is a positive relati-
onship between corporate social responsibility and earnings
management. This study focuses on the effect of corporate
social responsibility on earnings management in the context
of the Indonesian banking industry. We predict that man-
agers who engage in more corporate social responsibility
will increase earnings management practice (Gargouri et
al. 2010; Muttakin et al. 2015, Prior et al. 2008). Therefore
the hypothesis is

H1: Corporate social responsibility hasa positive effect
on earnings management.

2. Research methods

Our sample is Indonesian banks that were listed at the
Indonesian Stock Exchange for the years 2013-2015, re-
sulting in 94 bank-year observations. This study uses ear-
nings management as the dependent variable and corporate
social responsibility as the independent variable. We follow
Beaver and Engel (1996) in measuring earnings manage-
ment by using discretionary accrual. Beaver and Engel
(1996) develop a specific measurement of earnings ma-
nagement in the context of the banking industry through
loan loss provision.

The independent variable of the study is corporate social
responsibility. The study applies the Global Reporting Index
(GRI) index as a proxy of corporate social responsibility.
The GRI index uses content analysis. Further, the index
divides into six categories: economy, environment, labor,
human right, society, and product responsibility. Further,
we use four control variables in the study, namely growth,
firm size, profitability, audit firm, and leverage. Growth is
measured by the market to book ratio. We measure firm
size, profitability, and leverage using total assets, profitability
ROE (return on equity), debt to assets ratio, respectively.
Lastly, the study applies a dummy variable as a proxy of the
audit firm variable that is equal to one if the bank’s audit
firm is a Big-4 audit firm and zero otherwise.

This study uses the following equation to test our hy-
pothesis:
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EM, = o + B, CSR + B, PBV + B; SIZE + B, ROE +

BsLEV + B5 Audit +e, (1)
where EM = earnings management, using Beaver and Engel
(1996) method; CSR = corporate social responsibility, using
GRI index; PBV = growth, price to book ratio; SIZE = size
of the company, log total assets; ROE = profitability ra-
tio, return on equity; LEV = leverage, debt to total assets;
Audit = audit firms, a dummy variable one if the audit firm
is Big-4 and zero otherwise.

3. Results and analysis

Table 1 and Table 2 provide information regarding the des-
criptive statistics of our variables.

Table 1. Descriptive statistics

r\iilab-- N Maxi- Mini- Mean | Median Std
les mum mum Dev
Dait | 94 0.7567 | -0.0840 | 0.0083 | 0.0031 | 0.0872
CSR | 94 29 8 14.5744 14 4.7733
SIZE | 94 | 34.4091 | 27.8819 | 31.3243 | 31.3281 | 1.6594
ROE | 94 0.9855 | -1.0660 | 0.0918 | 0.0864 | 0.1693
LEV | 94 18.2075 | 0.1197 | 7.0015 | 6.7285 | 2.9742
PBV | 94 4.1529 0.0014 | 1.3098 | 1.0397 | 0.9159

Table 2. The descriptive statistic for the dummy variable

Audit
Category 1 0.6914
Category 0 0.3086

The mean (median) value of earnings management is
0.0083 (0.0031), suggesting that Indonesian banks engage
in income-increasing earnings management to increase
their performance. Further, the current study shows that
the mean (median) value of the CSR index is 14.57% (14%).
Meanwhile, the maximum value and the minimum val-
ues of CSR are 29 and 8, respectively. The results show that
Indonesian banks have lower CSR disclosure. Further, on
average Indonesian banks have positive ROE (0.0086) and
ROE ranges between —1.0660 to 0.9885. The average price
to book value is 1.3098, implying that the share prices of
Indonesian banks are higher than their book value of eq-
uity. Most of Indonesia banks (69.14%) are audited by Big-4
audit firms.

Analysis

Table 3 provides the results of our statistical testing. The first
column shows the effect of CSR on earnings management.
Further, the study investigates the effects of sub-indexes of

CSR on earnings management. Table 3 also displays that
CSR has a positive effect on earnings management. Firms
with higher CSR disclosure engage in greater earnings
management activity. Our results confirm the stakehol-
der theory (Donaldson and Preston 1995, Roberts 1992).
Managers use information asymmetry between managers
and stakeholders to exploit their stakeholders through
accrual earnings management (Grougiou et al. 2014). The
study confirms previous studies such as, Grougiou et al.
(2014), Muttakin et al. (2015) and Prior et al. (2008) who
find the positive effect of CSR on earnings management.
However, the study is not in line with previous studies of
Cho and Chun (2016), Hong and Andersen (2011), and
Kim et al. (2012) who demonstrate the negative effect of
CSR on earnings management. Further, we cannot con-
firm the myopia avoidance theory (Chih et al. 2008) that
predicts that CSR leads to better earnings quality. Further,
our results also do not confirm institutional theory (Chih
etal. 2008) that predicts insignificant relation between CSR
and earnings management (Liu et al. 2017, Sun et al. 2010).
Our results indicate that Indonesian banks exhibit a
positive relation between CSR activity and earnings man-
agement, suggesting that banks with higher CSR activity
are also likely to engage in greater earnings management
activity probably due to the pressure from their stakehold-
ers interests. Indonesian banks aim to serve their stakehold-
ers’ diverse interests that lead them to engage in earnings
management. As internal stakeholders, managers have more
information and control power than other stakeholders.
Thus, they are likely to use their discretion to engage in
earnings management. Table 1 shows that the mean value of
earnings management is 0.0083, suggesting that Indonesian
banks engage in income-increasing earnings management.
It is then predicted that CSR activity leads to aggressive
earnings management to achieve higher performance.
The study also investigates the effects of each sub-index
to earnings management. Table 3 shows that most of the
CSRindexes have positive effects on earnings management.
Specifically, CSR_1, CSR_2, CSR_3 and CSR_5 positively
affect earnings management activity. Subindex CSR_1
represents economic performance. Therefore economic
performance increases the probability that banks engage
in income-increasing earnings management probably
because they are motivated to achieve higher economic
performance. Subindex CSR_2 represents environmental
performance. Thus, environmental performance positively
affects bank to engage in upward earnings management.
Subindex CSR_3 and CSR_5 also positively affect earnings
management. Thus, labor performance and society perfor-
mance cause management to engage in greater earnings
management. On the other hand, CSR_4 negatively affects
earnings management. CSR_4 represents human right per-
formance, implying that banks with higher disclosure on
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human right are less likely to engage in earnings manage-
ment. Further, CSR_6 does not have a significant effect on
management decision to engage in income-increasing earn-
ings management. Changes in responsibility performance
disclosure might not effectively influence management to
engage in earnings management activity.

The study divides the sample into two categories: banks
that engage in income-increasing earnings management
and banks that engage in income-decreasing earnings man-
agement. Banks that engage in income-increasing earn-
ings management exhibit negative earnings management
while banks that engage in income-decreasing earnings

Table 3. The Results of the statistical testing

management have the negative values of earnings man-
agement. There are 52 observations with positive earnings
management and 42 observation with negative earnings
management. Table 4 provides the result of statistical test-
ing. The results show that CSR has a positive effect on posi-
tive earnings management. CSR has motivated managers
to engage in income-increasing earnings management ag-
gressively. Further, Table 4 also shows that CSR has a posi-
tive effect on negative earnings management. The results
suggest that the robustness of the effect of CSR on earn-
ings management in banks that pursue income- decreas-
ing earnings management. CSR also has a positive effect

Earnings management
VARIABLES FULL 1 2 3 4 5 6
c 0.0089 -0.4029 -0.1992 -0.2239 -0.4157 -0.3261 -0.4204
(0.9472) (0.0090) (0.0138) (0.0167) (0.0071) (0.0094) (0.0080)
0.0080°
CSR
(0.0326)
0.0142°
CSR_1
(0.0204)
0.0072¢
CSR_2
(0.0859)
0.0183¢
CSR_3
(0.0695)
~0.0113¢
CSR_4
(0.0677)
0.0136"
CSR_5
(0.0119)
-0.0001
CSR_6
(0.4400)
ROE -0.0318% -0.0416° -0.0558" -0.0289¢ -0.0584% -0.0545° ~0.0574%
(0.0000) (0.0149) (0.0069) (0.0662) (0.0083) (0.0148) (0.0085)
SIZE -0.0042 0.0108* 0.0053¢ 0.0050° 0.0131° 0.0098* 0.0132°
(0.4737) (0.0061) (0.0561) (0.0841) (0.0044) (0.0049) (0.0051)
LBV -0.0013 -0.0014 -0.0006 -0.0040 -0.0020 -0.0016 -0.0019
(0.4066) (0.4560) (0.5937) (0.1505) (0.2878) (0.2835) (0.3051)
By 0.0108 0.0171 0.0135 0.0098 0.0161 0.0164 0.0163
(0.5436) (0.4429) (0.5155) (0.5742) (0.4877) (0.4888) (0.4811)
0.0183* 0.0180¢ 0.0185 0.0228° 0.0176 0.0132 0.0165
AUDIT (0.0068) (0.0726) (0.1146) (0.0112) (0.1324) (0.1609) (0.1186)
Adjusted 0.1521 0.0716 0.1014 0.1436 0.0647 0.0751 0.0633
R-square
F statistic 3.7794 2.1949 2.7499 3.5981 2.0722 2.2592 2.0483
Prob
o 0.0022 0.0510 0.0170 0.0031 0.0646 0.0450 0.0677
(F-statistic)
N 94 94 94 94 94 94 94
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on earnings management for banks with negative earnings
management. Thus, our findings demonstrate that the posi-
tive effect of CSR on earnings management is robust at the
condition of income-increasing earnings management and
income- decreasing earnings management. The results,
therefore, support stakeholder the theory (Grougiou et al.
2014, Muttakin etal. 2015, Prior et al. 2008) that predict the
positive relation between CSR and earnings management.

The study also investigates the effect of CSR on abso-
lute earnings management. Absolute earnings management
indicates how banks engage in earnings management re-
gardless of the sign of earnings management. Table 4 also
demonstrates the effect of CSR on absolute earnings man-
agement. The results suggest that CSR has a positive ef-
fect on absolute earnings management. Further, the results
imply that CSR leads to aggressive earnings management.
Indonesian banks use CSR activities to conceal the effects
of their earnings management. Thus, Indonesian banks that
engage more in CSR activities are likely to use their dis-
cretions to aggressively manage earnings, confirming the
positive effect of CSR on earnings management robust for
absolute earnings management. Thus, our results confirm
the stakeholder theory.

Table 4. The Statistical testing result for positive, negative and
absolute earnings management

Earnings Management
VARIABLES Positive Negative Absolute
0.2221 0.5630 0.2005
C
(0.1125) (0.5630) (0.0000)
0.0108" 0.0005°¢ 0.0061¢
CSR
(0.0400) (0.0804) (0.0898)
-0.0112 -0.0420°¢ 0.0206°
ROE
(0.3305) (0.0775) (0.0999)
-0.0119% 0.0007 -0.0094°
SIZE
(0.0060) (0.7474) (0.0121)
-0.0024 -0.0007 -0.0007
LEV
(0.2154) (0.2833) (0.5802)
0.0234 -0.0066% 0.0231
PBV
(0.3773) (0.0077) (0.1692)
0.0091 0.0079 0.0134
AUDIT
(0.5838) (0.1076) (0.2121)
Adjusted 0.1518 0.0136 0.1154
R-square
F statistic 2.5211 1.0941 3.0211
Prob 0.0345 0.3852 0.0099
(F-statistic)
N 52 42 94

Conclusions

The study investigates the effect of CSR on earnings ma-
nagement using listed Indonesian banks as the sample.
The results show that CSR has a positive effect on earnings
management. Higher CSR activities lead banks to engage
more in earnings management activity. Indonesian banks
arguably use their discretions to increase CSR activities to
improve bank image. However, banks also use their dis-
cretions to engage in greater earnings management activi-
ties. Using the stakeholder theory argument (Donaldson
and Preston 1995, Roberts 1992) that explains that banks
manage their earnings to satisfy various shareholders’ in-
terests because of these stakeholders’ pressure. Thus, banks
aggressively manage earnings to enhance earnings by using
their discretions.
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