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ABSTRACT

This study examines the relationship between social responsibility disclosure and
earnings management. The research is based on the paradox where companies that actively
carry out social responsibility are considered companies that behave ethically in their business
practices are actually involved in financial fraud scandals. This study uses data on companies in
Indonesia that publish GRI-based social responsibility disclosures. The results show that the
disclosure of social responsibility is positively associated with discretionary and real earnings
management. This means that companies in developing countries practice earnings management
when they disclose social responsibility. In addition, this study also found a complementary
relationship between accrual and real earnings management. The results of this study indicate
that stakeholders need to be careful not to believe that companies disclosing social responsibility
are companies that also behave ethically in their business practices.

Keywords: Corporate Social Responsibility, Earnings Management, Assurance, Business Ethics,
Naturalistic Fallacy.

INTRODUCTION

Corporate social responsibility is an issue that continues to develop in line with business
developments and has become an integral part of a company's activities. Corporate social
responsibility is one part of the company's business strategy to improve its performance. The
results of past studies indicate that the disclosure of corporate social responsibility affects the
company's performance such as sales growth, profit, increase in stock prices, and firm value
(Blazovich & Smith, 2011; Handayani et al., 2017; Harjoto & Jo, 2011; Hasan et al., 2016;
Husnaint & Basuki, 2020; Isnalita & Narsa, 2017; Lys et al., 2015). These benefits encourage
companies to carry out their corporate social responsibility activities actively and disclose to gain
legitimacy in running their business and obtain the title as a company that behaves ethically in
carrying out its business activities. Companies that actively carry out corporate social
responsibility are considered as companies that conduct ethically in their business activities by
not only pursuing a single bottom line, namely profit but also caring about the other bottom line,
namely the planet and people. This concept is known as the triple bottom line (Elkington, 2018).

The problem arises when there is a paradox between the concept and practice of
disclosing corporate social responsibility, where companies that actively carry out and inform
their corporate social responsibility are involved in financial scandals. This condition shows that
companies that actively disclose corporate social responsibility do not necessarily label
companies that behave ethically in running their business. Disclosure of corporate social
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responsibility can be a tool used to deceive stakeholders into fraudulent acts committed by the
company. Hemingway & Maclagan (2004) suggested that managers can use corporate social
responsibility activities as a tool to cover up financial fraud committed by companies. The
existence of companies that actively carry out corporate social responsibility activities and at the
same time carry out financial manipulation shows that the motivation to carry out and report
corporate social responsibility activities is not always based on ethical considerations. Managers
can disclose corporate social responsibility, but the disclosure is not intended as a form of
corporate ethical behavior but to deceive stakeholders. The values contained in corporate social
responsibility are not necessarily ethical values integrated into the company but can be an
opportunistic behavior of managers for personal gain. This opportunistic behavior can be
encouraged because of the naturalistic fallacy in society which assumes that companies that carry
out automatic corporate social responsibility disclosures are companies that behave ethically in
their business activities.

This study investigates the behavior of companies that disclose corporate social
responsibility, whether as a substantive or symbolic strategy (Ashforth & Gibbs, 1990; Hahn &
Lilfs, 2014; Hrasky, 2011; Kim et al., 2012; Milne & Patten, 2002). Disclosure of corporate
social responsibility is substantive if the disclosure is a manifestation of a company's identity that
behaves ethically in running its business. In contrast, the strategy is symbolic if the disclosure is
only used to give an impression to stakeholders but is not the company's identity. This means
that companies can disclose corporate social responsibility but at the same time behave
unethically in their other business activities, namely in their financial reporting. Specifically, this
study examines the relationship between corporate social responsibility disclosure as reflected in
the sustainability report on the ethical behavior reflected in the company's earnings management
actions, whether companies that disclose corporate social responsibility will have low earnings
management (substantive) or not (symbolic).

This research was conducted in Indonesia for two reasons. First, there is the fact that
there is a large public companies in the aviation sector that actively carry out corporate social
responsibility activities and disclose them in a structured report and receive awards in the field of
corporate social responsibility but are later found to have committed fraud in the financial
statements, namely in revenue recognition. This casts doubt on whether companies use corporate
social responsibility disclosure as a substantive strategy or a symbolic strategy. Second, the
existence of Indonesia as a developing country, which can provide an overview of the corporate
social responsibility disclosure strategy in developing countries, which can be different from
developed countries. Developing countries have low investor protection, so that managers'
opportunistic behavior becomes more difficult to control compared to developed countries that
have high investor protection (Chih et al., 2008; Lanis & Richardson, 2013). This shows a high
tendency of symbolic strategy in developing countries. In addition, past research on the
disclosure of corporate social responsibility in developed countries showed that companies that
actively carry out corporate social responsibility would reduce the possibility of doing earnings
management (Almahrog et al., 2018; Hong & Andersen, 2011; Kim et al., 2012). Meanwhile,
research conducted in developing countries gives inconclusive results (Choi et al., 2013; Jordaan
et al., 2018; Muttakin et al., 2015; Setiawan et al., 2019).

This study focuses on companies that use GRI-based corporate social responsibility
disclosures. Disclosure of corporate social responsibility in Indonesia is voluntary. The rules that
apply in Indonesia only provide an obligation for companies to carry out corporate social
responsibility activities but do not regulate the disclosure standards, such as standards for
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financial statement disclosures. Constitution number 40/2007 article 66 only states that
companies must report corporate social responsibility activities in the annual report. This causes
corporate social responsibility disclosure to be only a small part of the annual report and tends to
be unstructured and contains more philanthropic activities. On the other hand, corporate social
responsibility disclosures based on GRI include broader disclosures, namely economic,
environmental, and social aspects, so that the scope is more comprehensive than just
philanthropic activities. Corporate social responsibility disclosure based on GRI is the best
disclosure standard currently widely accepted and adopted by many countries and is the basis for
disclosure that best reflects the triple bottom line concept (Bouten et al., 2011; Hahn & Lilfs,
2014; KPMG, 2020). Companies that choose to disclose GRI-based corporate social
responsibility in a voluntary disclosure environment will only provide two alternatives: The
disclosure is the actual identity of the company, or the company is trying to give the best
impression so that the disclosure looks like the company's identity. One way to trick investors is
to provide the best impression as if the company behaves ethically in running its business, and
disclosure of corporate social responsibility can be a surefire strategy to make this happen.

By developing a measurement model from Tsalis et al. (2020) into a comprehensive
measurement, the results of the study show that the disclosure of social responsibility is
positively related to earnings management, both discretionary and real. This shows that the
company uses the disclosure of social responsibility as a symbolic strategy to cover up the
company’s unethical behavior from the stakeholders. The results of this study serve as a warning
to stakeholders not to take social responsibility reports for granted and simply categorize
companies providing them as ones that behave ethically in their business practices.

LITERATURE REVIEW AND HYPOTHESIS DEVELOPMENT

Since the beginning of the development of the concept of corporate social responsibility,
it is actually a manifestation of the company's ethical behavior (Carroll, 1979; Garriga & Melé,
2004; Jamali & Mirshak, 2007). However, in its development, corporate social responsibility can
contribute to the value of the company so that it evolves into part of the company's business
strategy. This is a natural thing. The resourced-based view approach places corporate social
responsibility as part of a strategic intangible resource that can contribute to a company's
competitive advantage over other companies (Clarkson et al., 2011; Garcia-Sanchez et al., 2021).
Through the disclosure of its corporate social responsibility, the company can form a positive
image in the eyes of the market, which ultimately shapes the company's reputation. However, the
problem arises when corporate social responsibility focuses more on actions to form an image
and is no longer a reflection of ethical business practices. This can result in companies using
corporate social responsibility disclosures as a form of corporate image in the community, but
the company still applies unethical business principles in their operations. This study uses
legitimacy theory as the basis for explaining the relationship between corporate social
responsibility disclosure and corporate ethical behavior. This theory comes from the concept of
institutional legitimacy, which states that companies will gain legitimacy when the value system
that exists in an entity is in line with the value system of the larger social system in which the
entity is a part (Dowling & Pfeffer, 1975). When there is a difference between the two value
systems, it will pose a threat to the legitimacy of the company. If the two value systems are in
line, the company will have a license to continue operating. The increase in social and
environmental issues in the community encourages companies to be actively involved in these
issues through activities and corporate social responsibility disclosure. This is important because
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the company's existence depends on society's acceptance. The company will be active in
disclosing corporate social responsibility to shape public perception of the company to obtain
and maintain its legitimacy. When the company gains legitimacy from the community, the
company will be able to continue running its business and obtain economic benefits from the
community. Legitimacy theory is a tool to manage public perception so that companies still gain
legitimacy to run their business.

Legitimacy theory can be the basis for explaining why companies actively disclose
corporate social responsibility even though the disclosure is still voluntary. The company is also
active in promoting the disclosure of corporate social responsibility and obtaining awards.
Having a good reputation in the field of corporate social responsibility will get community
support which is important for the survival of the company. Legitimacy theory shows that the
disclosure of corporate social responsibility can positively affect the company's financial
performance. Based on the legitimacy theory, corporate social responsibility disclosure is part of
a strategy for companies to continue to live and develop, including overcoming negative issues
in the company. Companies can use corporate social responsibility disclosures to neutralize or
divert negative public views of the company, such as negative stigma against the company's
business (Grougiou et al., 2016) as well as the volatility of the company's stock price (Ling &
Sultana, 2015). Furthermore, the literature on legitimacy theory divides the legitimacy theory
approach into two parts, namely the substantive and symbolic legitimacy approaches (Ashforth
& Gibbs, 1990; Hahn & Lliilfs, 2014; Hrasky, 2011; Kim et al., 2012; Milne & Patten, 2002). The
first approach is substantive legitimacy. This approach focuses on real changes made by the
company. In the substantive legitimacy approach, the company applies the values contained in
corporate social responsibility to the company's business practices. The ethical values in
corporate social responsibility are also applied to other aspects of the company, including the
financial aspect. The company sees that corporate social responsibility does communicate the
company's contribution to society and the environment and its healthy business practices,
including the financial aspect. The company carries out activities and disclosures of corporate
social responsibility not only so that the company looks good in the eyes of the stakeholders, but
this is done because it is an embodiment of the ethical values held by the company. The research
by Kim et al. (2012) found that companies that are actively carrying out corporate social
responsibility are positively associated with earnings quality, which means that companies that
are actively engaged in social responsibility also limit the company's earnings management
practices.

The second approach is symbolic legitimacy, a strategy that only aims to emphasize
changes in people's perceptions without making changes to the company's internals. This
approach shows the tendency of companies to use corporate social responsibility disclosure as a
window dressing and manipulative activity. The company can disclose corporate social
responsibility to gain a reputation as an ethical company in its business practices, but at the same
time, the company can commit fraud on the financial reporting side. Companies can cover up
financial fraud committed by disclosing corporate social responsibility. Accounting scandals in
companies that actively carry out their corporate social responsibility are examples of symbolic
legitimacy approaches. Symbolic legitimacy indicates the paradox that occurs in the disclosure
of corporate social responsibility, which is called the naturalistic fallacy. The term was put
forward by the English philosopher George Edward Moore in his book Principia Ethica.
According to Moore (1993), naturalistic fallacy arises when the term “pleasant” or “desirable”
is defined as something that is “good”. In other words, a good thing means something that is
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pleasant or desirable. If humans can do things that are pleasant or desirable, it means that humans
have done good things. Moore states that good has a higher quality than pleasant or desirable, so
that good cannot be equated with pleasant or desirable. The naturalistic fallacy occurs when the
words good and pleasant describe the same object, then both are considered to have the same
quality attributes. The naturalistic fallacy in corporate social responsibility occurs when
stakeholders and society believe companies that are actively taking corporate social
responsibility actions are companies that behave ethically in their business. Along with concern
for environmental and social issues as well as the existence of a company that is the party
responsible for these problems. This increases the demands from stakeholders for companies to
disclose corporate social responsibility. Companies that have done this are considered as
companies that have done something that is pleasing or desired by the community. Stakeholders
then generalize that companies that are active in corporate social responsibility (have done things
that are pleasant, desirable) are companies that hold ethical principles in their business practices
(good). This fallacy is exploited by opportunistic managers to carry out socially responsible
activities only for economic purposes. Fritzsche (1991) stated that the company's activities could
be categorized into window dressing when it is associated with personal interests and
organizational egoism. Furthermore, Hemingway & Maclagan (2004) stated that the company
carries out corporate social responsibility activities as a tool to cover up or disguise fraud
committed by the company so that the company's performance looks good. Companies can also
carry out and report corporate social responsibility activities to give the impression that the
company is a transparent company even though the company practices fraudulent practices such
as earnings management.

Earnings management practice is an unethical act because it has the potential to mislead
the parties who use it in the decision-making process (Healy & Wahlen, 1999). The results of
Choi & Pae's (2011) research found that companies with high ethical commitment will engage in
lower earnings management, more conservative earnings reporting, and more accurate cash flow
predictions than companies with low ethical commitment. Earnings management practice is an
opportunistic act that triggers fraud in the financial sector, reflecting the ethical orientation of an
organization (Baskaran et al., 2020; Beneish, 2001; Muttakin et al., 2015). Opportunistic
managers will try to carry out corporate social responsibility activities as a strategy to divert the
attention of stakeholders to this opportunistic behavior. This condition can cause corporate social
responsibility activities to only become a tool for corporate imagery as a mechanism to hide
fraudulent practices in unethical financial reporting.

One of the many reasons naturalistic fallacies can develop is because financial statements
are more difficult to understand than non-financial reports. To be able to understand financial
statements, a good understanding of accounting is needed so that the information contained
therein can be analyzed to make decisions. Narrative non-financial reports are considered easier
to understand because they do not require any special knowledge. Because both statement is
issued by the same source, namely the company, it is considered that the information can
represent the company. In this condition, stakeholders will choose the information that is easier
to understand.

Previous research conducted by developing countries supports the symbolic legitimacy of
corporate social responsibility disclosure in developing countries. Muttakin et al. (2015) on
companies in Bangladesh found that corporate social responsibility is positively related to
earnings management practices. Furthermore, Muttakin found that export-oriented companies
dominated by strong foreign buyers will make more disclosures and have lower earnings
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management. This shows that ethical behavior is influenced by pressure from external parties
and not based on the values that the company believes in. Research by (Jordaan et al., 2018) on
South African companies found that companies with better corporate social responsibility
performance tend to carry out earnings management by increasing earnings through discretionary
accruals. Setiawan et al. (2019) conducted research in the banking industry in Indonesia and
found that the disclosure of corporate social responsibility is positively related to earnings
management.

Hi: The value of corporate social responsibility disclosure is positively associated with earnings
management

RESEARCH METHODOLOGY

The sample of this research is companies listed on the Indonesian stock exchange for the
period 2013-2019 that publish sustainability reports in accordance with GRI standards, which are
not included in companies in the financial industry (SIC 6) and have complete data availability
according to the data needed in this study. Based on these criteria, 261 firm-year observations
were obtained. The dependent variable in this study are accruals-based earnings management and
real earnings management.

Accruals-based Earnings Management

This study employ accruals-based earnings management as measured by two earnings
management models, namely the Modified Jones model (Dechow et al., 1995) and the Kothari
model (Kothari et al., 2005), as follows:

Modified Jones Model

TACC, 1 (AREV, — AREC,)  PPE,
= p1 + P> + p3
TA;—4 TA;_4 TA;—4 TA;—4

+ ¢

Kothari Model

TACC, 1 (AREVt - ARECt) PPE, ROA;
=P + b2 + p3 + Dy
TA;4 TA; 4 TA; 4 TA; 4 TA; 4

&

The earnings management value of each model is a residual from the results of the annual
cross-sectional industry regression.

Real Earnings Management

The measurement of real earnings management used in this study is the model developed
by Roychowdhury (2006). Real activity manipulation is a management action that deviates from
normal business practices in order to meet or pass certain profit thresholds. Real earnings
management is measured by (1) abnormal production costs, (2) cash flows from abnormal
operating activities, (3) abnormal discretionary expenses. Roychowdhury (2006) further states
that companies with abnormally high production costs, lower cash from operational activities,
and lower discretionary costs are more likely to indicate the occurrence of high real earnings
management. To be able to capture the effect of real earnings management from these three
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variables, a combination index of real earnings management is formulated, namely the difference
in abnormal production costs minus cash flows from abnormal operational activities minus
abnormal discretionary costs (Chen et al., 2021; DA Cohen et al., 2008).

Abnormal Cash Flow from Operations (AB_CFO)

CFO, _, 1 . REV,  AREV,
A,  PotPigg thpy— + b

+ &

Abnormal Production Costs (AB_PROD)

PROD, _
TAi-y

1, REV. . OREV,  AREVi
A, T Pera, tha, TP ®

Bo + B1

PRODt = COGSt + AlNVt

Discretionary Expenses (AB_DISEXP)

DISEXP, _ , L, REV,
A, = Po ﬁlTAt_l B2 TA,_,

+ &

DISEXP=Research & Development (R&D) + Advertising + Selling, General and Administrative
(SG&A) Expenses. As long as SG&A is available, advertising and R&D are set to
zero if they are missing. The measurement in this study ignores advertising expenses
because these costs are considered insignificant compared to R&D and SG&A
(Enache & Srivastava, 2017; Srivastava, 2019).

The real earnings management value of each model is a residual from the results of the
annual cross-sectional industry regression. If the estimation results are consistent with the
hypothesis, then the corporate social responsibility disclosure variable is positively associated
with corporate social responsibility disclosure variables, abnormal production costs, and their
combinations. It is also negatively associated with cash flows from abnormal operating activities
and abnormal discretionary costs.

Corporate Social Responsibility

The independent variable in this study is the disclosure of corporate social responsibility
as measured by the value index of corporate social responsibility disclosure using content
analysis. The value index of corporate social responsibility disclosure is calculated by
developing the measurement used by (Tsalis et al., 2020). However, the Tsalis measurement only
focuses on environmental categories and this study extends these measurements to all categories
in GRI, namely economic, environmental, and social. In addition, this research modified Tsalis
formula to focus on measuring the value of corporate social responsibility, which is a
combination of accountability and performance of corporate social responsibility disclosure, to
provide a comprehensive picture of the value of corporate social responsibility disclosure. Based
on this, the process of measuring the value of corporate responsibility in this study is as follows:
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1. Rearrangement of corporate social responsibility disclosure items. During the research period, GRI issued
two rules regarding GRI, namely the GRI-G4 guidelines in 2013 and the GRI Standard in 2016, so that
researchers compiled new items by matching the items in the GRI-G4 and GRI Standards.

Divide these items into 3 types, namely:

Type 1: Indicators are qualitative (12 items)

Type 2: Items are quantitative but show no performance (12 items)

Type 3: Items are quantitative and can be used to measure performance (53 items)

2. Develop a scoring system for the accountability index and performance index, as a scoring system for the
accountability index, used to assess indicators of type 1, type 2, and type 3

Information not presented

Information is presented but is quantitative

Information presented is quantitative but cannot be used to assess the performance
Information presented is quantitative, and the data is used to measure performance

ropdpPRE

12 12 53

Al =Ztipel+2tipez+2tip83
j=1 k=1

i=1 j

The maximum score of Al ranges is 195 and the total Al score of each observation is Al score divided
with maximum Al Score resulting range from 0 to 1
Rating system for performance index used to assess type 3 indicators

1. Lower performance than the previous period
2. Same performance as the previous period
3. Better performance than the previous period

53

Pl = Z tipe 3

i=1

The maximum score of Pl ranges is 106 and the total PI score of each observation is Pl score divided
with maximum Al Score resulting range from 0 to 1
3. Calculating corporate social responsibility score

Al + PI

CSRV =
2

This study uses control variables based on previous research-proven to affect earnings
management (Chaney et al., 2011; Doidge et al., 2007; Kim et al., 2012; Muttakin et al., 2015).
The control variables are firm size, profitability, leverage, growth, and institutional ownership,
managerial ownership, and audit quality. This study uses an ordinary least square regression
model with a robust standard error to ensure no heteroscedasticity problem. It includes the fixed
year and industry effects gradually to test the robustness of the measurement model. The
researcher winsorizes the study variables at the 1 and 99" percentiles to ensure that the results
are not affected by extreme values. Hypothesis 1 in this study is estimated by the following
equation:

EM = a + B,CSRV + B,SIZE + BsPRFT + B,LEVR + BsGROW + B4INST
+ B;MNGR + BgBIG4 + BgINDS + B1oYEAR + ¢
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RESULTS AND DISCUSSION
Desctiptive Statistics and Univariate Analysis

Table 1 presents an overview of the research sample by industry type and year. Based
on these data, it can be seen that there is an increase every year in companies that adopt GRI in
disclosing their social responsibility. The increasing trend of GRI-based social responsibility
disclosure, even though the disclosure is still voluntary, is an interesting thing to observe.
Meanwhile, based on industry, the highest number of industries that use GRI-based disclosures
come from the manufacturing industry (82), mining (70), as well as transportation and public
utilities (43). The lowest amount comes from retail trade (2) and services (3).

Table 1
SAMPLE DISTRIBUTION BY YEAR AND INDUSTRY
Year

Industry (SIC) 0013[2014]2015[2016]2017]2018[2019[ Total
01-09| Agriculture, Forestry, Fishing | 1 3 3 2 5 5 51| 24
10-14 Mining 7 9 8 9 |11 |12 | 14| 70
15-17 Construction 1 2 3 1 2 5 7 21
20-39 Manufacturing 4 8§ |11 |11 | 12|18 | 18 | 82

Transportation & Public
40-49 Utilities 3 6 5 6 6 6 | 11 | 43
50-51 Wholesalde Trade 1 2 2 2 2 3 4 16
2-59 Retail Trade 0 0 0 0 0 0 2 2
70-89 Services 0 0 0 0 0 0 3 3
Total 17 | 30 | 32 | 31 | 38 | 49 | 64 | 261

Tables 2a and 2b presents descriptive statistics and univariate analysis using the Pearson
correlation of the research variables. In Panel A, it can be seen that the average value of negative
earnings management (DACC_MJ=-0.002 and DACC_K=-0.017) indicates that the average
sample companies perform earnings management by lowering the value of earnings. The CSRV
variable has an average value of 0.153 which indicates that although there has been an increase
in the number of companies that disclose social responsibility, the disclosure value is still low.
This shows that the company has not implemented social responsibility properly and can also
indicate a symbolic strategy in disclosing social responsibility. Panel B on the correlation
analysis shows that the CSRV variable is positively correlated with the earnings management
variable at least based on contemporary observations which provide initial support for the
hypothesis. The correlation value between independent variables shows the highest value of
0.417, which is still at the moderate level so that it does not show concern for multicollinearity.
This result is supported by the results of the Multicollinearity test in each estimation model
which shows a mean value of vif <10, which means that there is no multicollinearity problem.

Table 3 shows the results of the analysis of the relationship between social responsibility
disclosure and discretionary earnings management based on the estimation model. The results
are presented into 2 groups of specifications; the first specification group (1) and (3) is the initial
model without using industry and year effects. The second group (2) and (4) uses the year and
industry effect. The results show that the disclosure of social responsibility has a significant
positive coefficient on discretionary earnings management. These results are consistent with
using the two earnings management variables in both groups of specifications.
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Table 2a
DESCRIPTIVE STATISTIC AND CORRELATION
Variables | N Mean | Median | St. Dev. | Minimum | Maximum
DAC MJ | 261 | -0.002 | 0.005 0.073 -0.218 0.191
DAC K | 261 | -0.017 | -0.008 0.073 -0.234 0.156
AB PRD | 261 | -0.053 | 0.009 0.25 -1.037 0.403
AB CFO | 261 | 0.032 0.015 0.103 -0.206 0.436
AB DEX | 261 | 0.023 | -0.024 0.188 -0.376 1.051
CMBREM | 261 | -0.108 | 0.017 0.481 -2.022 0.902
CSRV 261 | 0.153 0.138 0.079 0.023 0.402
SIZE 261 | 23.812 | 23.808 1.108 20.957 26.413
PRFT 261 | 0.057 0.041 0.093 -0.166 0.421
LEVR 261 | 0.534 0.53 0.237 0.133 1.74
GROW | 261 | 0.103 0.072 0.293 -0.366 1.882
INST 261 | 0.656 0.66 0.145 0.189 0.9
MNGR 261 | 0.009 0 0.03 0 0.151
BIG4 261 | 0.736 1 0.442 0 1
Table 2b

Panel B: Pearson Correlation

DAC | DA | AB_ | AB_ | AB_ | CBM |CSR | SIZ | PRF | LE | GR | INS | MN | BI
_MJ |C K| PRD | CFO | DEX | REM \ E T VR |[OW | T GR | G4

DAC
My | 1

DAC_ [ 0601 |

K

AB_P 0400 | 030 |

RD 6

AB_C 6371 | 065 | 0588 | 1

FO o i e

ABD| - . o | 0.283
EX | 0073 | 01> | 0863 | =l 1

CBM | 0.160 | 0.35 | 0.984 N N
REM *hk 9*** Kk O,ggl O.*g*gl l

0.129 | 0.08

CSRV 2| 0.03a | 0011 | (2 | 003 | 1
~ 002 - 026
SIZE | o oos | U1 | 0021 | o o, | 0024 | 0.006 | 22| 1
pRET | %136 | 031 | 0552 | 0742 | 0293 | 5457 0'??4 004 | 1
6*** Kk Kk 8
LEVR | 0201 | 004 | .= | 0131 | %34 | 0052|010 %% | 024 | 1
0.045 | O 101 7| 02
2 6 1
GRO 0.04 - ) 71003003 . C
o 0015 | 90% 10072 0116 | oo | 0088 07.}*2 0| % o.go 1
INST | 0,007 | 0.10 | 0.355 | 9294 | 0319 | 355+ | 0.02 | 557 1 020 5, | 000
101 0.33 3 9o | %275 2413
1 7 8
MNG | 0071 | 012 | 0.059 | - = o076 | - | - | - | - looal - | 1
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ESd

R 1 0.082 | 0.072 0.06 | 0.07 | 0.09 | 0.01 6 0.14

4 9 3 9 9™
BIG4 | 0031 | 010 | 0182 | 0216 | 0119 | o187 Oé}*l 02'}3’ %&i‘ 041 | 0.03 %ﬁi‘ 004 | 1

6 7 9 7

These results support the hypothesis which states that the disclosure of social
responsibility has a positive effect on earnings management. This means that the higher the value
of the disclosure of social responsibility, the higher the discretionary earnings management that
is carried out so that the earnings quality becomes lower. These results support the symbolic
strategy that companies use social responsibility disclosures as a tool to hide earnings
management actions taken by the company. These results are consistent with the results of
research by Jordaan et al. (2018); Muttakin et al. (2015); and Setiawan et al. (2019). Companies
see social responsibility as a tool to support opportunistic behavior. This indicates that there is a
naturalistic fallacy in society which assumes that companies that are actively carrying out social
responsibility are companies that behave ethically in their business practices (Table 3).

Table 3
DISCLOSURE OF CORPORATE SOCIAL RESPONSIBILITY AND ACCRUALS-BASED
EARNINGS MANAGEMENT
€)) 2 3) 4
DAC MJ DAC MJ DAC K DAC K
0.1157 0.1137 0.099" 0.1127
CSRV (1.94) (2.08) (1.69) (2.00)
SIZE -0.001 -0.002 -0.001 -0.002
(-0.20) (-0.37) (-0.13) (-0.50)
0.089™ 0.1427 -0.257 -0.256
PRFT (1.81) (2.55) (-4.70) (-4.43)
-0.061" -0.0717 -0.046 -0.055
LEVR (-2.09) (-2.75) (-1.70) (-2.18)
0.005 -0.004 0.017 0.018
GROW (0.30) (-0.24) (1.05) (1.00)
INST -0.018 -0.049" -0.019 -0.042"
(-0.49) (-1.58) (-0.52) (-1.33)
0.183 0.193 0.204" 0.243"
MNGR (1.19) (1.25) (1.29) (1.56)
BIG4 -0.012 -0.022" -0.013 -0.014
(-0.98) (-1.64) (-1.02) (-1.03)
cons 0.049 0.077 0.041 0.077
- (0.41) (0.66) (0.35) (0.66)
Ind f.e. No Yes No Yes
Year f.e. No Yes No Yes
r2 0.074 0.282 0.143 0.318
N 261 261 261 261

Note: t statistics in parentheses; ~ p<0.1, ~ p<0.05,  p<0.01

Table 4 presents the results of the relationship between social responsibility disclosure
and real earnings management. The results are presented for the four real earnings management
proxies, namely (1) abnormal production costs, (2) cash flows from abnormal operating
activities, (3) abnormal discretionary costs, and (4) a combination of the three previous proxies.
The results are presented into 2 groups of specifications, the first specification group (1), (3), (5),
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and (7) which is the initial model without using industry and year effects. The second group (2),
(4), (6), (8) which has included elements of the year and industry effect. The results show that
the variable of social responsibility disclosure is negatively related to abnormal production costs,
negatively related to cash flows from abnormal operating activities, negatively related to
abnormal discretionary costs, and positively related to real earnings management. Based on these
results, it can be concluded that the disclosure of social responsibility is positively related to real
earnings management. These results are also confirmed by looking at the relationship between
disclosure of social responsibility with each component of real earnings management activities.
These results are consistent when industry and year effects are included.

These results support the hypothesis which states that the disclosure of social
responsibility is related to earnings management, especially real earnings management, in this
case. Companies that actively carry out social responsibility disclosures at the same time carry
out overproduction activities which result in increased production costs and sales manipulation
which results in decreased cash flow from operating activities and decreased discretionary
spending. These results are in accordance with the results of research by Kim et al. (2018) who
found that corporate managers tend to adopt social responsibility opportunistically.

Table 4
DISCLOSURE OF SOCIAL RESPONSIBILITY AND REAL EARNINGS MANAGEMENT

1) (2 3) (4) () (6) (7) (8)
AB PRD | AB PRD | AB CFO AB CFO | AB DEX | AB DEX | CBMREM | CBMREM

CSRY 0.261" 0.239" -0.073" -0.096" | -0.177" 0177 0.470" 0.512"
(2.07) (1.75) (-1.34) (-1.74) (-1.60) (-1.60) (1.79) (2.11)

SIZE -0.024™ -0.015 0.006" 0.007" 0.0217 0.021" -0.038" -0.052"
(-1.77) (-1.21) (1.47) (1.61) (1.67) (1.67) (-1.51) (-1.91)

PRET -1.5037 | -1.526 | 0.827 0.7927 | 05147 | 0514 | -2.847 -2.84477
(-8.54) (-8.83) (14.65) (13.26) (3.52) (3.52) (-8.86) (-8.72)

LEVR -0.27777 | -0.2697 | 0.030° 0.038" | 02377 | 02377 | -05327 -0.544""
(-4.60) (-5.06) (1.53) (2.14) (4.55) (4.55) (-5.14) (-4.69)

GROW 0.0917" 0.060° | -0.053" -0.0427" | -0.057" | -0.057" 0.135 0.2017"
(2.66) (1.32) (-4.31) (-3.05) (-1.95) (-1.95) (1.52) (2.97)

INST -0.5817" | -0.496" | 0.059" 0.0707" | 0475 | 0475 | -0.990" -1.11477
(-3.96) (-3.94) (1.93) (2.43) (3.38) (3.38) (-3.90) (-3.84)

MNGR -0.484" -0.375 0.039 -0.031 0.149 0.149 -0.483 -0.672
(-1.50) (-1.12) (0.30) (-0.22) (0.59) (0.59) (-0.77) (-1.16)

BIG4 -0.020 -0.021 0.006 0.015 0.020 0.020 -0.055 -0.046
(-0.68) (-0.51) (0.49) (1.16) (0.73) (0.73) (-0.64) (-0.77)

Cons 1.105° | 07747 | -0.208" -0.218" | -0.9377 | -0.9377 1.732"7 2.250""
(2.82) (2.18) (-1.97) (-1.99) (-2.50) (-2.50) (2.43) (2.88)

Ind f.e. No Yes No Yes No Yes No Yes
Year f.e. No Yes No Yes No Yes No Yes
r2 0.449 0.515 0.584 0.653 0.238 0.238 0.504 0.449
N 261 261 261 261 261 261 261 261

Note: t statistics in parentheses; ~ p<0.1,  p<0.05,  p<0.01

Another interesting finding in this study is that there is a positive relationship between
social responsibility and the two proxies of earnings management, which are accrual earnings
management and real earnings management. This shows that accrual earnings management and
real earnings management are complementary. This means that companies that carry out accrual
earnings management at the same time also carry out real earnings management. To confirm this,
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the researcher conducted an additional test by including real earnings management variables into
the estimation model for accrual earnings management and vice versa. The results in Table 5
show that the real earnings management variable is positively associated with accrual earnings
management and vice versa. These findings confirm that the relationship between accrual
earnings management and real earnings management is complementary. This is in line with the
findings of Anagnostopoulou & Tsekrekos (2017); Hamza & Kortas (2019); Sanjaya & Saragih

(2012).

Table 5
TESTING THE ASSOCIATION OF ACCRUAL EARNINGS MANAGEMENT AND REAL EARNINGS
MANAGEMENT
1) (2 (3) 4 (©) (6) (7) (8)
DIGS:' DAC_MJ | DAC_K | DAC_K CBI\'\:I'RE CB,\'\;'RE CBMREM | CBMREM
CBMREM | 0.048"" | 0.046" | 0.036" | 0.033"
(2.81) (2.60) (2.13) (1.85)
DAC_MJ 1.2377 1.369
(3.26) (3.05)
DAC K 1.0017" 1.0217
(2.51) (2.12)
CSRV 0.090" 0.092"” 0.080° | 0.097 0.370° 0.316 0.413" 0.356
(1.56) (1.73) (1.39) (1.72) (1.58) (1.25) (1.77) (1.40)
SIZE 0.002 0.000 0.001 -0.001 -0.051" -0.036 -0.051" -0.036"
(0.33) (0.00) (0.27) | (-0.25) (-1.92) (-1.47) (-1.95) (-1.47)
PRFT 02257 | 0.2727 | -0.154" | -0.163" | -2.954 -3.0407 -2.586 -2.585
(3.27) (3.74) (-2.01) | (-2.02) (-9.72) (-9.89) (-7.79) (-7.81)
LEVR -0.035 | -0.0477 | -0.026 | -0.037" -0.468" -0.434™ -0.498" 04767
(-1.18) (-1.76) (-0.95) | (-1.45) (-4.31) (-4.25) (-4.51) (-4.69)
GROW -0.005 -0.011 0.009 0.014 0.195 0.1417 0.185 0.117
(-0.26) (-0.55) (0.56) (0.73) (2.49) (1.47) (2.39) (1.19)
INST 0.035 -0.004 0.021 -0.010 -1.0927" -0.9237 -1.095" -0.947
(0.94) (-0.12) (0.59) | (-0.28) (-3.84) (-3.72) (-3.83) (-3.76)
MNGR 0.215 0.216 0.228" | 0.259" -0.899" -0.748 -0.876 -0.731
(1.35) (1.38) (1.42) (1.64) (-1.43) (-1.15) (-1.43) (-1.12)
BIG4 -0.010 -0.019 -0.012 | -0.012 -0.030 -0.025 -0.032 -0.041
(-0.84) (-1.54) (-0.92) | (-0.93) (-0.53) (-0.30) (-0.56) (-0.49)
Cons -0.058 -0.002 -0.041 0.021 2.1897 1626 2.2097 1.6537
(-0.48) (-0.02) (-0.34) | (0.17) (2.85) (2.36) (2.88) (2.38)
r2 0.129 0.327 0.174 0.340 0.481 0.535 0.469 0.521
N 261 261 261 261 261 261 261 261

Note: t statistics in parentheses; ~ p<0.1,  p<0.05,  p<0.01

Robustness Check

This study performs a robustness check by including other dependent variables as a
measuring variable for earnings management. For discretionary earnings management, the
researcher uses the earnings management variable developed by Larcker & Richardson (2004)
which includes elements of the book to market ratio and cash flow from the company's operating
activities from the Modified Jones model. The book to market ratio symbolizes the growth of
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companies and companies whose growth tends to have high accruals. Proxy of cash flow from
the company's operating activities serves as a control for the error of specification unexpected
accruals companies with extreme levels of performance. While the dependent variable used as a
proxy for real earnings management is a modified real earnings management model by adding
sales to the Roychowdury equation with the indicator variable equal to 1 if sales had decreased
between the current period and the previous period and O if otherwise (Cohen et al., 2020;
Gunny, 2010; Vorst, 2016). The results are presented in Table 6 and show the same results as the
main analysis either with or without industry and year effects.

Tabel 6
ROBUSTNESS CHECK
€)) ) (3) 4 (5) (6) )] (8) 9 (10)
DAC_|DAC_|AB_PRD_|AB _PRD_|AB_CFO_|AB_CFO_|AB_DEX_|AB_DEX_| CBMREM | CBMREM
LR | LR MOD MOD MOD MOD MOD MOD _MOD _MOD
C\S}R 0.06710.086 | 937 | 0225™ | -0057 | -0075" | -0243" | -0183" | 0536™ | 0483
(1.70) | 2.00) | (2.07) (1.79) (-1.08) (-1.39) (-2.30) (-1.54) (2.36) (1.93)
SIZE [ -0.001[-0.002 | -0.019 -0.011 0.004 0.004 0.024™ 0.017° -0.046" -0.032"
(- (- : ] . :
043) | 0.62) (-1.44) (-0.91) (0.89) (0.87) (1.92) (1.45) (-1.77) (-1.31)
P$F 0581 10650 | a6 | 1362 | 0761 | 0718™ | 0438™ | 0479™ | -2561™ | -2.560™"
(13)'53 (13)'59 893) | (902 | (1337) | @218 | (314 | (3:39) (-8.74) (-8.93)
LEV s T . - x o ok
R |00417(0.043"| -0.254 -0.248 0.038 0.039 0.239 0.221 -0.531 -0.508
(- (- i 3 . 2
257) | 2.83) (-4.53) (-5.03) (1.76) (1.90) (4.85) (4.93) (-4.86) (-5.29)
G\?VO -0.016 |-0.018| 0002 | 0057° | -0.048™ | -0.037™ | -0072™ | 0063 | 0212 | 0158
(- (- : 2 . :
111 | 1.10) (3.13) (1.47) (-4.05) (-2.81) (-2.82) (-1.71) (3.70) (2.00)
INST | -0.029 0.Q§9* -0.509™" | -0.444™" | 0.056" 0.058™ 0.490™" 0.438™" -1.055™" -0.940™"
(- (- i 2 . 2
1.10) | 2.35) (-3.74) (-3.76) (1.81) (1.89) (3.56) (3.58) (-3.79) (-3.85)
'\é'g‘ -0.029 [ -0.024 | -0.458" -0.353 -0.016 -0.090 0.162 0.167 -0.604 -0.429
(- (- i : ] i . g
028) | 0.22) (-1.47) (-1.06) (-0.14) (-0.69) (0.62) (0.64) (-1.05) (-0.68)
BIG4 | -0.006 | -0.009 | -0.018 -0.018 0.003 0.012 0.026 0.014 -0.048 -0.043
(- (- : ] . g
0.78) | 0.95) (-0.64) (-0.44) (0.25) (0.82) (1.02) (0.35) (-0.82) (-0.51)
Cons | 0.051 | 0.080 | 0.916™ 0.617" -0.157" -0.155" -0.990"" | -0.761" 2.063 15327
(0.64) | (0.96) | (2.49) (1.84) (-1.39) (-1.31) (-2.74) (-2.29) (2.75) (2.23)
Ifned No Yes No Yes No Yes No Yes No Yes
\;zar No | Yes No Yes No Yes No Yes No Yes
r2 | 0569 | 0.627 | 0.441 0.506 0.537 0.588 0.252 0.300 0.437 0.495
N | 261 | 261 261 261 261 261 261 261 261 261

Note: t statistics in parentheses; p<0.1,  p<0.05,  p<0.01
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DISCUSSION

The results show that the hypothesis that has been proposed is supported, that the
disclosure of social responsibility is positively associated with earnings management, both
discretionary and real earnings management. This means that companies that disclose social
responsibility at the same time also practice earnings management. This condition shows support
for the symbolic strategy in the disclosure of corporate social responsibility. The symbolic
strategy uses disclosure of social responsibility as an opportunistic behavior to cover up earnings
management actions taken by the company from the stakeholders. The company carries out
activities and disclosures to give the impression to stakeholders that the company is a company
that actively carries out social responsibility and seems to apply the values contained in the
social responsibility. However, this does not mean that the company actually adopts the
principles of business ethics that exist in social responsibility in carrying out its business
practices because the company turns out to be at the same time carrying out earnings
management actions. So, the disclosure of social responsibility is covering the corporate earnings
management actions. This is possible because earnings management actions are not something
visible that can be easily found by reading financial statements. Detection of earnings
management requires basic knowledge in accounting and good analytical skills which are not
necessarily owned by stakeholders. Social responsibility information, on the other hand, contains
information that is easier to digest for all parts of the company.

In addition, this study also found that there is a positive association between accrual and
real earnings management. This shows that accrual and real earnings management have a
complementary relationship. Managers who perform discretionary earnings management at the
same time perform real earnings management. If it is related to the disclosure of social
responsibility, it means that companies that are actively carrying out social responsibility at the
same time also carry out earnings management actions, both discretionary and real earnings
management. Companies that disclose social responsibility at the same time also discreetly
manipulate earnings through the selection of accounting policies and also manipulate profits
through real activities such as sales manipulation; decreased discretionary expenses such as
research and development costs and selling, administrative and general expenses; and
overproduction. The company then uses social responsibility activities as a tool to cover up these
earnings management actions from the attention of stakeholders.

Opportunistic managers take advantage of the naturalistic fallacy of social responsibility
as a loophole to take earnings management actions and cover it with corporate social
responsibility activities. This is supported by the weak legal system and investor protection in
developing countries, which results in managers having more liberty to take opportunistic
managerial actions (Muttakin et al., 2015; Scholtens & Kang, 2012). This condition causes
managers to apply symbolic legitimacy strategies and practice accrual earnings management and
real earnings management simultaneously.

CONCLUSION

This study investigates the association between social responsibility and earnings
management in Indonesia as a representation of developing countries. The results show that there
is a positive relationship between the disclosure of social responsibility and earnings
management, which means that companies that are active in disclosing social responsibility at
the same time also practice earnings management. These results indicate a paradox that
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companies that carry out social responsibility at the same time commit unethical actions in their
financial reporting in the form of earnings management. These results support the symbolic
legitimacy strategy as a result of the naturalistic fallacy that often occurs in developing countries.
Furthermore, the findings in this study indicate that there is a positive relationship between
accrual earnings management and real earnings management, which means that there is a
complementary relationship between the two.

The implication of this research is that stakeholders need to be aware how companies that
are active in carrying out social responsibility is not necessarily an indicator of being a company
that truly behaves ethically in carrying out its business practices. Disclosure of social
responsibility can be a tool used to take advantage by giving the impression as a company that
behaves ethically but is actually used to cover up earnings management practices. Another
implication is the need for an analysis of the financial statements to assess the condition of the
company, especially in the aspect of ethical financial behavior. Analysis of the company's
financial statements cannot be replaced by the disclosure of social responsibility, which is
considered easier to understand. The substitution of analysis on financial statements by
disclosure of social responsibility results in the emergence of a naturalistic fallacy.

This study has limitations because it only focuses on companies that make disclosures
based on GRI standards because these disclosures are considered using best form of disclosures.
Further research can see whether the same pattern also occurs in the disclosure of social
responsibility using standards other than GRI. The voluntary nature of the disclosure of social
responsibility causes many variations in the disclosure of social responsibility. The results of this
research are expected to contribute to the development of social responsibility literature in
developing countries. Similar research can be conducted in other developing countries to see the
consistency of the results or find certain contextual variables that can provide a more in-depth
explanation of the relationship between social responsibility and corporate ethical behavior.
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