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[bookmark: _Toc423861790]Abstract

In this paper I ask and answer the questions: “Is reporting on anti-corruption efforts an indicator for better quality accounting information?” and “Do ethics play a role in corporate decision making and in determining accounting quality?” The paper presents empirical research using a linear regression with discretionary accruals, measured by the Modified Jones model, as a dependent variable and anti-corruption report scores, taken from Transparency International (TI) reports, as independent variable, to answer the research question. Other significant control variables used are company size, market-to book ratio, gearing ratio and abnormal cash flow from operations. The study sample consists of all the non-financial and utility members of the 124 biggest publicly listed multinational companies from the 2012 and 2014 TI reports, for which there is sufficient data. I find that currently anti-corruption efforts measured by TI report scores are not an indicator helpful for identifying higher quality accounting information. Despite not being helpful in identifying better accounting information, anti-corruption reporting (ACR) is positively related to earnings management (EM), pointing to its opportunistic use by firms. Thus, I find empirical information supporting the theoretical background that ethics play a role in managerial decision making. 











[bookmark: _Toc423861791]I. Introduction

[bookmark: _Toc423861792]1.1. The burden of corruption
Corruption corrodes economic, social and political life: it restrains financial growth, creates and sustains power elites preoccupied with cementing their economic and political positions and entrenching themselves within the government and public structures. Thus, corruption trickles down to growing social inequality, division and despair. It bends notions of ethics and rules, and broadens perceived means to achieve goals. Hence, there is an evident need for addressing corruption on both academic and practical levels. 
This research is an ambitious attempt in investigating corruption reporting and its efficacy in detecting EM. In doing so, this paper uses new data to answer the research questions: “Is reporting on anti-corruption efforts an indicator for better quality accounting information?” and “Do ethics play a role in corporate decision making and in determining accounting quality?” This paper sheds light on the role of ethics in the connection between business and society.

[bookmark: _Toc423861793]1.2. Research motivation
The far-reaching phenomenon of corruption is one of the major concerns of politicians, legislators, judiciaries and business. From accounting research perspective, however, authors from the field of corruption-related research have not been as prolific as the aforementioned public servants and private entities. One area where accounting research is overabundant is that of earnings management research, and yet the topics of earnings management and company corruption seldom overlap in published accounting work. How much the two overlap in real life is hard to say and that is why corruption research is difficult – due to the furtive nature of the phenomenon.
To regulators, the answer to the research questions is important, because it can give grounds for introducing mandatory standards and laws, formalizing the norms and showing the path to higher accountability. The results are important, because they would show the impact of one kind of voluntary reporting. The trend of increased expectation and release of different types of voluntary reporting, and its partial regulation (Australian “Publish what you pay” 2014 bill), underlines the need for research evaluating this type of efforts. In the constant process of planning, evaluation, implementation and re-evaluation, practical improvement in reporting is made.
Accounting is important for owners protecting them from their agents the managers, for potential investors protecting them from current owners, for government and society informing them of the true impact of powerful corporate entities. The need for non-financial reporting is important because it could impact financial reporting and accounting standards. Transparency in operations can increase the ability of stakeholders to exercise control, correct corporate behaviour and decrease unwanted externalities. Accounting is very important for protecting the state and norms of society when interacting with business. Releasing reports presents a process of internalizing and transmitting values, which shape and are shaped by corporate and stakeholder culture, as extrapolated from social cognitive theory and developmental theory (Bandura 1989, Ivic 1994, Vygotsky 1978). Corruption is a powerful force disintegrating society and anti-corruption efforts made by companies are important for making a change. These efforts help policy makers and civil society in fostering an environment of trust, symbiosis and high ethical standards. This research uses ethics as the fundamental driver in human decision making. Ethics are acquired in a process of social learning and can lead to different patterns of behaviour. However, many scholars prefer to make assumptions for human behaviour in their theories, which leads to narrow views and results valid under constraints. This paper connects anti-corruption report quality with earnings management using the fraud triangle to describe the human decision-making process and ethics to explain how the decision-making process ends. It will become clear that Virtue ethics and Utilitarianism present different behaviour models, with different implications from the connection between anti-corruption reporting and earnings management. 

[bookmark: _Toc423861794]1.3. Research methods
In this paper I employ a linear regression to test the association between anti-corruption efforts and earnings management, following literature exploring the effect of corporate social responsibility on earnings management (Chih et al. 2008, Prior et al. 2009, Andersen & Hong 2011, Kim et al. 2012). I regress discretionary accruals (calculated using the modified Jones model from Dechow et al. 1995), on anti-corruption report scores (calculated using the Transparency International for years 2011 and 2013, published in 2012 and 2014, respectively). To improve the strength of the model I control for the effects of company size, performance and capital structure. Following literature that highlights the interchangeability of earnings management methods I control for real operations management using abnormal cash flow from operations (Graham et al. 2005, Bergstresser & Philippon 2006, Roychowdhry 2006, Zhang 2012). To conduct this study I use a sample of US listed firms with available data, which have been picked from Transparency international’s reports “Transparency in corporate reporting”.
[bookmark: _Toc423861795]1.4. Findings
The research finds that discretionary accruals are significantly and positively related to the anti-corruption report score for the 2013 report and marginally significant for the 2011 one. I find corporations with high anti-corruption score manage earnings more. Consistent with positive accounting theory (PAT) and agency theory, managers use anti-corruption reporting in an opportunistic manner (Friedman 1986, Watts & Zimmerman 1978, 1990, Petrovits 2004, Prior et al. 2009). Real earnings management is found significant and negatively related to discretionary accruals, adhering to expectations. I extrapolate from my results and psychology theory that currently corporate ethics are utilitarian.

[bookmark: _Toc423861796]1.5. Literature contributions and implications
The paper is the first one to connect anti-corruption reporting to earnings management. It expands the literature on voluntary reporting, mostly engaged with corporate social responsibility, and its connection to earnings management. I involve the idea of ethics playing a role in corporate decision making, as seen in Kim et al. (2012), by discussing different normative ethics frameworks. The results find a positive relation between EM and ACR, suggesting that voluntary reporting is used in opportunistic manner, influenced by prevailing corporate ethics. I explain this finding using theories drawing from psychology, ethics, PAT and auditing standards.
The findings of a positive association between EM and ACR lead to the main practical implication of the paper: ACR, currently, cannot be used to identify higher quality accounting information. 
Contributing to corporate ethics literature, this paper finds evidence suggesting that the TI report quality has increased and that the managers have internalized the anti-corruption framework even if they use voluntary reporting opportunistically. 

[bookmark: _Toc423861797]1.6. Paper structure
The paper structure is as follows. Next, I am going to present the Fraud Triangle Framework. From that perspective, I am going to describe general AC reporting, CSR reporting, corruption and earnings management in three separate sections. Each chapter will start with a definition and continue with sections on the causes and consequences of the three. After the reader is familiar with the objects explored in this study, a section generalizing their nature will go back to the primordial theories of moral philosophy to present the hypotheses. In the following chapter methodology will be presented, followed by results and a chapter discussing the results. The study will end with a conclusion, limitations and ideas for future research.


[bookmark: _Toc423861798]II. The Fraud Triangle

[bookmark: _Toc423861799]2.1. Introduction
In this paper I explore the causes for reporting, corruption and earnings management through Donald R. Cressey’s concept of the fraud triangle. It is a theory which explains the dynamics of illegal and improper behaviour in three dimensions: pressure/motivation, rationalization and opportunity. According to the theory, they all have to be present for fraud to occur. Thus, to comprehend and classify the causes for corruption and earnings management I classify them under these three categories. The fraud triangle model is officially used as a framework in auditing, having being integrated in SAS 99 since 2002 (AICPA AU Section 316) and currently in SAS 122 since 2012 (AICPA AU-C section 240). 

[bookmark: _Toc423861800]2.2. Opportunity 
Opportunity depends on the way the system is build (AICPA SAS 122 AU-C 240.A1 p. 161). In a perfect system where all rules and procedures are clear, there is only room for mistake. The weakest link in a well-built accounting system are the human beings which operate in it. If rules don’t allow for fraud, only collusion allows the system to be bypassed. However, “rules of the game”, change with times and needs, and are not perfect. To be perfect they have to be developed, followed and audited perfectly. The system development process has to be time-efficient and cost-beneficial, which constrains its results. Different companies have different control systems and follow different rules depending on the area and scope of their economic activity. 

[bookmark: _Toc423861801]2.3. Motivation/pressure
Motivation comes from the expectations, personal, and these of the environment. It is the incentive to take and make opportunities (AICPA AU316.36, AU-C 240.A1). Pressure comes from frustration, the divergence between reality and expectation. CEO self-esteem or corporate market valuation are both derived from the same formula – success over expectations (James 1890, p310). When success is lagging, financial and internal turmoil begin and some companies succumb to unethical behaviour. 
[bookmark: _Toc423861802]2.4. Rationalization
To deny a reality of failure and financial misery, managers have to rationalize crossing accounting or moral norms, creating an altered reality not sustained by society’s rules. For corruption and earnings management to occur, within the ethical theory, managers have to believe that they are doing something right or fair or accepted. That they, the company or some stakeholders are getting what they deserve. The usual rationalizations are – everybody does it, I/the company/someone deserves it; that is should be. (ACFE, AICPA AU-C 240.A75)
The other possible explanation for behaviour is the utilitarian, neoclassical economy’s own, homo economicus maximizing utility and profit. This dissocial personality does things “rationally”, based on marginal units of utility and has no feelings, morals or beliefs (Yamagashi et. al. 2014). Homo economicus would rationalize actions as utility increasing, taking and making opportunities regardless of ethical standards, mostly within the legal framework. It embodies utilitarianism.
The fraud triangle framework explains mechanics of the process of decision making. The opportunity and motivation angles are the empirical factors. To explain the third “rationalization” angle delivering end behaviour, normative moral philosophy and empirical social cognitive theory are combined to hypothesize a behaviour pattern. The difference in behaviour comes from difference in priorities explained by ethics – utilitarianism or virtue ethics, which are presented in the theory section. 

[bookmark: _Toc423861803]Summary
To combine the topics of Anti-corruption reporting and CSR, corruption and earnings management, I use the fraud triangle framework. The framework postulates that to take action one must have the opportunity, motivation or pressure, and finally to rationalize it. (SAS 122 AU-C 240) Different rationalizations are possible through different fundamental beliefs – virtue ethics and utilitarianism. I continue with a chapter introducing the idea of accounting, its development, and how CSR fits into it. 




[bookmark: _Toc423861804]III. Accounting as reporting and its evolution 

[bookmark: _Toc423861805]3.1. Normative and positive accounting
Accounting is an ever developing concept. From simply memorising transactions thousands of years ago, to carving and writing them down, along with developing advanced money and grain loans, through double-entry bookkeeping and crown and state required taxation, accounting grew. It became a field of modern research which moved from the more abstract normative theories, in its conception, to the positive approach of observation and empirical methods. There are some main reasons for that: positive accounting research was lacking, accounting was not a separate scholarly niche, the needs of modern business, Globalization, government and world regulation. What is more interesting to see is that the latter are bringing new normative debates as the waves of financial oriented accounting are calming, making room for social accounting. It is a cycle in which, when normative arguments calm down, volumes of empirical research, based on the data seen through agreed upon norms of social accounting, would be published. 
In its beginning, 20th century accounting research was descriptive, analytical, armchair quasi-science, which postulated what ‘’should be’’. In the 60’s accounting and its research became oriented more with financial reality and aimed at increased practicality and real-life relevance (Watts & Zimmerman 1990). From the ground-breaking Ball & Brown paper published 1968 it was clear how accounting is a field for empirical research – tangible and connected with the problems of world finance and looming globalization. The Ball & Brown paper proved accounting was useful, it aided the field in a transition to the more revered disciplines like economics and finance. In that period, the growing world economies of the developed world facilitated an environment, where neoclassical economics and Nobel laureates like Milton Friedman would thrive. The empirical method turns disciplines like philosophy into political economy and economics, and then into econometrics. Science serves the needs of the times and “orthodox” accounting works for capitalism: measuring, promoting and paying for the vital growth, economic efficiency, profit seeking and financial statement optimization.
Financial accounting has long been separate from sustainability standards, while current trends in the field show it shouldn’t have been. CSR reports (as well as reports related to corruption) are standalone in many cases and are prepared by different departments (KPMG 2013). This shows how different accounting represents different philosophies. Financial accounting is a tool for determining financial performance. It is a tool of neoclassical capitalism, a paradigm dominated by financial values. It is how Friedman saw the world, the single bottom line. The new normative innovations in social reporting are a part of a greater picture of sustainability. To see the picture one must step back and see profit is only one dimension of performance, along with the other two p-s – people and planet.
Accounting is a constantly developing concept and research cycles go through normative and positive discoveries in the context of history pushing it forward and broadening it towards higher and higher accountability. 

[bookmark: _Toc423861806]3.2. Sustainability and Justice
There are many terms related to a more complete accountability, and as mentioned before accounting evolves and reshapes with times. In a perfect world there would be no externalities, people and companies will take full responsibility for their actions. The struggle for improved accounting is a struggle for the recognition of externalities. The goal of accounting would be to measure the full impact of an entity so what is called sustainable development emerges. The principle was defined by the UN general assembly as “meeting the needs of the present without compromising the ability of future generations to meet their own needs”, in light of the degradation of the planet and its meaning in terms of degradation of social and economic developments (UN 1987). While the emphasis on the environmental impact of human endeavour in this UN report was first, it had other important implications. Solutions to the environmental degradation were seen, not only, in decreasing ecological footprint per unit of output (eco-efficiency), or overall decrease (eco-effectiveness), but most-importantly, in eco-justice (equal rights of people and generations to the use of the planet). Eco-justice and justice in general surpass the simplified economic notions of supply and demand, where the demand not backed by money does not exist and where people pay for levels of clean environment based on their spending. Justice, defined as equal rights and opportunities, is also a cornerstone of democracy and building block of modern-day civilized society. The most basic unification of standards for all people are usually laws, then rules, principles (IFRS, GAAP) and guidelines. When there is no standard and regulation, no rule, there is no level playing field. Thus, externalities are rampant and in order to counter them, guidelines must become rules, rules must become standards, and standards - laws. These laws have to be fair, accepted and enforced equally. Since, in the guideline-to-law process there is a cost-benefit analysis, there is a need to account for externalities. When measured, the negatives can accumulate enough, so people and governments not immediately affected by the externality (in their eyes), can see them as material, and just like the UN to be worried about “economic and social development”, if not about more (the broken principles of justice and fairness). 
[bookmark: _Toc423861807]IV. Transparency International and ACR

In this section I first explain what reports on corruption and anti-corruption efforts are and give example of organizations engaged in the area. Second, I give examples of legislation showing how reporting in this area has evolved. Third, I introduce Transparency International as the NGO developing the definitive standard for anti-corruption reporting, and I finally elaborate on what they include.

[bookmark: _Toc423861808]4.1. What is ACR?
Anti-corruption reporting comes as a product of many anti-corruption initiatives. It is a reflection of each initiative and its emphasis. Anti-corruption reporting can take many forms as can corruption, and in each case the reports take a form depending on the organization’s approach and main concerns. Campaigns historically emphasize transparency, introduction of efficient laws, procedures and institutions. Reports are usually made on country level and then on institutional level, for example the European Commission reports under the Co-operation and Verification Mechanism can help member states identify issues in their approach to judicial reform, corruption and organized crime. After these reports, the member states report on their progress in addressing the pending issues and their report can be considered an anti-corruption report.
As the topic of corruption has long been unpleasant and avoided, real efforts first began in the 90s on a country legislative and institutional level and have seriously extended to the private sector in the last decade. International organizations like the World Bank, the Organization for Economic Cooperation and Development, and the United Nations started producing anti-corruption initiatives in the 90s. Notable participants and initiators of the first campaigns for preventing and fighting corruption are, also, the Organization of American States, Council of the European Union and the African Union. The intra-continental efforts are also on industry level, like the Extractive Industry Transparency Initiative which started in the beginning of this century. They all strive towards an efficient bureaucracy which would allow for transparency and accountability making corruption a thing of the past. 
[bookmark: _Toc423861809]4.2. Anti-corruption legislation
Gathering momentum, the work of these organizations is starting to transform their recommendations to regulations. A notable example is the US Foreign Corrupt Practices Act of 1977 (FCPA) concerned with accounting transparency and bribery of foreign officials. From the initial initiative aimed at criminalizing bribery, the FCPA was amended and expanded in 1998 to adopt the OECD’s Anti Bribery Convention. In 2010 the US passed the Dodd-Frank Act to fight against, among others, improper accounting, fraud and corruption. The law introduced incentives like substantial financial rewards for whistleblowers and others who help reveal FCPA violations (Androphy & Nelson, 2012). Furthermore, there is now legislation like the “Corporations Amendment (Publish What You Pay) Bill 2014” in Australia. The bill will require members of the extractive industry to report payments to governments and to report on a project-by-project and country-by-country and subsidiary basis. These laws are a leading example of the evolution of accounting and reporting. Such legislation also points to the truth that proactive companies engaged in transparent business practices should be well-positioned to earn a competitive advantage over less engaged and prepared firms, less accustomed to voluntary reporting. 
Owing to all the previously mentioned organizations, there is a vast pool of knowledge about corruption, which gives great opportunity for self-control and self-regulation of industries, countries and companies. However, beyond fundamental and sporadic legislation no agreed-upon international benchmark exists for what companies should report on under “anti-corruption”.
[bookmark: _Toc423861810]4.3. Corruption and Transparency International
The anti-corruption reporting introduced in this paper is on company level and represents Transparency International’s (hereafter TI) take on what a corporate anti-corruption report should include. TI is an NGO established in 1993 with the idea of achieving a world free of corruption. The NGO has vast experience in initiatives involved with the topic of corruption and works with many organizations like the OECD, the WB, the World Economic Forum, the Organization of American States, developing strategies and tools to fight corruption, as well as with institutions and businesses like banks developing anti-money laundering principles, and with stakeholders and civil society. TI first became widely known since 1995, for its first, yearly, Corruption Precipitation Index measuring, country-by-country, the perceived level of corruption in the public sector. In the same year the organization started an important event, the International Anti-corruption Conference. In 1998 TI inaugurated the Bribe Payers Index arraying countries by how willing their companies are to pay bribes for work. In 2003 the NGO involved stakeholders asking their opinion on the matter through the Global corruption Barometer and started bringing change and educating them, opening Advocacy and Legal Advice Centers. The organization is now engaged in activities all over the world, has chapters in 100 countries, and extends its work to separate sectors like oil and gas, mineral extraction and agendas like political campaigns and expenditures, stolen asset recovery initiatives, climate change, proper use of water and natural resource in general and so on. Transparency International’s efforts grow along with its achievements on its path to fulfilling the mission to end corruption. (TI website)
At the moment the organization is strategically placed as a world leader in corruption reporting know-how. In 2009, TI was the first organization to create, rank and publicly disseminate comprehensive, anti-corruption reports of corporations. The reports, under the name Transparency in Corporate Reporting, produce a percentage score based scores in three main areas: reporting on anti-corruption programs, organizational transparency and country by country reporting. The reports grade collected data in the three areas, explain the results and give recommendations to companies, regulators, investors and civil society organizations. The methodology of the report is described in the methodology section of this paper.
[bookmark: _Toc423861811]Summary
Anti-corruption reporting could be any report that includes information pertaining to the structure and processes of public and private bodies, and the efforts they make to increase accountability and control in their organization. ACR was widely introduced in the 1990s and many NGOs, government and corporations have since worked on the creation, implementation and refinement of standards, laws and best practices, curbing corruption. One bright example of such an organization is Transparency International. From its conception, until now, it has grown immensely, working with partners in all areas, developing solutions and initiatives with the aim of achieving a world free of corruption. I this paper I use the TI “Transparency in corporate reporting” reports from 2012 and 2014 as measure developed to capture the circumstances some of the biggest corporations have created to control corruption. 








[bookmark: _Toc423861812]V Chapter: CSR

[bookmark: _Toc423861813]5.1. Defining CSR
There are many terms, from the similar and all entity encompassing – social accounting, sustainability accounting; to the slightly different - Corporate Social Responsiveness (reactionist strategy), Corporate Social Performance (concentrating on results), Corporate social Responsibility (most adequate on organizational level).  Sustainability reporting is the ultimate reporting since it is aimed at measuring the full, social and environmental impact and including it in, not just along with the financial one. It is based on one of the principles rooted deepest into the human mind, that of fairness and justice. Sustainability is about stakeholders, not just stakeholders, about the planet, not just the people, about the future, not just about now. 
However, this paper is looking at the impact of corruption as part of social/sustainability accounting at the company level. From now on, CSR will stand for Corporate Social Responsibility – a concept appropriate, because it implies the accountability and duty to people, at an organizational level. CSR here will be generally defined as: the company level practices which the firms report on apart from their required financial reports.
One of the best definitions given by a scholar for CSR is Carroll’s: "economic, legal, ethical, and discretionary expectations that society has of organizations at a given point in time" (Carroll 1979). The definition shows how CSR builds on the legal and financial foundations necessary for the survival of the business and goes on to connect them to ethics and the will to allocate resources beyond basic economic activity. Thus CSR is connected to business ethics and by definition, it follows, companies engaging in CSR should be engaged with more than following the letter of the law and providing dividends to shareholders. If a company has embraced CSR it should mean it has chosen a higher standard to be judged by, and it should surpass similar companies not engaged or less engaged in CSR. To show their awareness to the surrounding world firms publish CSR reports. These reports are the scholars’ way of comparing the social impact of companies, and how this paper will connect earnings management to CSR and corruption in particular.
CSR reporting is mostly unregulated, so content of reports and notions about it vary. There is not one law or standard, but several guidelines have been developed and the most prominent include the United Nations Global Compact, FTSE4good index, GRI sustainability reporting framework, AccountAbility AA1000 standard. In this paper’s literature review academics have used different operationalization of CSR using different indexes: the US only KLD index which is widely used as CSR valuation index (Andersen & Hong 2011, Kim et al. 2012), and the international FTSE4good index (Chih et al. 2008), Sustainable Investment Research International Company (SiRi, used in Prior et al. 2008), Ethical Investment Research Service (EIRIS, used in Ferrero et al. 2014). Different companies in different sectors choose the indexes most applicable to them, but since all of these have evolved, they overlap each other more and more. The GRI framework is the predominant one and it currently includes responsibilities related to: the environment, human rights, labour practices, product responsibility, society (corruption being an aspect of this area), and economic performance. At the same time, Anti-corruption reporting standards used in this paper are defined by the Transparency International reports and discussed in the methodology section.

[bookmark: _Toc423861814]5.2. Causes for CSR and ACR
[bookmark: _Toc423861815]5.2.1. Opportunities
Organizational/Money and manpower: Manpower and money are required to compile and publish a CSR or an Anti-Corruption report. Developing integrated strategies for both is also a serious coordination effort, so presenting CSR reports was originally done by large corporations (Grant Thornton, 2008). 
Financial opportunity: To have a positive impact through philanthropy and programs to increase ethics and curb and oversee corruption a company has to generate excess money or other surplus, which it can distribute not just to the shareholders. The better the financial results of a company, the more prosocial opportunity (Carroll & Buchholtz 2009). 
Symbiotic prosocial managers and shareholders: Both company managers and owners have to make the decision. Shareholders have to allow prosocial company managers, to take away resources from owed dividends. If owners consider the money unnecessarily wasted, they can punish, fire or sue managers. 

[bookmark: _Toc423861816]5.2.2. Motivation/Pressure
Ethical motivation: Companies may be proactive and want to improve their environment. They may want to reach out to their surrounding responding to its needs, before they are asked to do so. Companies and managers have values, mottos, visions and missions. Entrepreneurs start companies and projects with the idea of finding a problem to solve, not just with the question how to make the most money. Problem solving, improving and organizing the lives of people is also at the base of NGO activities. Even if, cost-benefit analyses are employed and business plans made, the spark comes from the idea of participating in something bigger than the self or the company.   
Reactive pressure: Companies can be reactive and want to offset a negative externality damaging the brand and the environment – high carbon footprint firms planting trees. Externalities may cause stakeholders to single out the companies and make administration work on more rules which would increase the cost of doing business. Companies which are perceived as corrupt or harmful have to offset their negative image. Otherwise, they might become a target and source for gaining political capital.
Prosocial activities impress investors and companies that offer more than their peers in the market earn a competitive advantage. When they publish CSR and ACR reports firms show their strong features while downplaying their week ones. The reports show their higher capabilities in organizing and funding such business models. 

[bookmark: _Toc423861817]5.2.3. Rationalization
Accepting ACR reporting and the CSR agenda in general can be due to ethical and opportunistic reasons all at the same time. Today, CSR reporting is prevalent and exists for big traded companies on the western markets, even if it is not mandatory. It is the norm, rather than the exception. It is easy to say that companies which started early or have longer CSR reports have selfless motifs and came up with the idea themselves. It is true that shareholders and managers can allow for CSR on different levels, and it is a decision that is made consciously. It is also obvious, that, while being a proactive firm is in many cases well measured, it is clearly differentiable from being an inactive or reactive firm. However, beyond the ethical rationalization, companies rationalize being proactive by the earned competitive advantage, the decrease in public and government scrutiny, the chance of cherry-picking standards tailored by themselves, and the goodwill reserve and positive brand perception they create (Carroll & Buchholtz 2009). 
In this case, how can we tell and why are we interested in the rationalization of something positive like reports on anti-corruption efforts or social responsibility? It is because actual ethics are a company and character trait, and anti-corruption and social responsibility reports can signal the higher moral standards firms adhere to. 
The two theories for rationalization usually offered are, of ethical management or of self-serving opportunism expressed in utilitarianism. This paper is interested in the connection between ACR and EM. Rationalization for both is something that cannot be measured but can be shadowed, because if intentions cannot be measured actions can be. The assumption of the paper is that morals are not selective and if a firm exhibits ethical behaviour by working on and integrating anti-corruption and CSR in its business model it will also exhibit less earnings management than its peers. (Brown 2014)  

[bookmark: _Toc423861818]5.3. Consequences
Reporting on social and management practices like CSR and ACR sends a message and if it is consistent it leads to many positive consequences. From financial standpoint, CSR disclosures are associated with higher share prices (de Villers and Marques 2013; Healy, Hutton, and Palepu 1999) and lower cost of capital (Francis, Nanda, and Olsson 2008). It creates a differentiated product and allows for investing discrimination – indexes for well performing and socially engaged companies exist. This is one way good practices lead to better funding opportunities. Creating a positive image creates a working collective glued not just by financial aims but by their shared vision and beliefs in making an impact. This is a way to attract customers as well. Being proactive and engaged with the surrounding world allows for less negative surprises like boycotts, strikes, lawsuits and compliance regulations, and provides reputation insurance in cases of such crises (Lemon et al. 2011).
These positive consequences make managers consider voluntary reporting and move in stages from not being engaged, through presenting themselves as good and engaged, to actually integrating prosocial and anti-corruption practices.    

[bookmark: _Toc423861819]Summary
ACR and CSR are the extra length companies go in reporting by releasing information about their prosocial efforts. Financial and organizational capability and owner consent, combined with ethical motivation and expectation pressure help companies rationalize prosocial and anti-corruption efforts. Among positive outcomes from voluntary reporting are lower cost of capital, higher share price, better reputation, less unforeseen negative occurrences like lawsuits and boycotts. 

[bookmark: _Toc423861820]5.4 CSR and its difference from reporting on Corruption
Accountability is first established by laws, GAAP and other non-voluntary standards. Secondly, it comes with the voluntary press-releases and reports issued by firms. Since the paper is about anti-corruption reporting and its content information, I have to clarify that, while the general idea of CSR includes all factors that are supposed to affect inside and outside social/environmental conditions through the firm, anti-corruption reporting might or might not make sense to be a part of CSR reporting. Political and legislative factors are closer to reporting on corruption, in the sense that, they are usually considered part of a level of reporting pertaining to the antitrust and anticorruption branches of the state. Corruption and trading with influence are crimes, unlike using non-renewable energy, and the state and its executive power (not regular shareholders) have the authority over dealing with crime. In that context reporting on anti-corruption measures, at first sight, seems odd in a CSR report, where usually companies swear their allegiance to a brighter future and show off innovative market leading technologies. CSR has been an early-adopter type of policy, possibly aimed at early-adopter investors and shareholders, while corruption is too cliché and temporally omnipresent. It is also an alarming topic, which companies are afraid would look like a red flag and attract negative attention in the interested parties reading the reports. In the big corporate world, which is under the light of this research, corruption is unlawful in the minds of all, not just the early-adopters, and its non-existence is a bare minimum for a self-respecting business to attract shareholders and to fit in their society. Hence, both ethical and utilitarian theories condone corruption, since it is illegal. That is why I look at anti-corruption scores as a measure separate from CSR and as a better predictor for earnings management. While Haley & Palepu (2001) states that voluntary disclosures is used opportunistically, Serafeim (2012) concludes that reported anti-corruption efforts are real.


[bookmark: _Toc423861821]VI. From CSR to Corruption

Accounting and its evolution are leading to and should lead to the future of sustainable development. That is why the requirements and expectations increase and add information to the releases and reports of business and other organizations. Reports, in the beginning initiated by environmental concerns, now include information on issues like human rights, labour standards, and recently more on corruption. 

[bookmark: _Toc423861822]6.1. Defining corruption
Corruption, as well as CSR is a very broad and not easily defined concept. Its most used definition is generally synthesized with the public private relationships in mind: “the abuse of public power for private gain” (World Bank). However, the World Bank’s definition is a product of its own needs – it lends to and works with governments. Corruption includes much more than just public to private sector relationships, so Transparency International redefined it as “the abuse of entrusted power for private gain”. This paper is interested in how corporations use earnings management and how they manage corruption in general, not just when interacting with the state but with suppliers, clients and so on. The transparency International anti-corruption reports used in the paper, include anti-corruption commitments, policies, compliance with laws and regulations, and supervision systems.

[bookmark: _Toc423861823]6.2. What Corruption Encompasses
Corruption occurs through bribery, cronyism and clientelism, evasion and abuse of laws and regulations, thus, damaging the assumptions of the free market economy.
According to the World Bank, corruption can be understood easier when examined into its different contexts: as bribery and theft, political and bureaucratic, isolated and systemic, public and private (World Bank 1997).

[bookmark: _Toc423861824]6.2.1. Bribery 
Corruption occurs most tangibly in the form of bribery. Bribery occurs when power is abused through the acceptance, solicitation, extortion or exchange of goods and services. Bribes can be given for various reasons:
· To escape responsibility – parties pay officials to close their eyes so they can evade laws and regulations bringing down compliance costs – from giving money to the traffic police when speeding, to paying officials to misreport the pollution from an industrial complex.
· To evade tax responsibility – parties pay for auditors and tax officials to inform auditees in advance, close their eyes and choose the “right” documents and circumstances when conducting audits.
· To get licenses – from giving money for driving licenses without going to driving school, through giving money for a law degree, to giving apartments in a public park in exchange for the construction permits and regulation changes for building in the park.
· To participate in projects – parties can pay so officials can write government procurement requirements so only few companies can fit in it.
· To participate in distribution of benefits – parties can solicit bribes in order to secure subsidies, quotas, funds or non-financial benefits (in-kind benefits – access to deals, or restricted public goods like education, medical etc. institutions, which can be a bargaining chip on both sides as well)
· Trade with influence – being able to bribe is already a competitive advantage and the ability to do so could be an in-kind benefit itself. 
· To beat and punish the competition – in a rigged game, companies can use extensive procedural or technical to slow down and disarm the competition, or if corruption is the status quo, for a competitor to be the only company to get punished for its corruption.
· To get things done/in time/and properly – greasing the wheels of the bureaucratic machine to get things done in time or at all, parties pay to get procedures moving and receive attention, services, permits, licenses, services, benefits etc. – bribing to enter into surgery and then out of it, for the government institution to proclaim your office building fit to be a workplace or giving money to politicians and judges to interpret and change laws so a party spends less years incarcerated.
From above it becomes clear that bribery is a very broad term within corruption and it can amount to very small (retail/ petty corruption) or huge (wholesale/ grand corruption) sums, inefficiencies and injustices. The bribes and scale of wholesale corruption is such that can raise public unrest and the people can point at big corporations or public figures. However, what corrodes society’s ethics and sets the wrong standards is petty corruption. Being closer to the public mass and rationalized as negligible or necessary it cultivates an environment of acceptance and numbs the response of society.

[bookmark: _Toc423861825]6.2.2. Theft
“Theft of state assets by officials charged with their stewardship is also corruption” (World Bank 1997). From stealing office supplies to serious embezzlement, asset stripping and other financial crimes to “legally” privatizing state assets. Stewards, CEOs, managers and so on have the means to collude and to bypass the control systems, gaining access to the company/ state assets. While low and middle-level employees stealing tools or using company cars to go to vacation, top management gives itself costly privileges, annexes shares or privatizes the whole state sector.  
Here corruption intertwines with earnings management because all these resource allocations that happen have to be accounted for.  In the most serious cases it also flows into the problem with political and bureaucratic corruption.

[bookmark: _Toc423861826]6.2.3. Political and bureaucratic corruption
In order for phantom workers to go unnoticed, huge salaries to be paid and customs officers to get bribes consistently in time, bureaucrats and overseers, customs managers, the customs minister, the prime minister etc. have to close their eyes and get their cut. How organized and centralized the flow of dirty money and favors is depends on the individual case. In some cases people go after positions which would allow them to wield a specific power which, abused, would help them in achieving personal goals – economic backing for a political structure, better hospital care, exacting revenge on family/clan/sect/tribe rivals. Thus, the incentives can be distorted, government institutions, even parliament can become a cesspool of corruption, and whole banks can be used for laundering money and financing politics.   

[bookmark: _Toc423861827]6.2.4. Isolated and Systemic corruption
The very grim picture painted above is one of systemic corruption. Also called entrenched or pervasive corruption, this stalemate situation is one where this unethical and usually illegal behavior is accepted as the status-quo. The entrenched management and political elite cements the pervading corruption through rules, laws and regulations which contradict each other, market principles or common sense, making it impossible to participate clean in their system.  
In contrast corruption is defined as isolated when it is not accepted in society, it is looked down on and punished.

[bookmark: _Toc423861828]6.2.5. Corruption in the private sector
Since this paper is interested in how private enterprises are involved in corruption it is important to say that corruption in the private sector is considered the smaller problem. (World Bank 1997) The public sector gives example and its systems of control and management create the playing field. The private sector follows and even if big companies and their lobbies try to change the rules of the game, they are as successful as they are let to be by the institutions.




[bookmark: _Toc423861829]6.3. Causes

[bookmark: _Toc423861830]6.3.1. Opportunities  
Corruption is easy to occur because it usually involves two interested parties making illegal arrangements behind closed doors. Such arrangements are even harder to prove, since favour can be traded, not just money. 
In systemic and political corruption situations the environment gives or even creates the opportunity for corruption. When clear codes of conduct, rules or laws against corruption are missing there is a lack of ethical compass to guide firms and people in their moral judgments. When there is scant or none control, transparency or accountability, opportunity is for the taking. Hence, institutional weakness is considered a major cause for corruption. (World Bank 1997)  

[bookmark: _Toc423861831]6.3.2. Motivation/ Pressure
Motivation for participating in corruption comes from high economic rents for the taker, while pressure comes from high and burdensome regulation for the giver. When the institution and company policies create inefficiencies and undermine the underlying processes, the orthodox ways are bent and broken. Then, employees and companies try to find ways to get their job done in a hostile environment, which pressures them into otherwise avoided behavior. Company management and governments do not pay employees sufficiently, and sometimes do so, with the clear notion they will make money abusing their position. 
Apart from these clear financial and operational causes for corruption, there is the competitive and strategic advantage mentioned earlier. 

[bookmark: _Toc423861832]6.3.3. Rationalization
Rationalization for participating in corrupt behaviour comes from divergence between economic and regulation reality. When the system or market is created or governed by the principles of corruption it is easy to internalize the low ethic which exists. The bad example of companies where promotions are not connected with performance or of projects being won by competitors with worse offers create an understanding that to survive and adapt is to lower moral standards. 

[bookmark: _Toc423861833]6.4. Consequences
The lasting consequences of corruption are a demolished society in general. “Corruption opposes the bureaucratic values of equity, efﬁciency, transparency, and honesty. Thus it weakens the ethical fabric of the civil service and prevents the emergence of well-performing government capable of developing and implementing public policies that promote social welfare. (World Bank 1997, p.17)”
Apart from general macroeconomic instability, corruption leads to environmental endangerment, slower financial growth, lower foreign direct investment, increases the cost of doing business disproportionally more for smaller companies and excludes the poor from proper public services. (World Bank).
On a company level corruption and lack of meritocracy lead to inefficient management, operational difficulties, tarnished public image in the face of employees and customers, fines and lawsuits, increased cost of capital and a lack of trust. Furthermore, firm-level, top-to-bottom corruption translates its negative ethical values to society, while general corruption conveys values through its employees, bottom-to-top.

[bookmark: _Toc423861834]Summary
Corruption is the abuse of power for private gain and it encompasses diverse practices like bribery and theft. It can be pervasive or isolated, political and bureaucratic. Corruption is easy to occur and hard to prove. High economic rents, personal agendas and political strife are some of the factors creating pressure. Creating competitive advantage, externalizing negative effects and adapting to the system are motivations for participating. Rationalization comes from internalizing divergence between practice and reality by justifying prevalent behaviour or by capitalizing on a feeling of being entitled. Consequences from corruption are dire and disintegrate society and the trust in markets.






[bookmark: _Toc423861835]VII. Earnings Management

[bookmark: _Toc423861836]7.1. Defining Earnings Management
In the context of abuse of entrusted power, corruption is very close to earnings management, because as Ibrahim Shihata describes even further, “[in the process of corruption] a position of trust is being exploited to realize private gains beyond what the position holder is entitled to”. Earnings management is similarly, cooking the books or taking real action to achieve a different reported result, in order to realize private gains beyond what the power position holder is entitled to. 
Earnings management is a broad term and has been defined by many scholars. The term itself is its best definition because “managing earnings” is exercising control or discretion with the intention to influence earnings. Since accounting research has concentrated mainly on accruals and their opportunistic use, a lot of definitions have this negative connotation about misleading stakeholders. (Healy & Wahlen 1999, Ronen & Yarii 2008). In a thoughtful commentary of earnings management Katherine Schipper first defines it with accrual connotation “a purposeful intervention in the external financial reporting process, with the intent of obtaining some private gain” (Schipper 1989) and after that includes the real earnings management aspect: “a minor extension of this definition would encompass ”real" earnings management, accomplished by timing investment or financing decisions to alter reported earnings or some subset of it” (Schipper 1989). The other, excessive, type of earnings management is violation of GAAP – fraud (Dechow & Skinner 2000). Fraud will not be a subject of earnings management research in this paper. 
Schipper mentions yet another dimension of earnings management, which is noted here to show the problem-solving mentality of “I will either find a way, or make one” – lobbying to change the GAAP (Schipper 1989). Lobbying on accounting standards is a field of scholarly interest, which has been underestimated and neglected in the sense that it is hardly ever mentioned in literature on the “traditional earnings management”. One reason is it lacks the easier to quantify nature of financial statement numbers. However, this field explores issues like regulatory capture and accounting system and accounting standard setting system dynamics, which are important in understanding the results of these systems. In the previous section I explained the model of a corrupt system where government bureaucratic jobs can be low-paid, because legislature officials who design them have established a method for collecting a cut from the money bureaucrats extract to live above poverty. Making a parallel with EM, regulators are incentivized by corporation to create standards that allow for EM. One must take steps back to see the entire system.   
[bookmark: _Toc423861837]7.2. Earnings management types
As defined above, there are three well-recognized types of earnings management:
The first type is earnings management by management of accruals. Accruals accounting manages the problem of timing – between transactions and cashing the transactions. Main principle of accrual accounting is matching – the revenues for future deals with the expenses for them, at the moment of the legal economic transaction, before the payment has occurred. In this sense, accruals represent what is believed to be the flow of the uncashed transactions in time, a capitalisation of unrealized gains. There are arguments that accruals accounting is invented as most methods and rules in order to achieve less variation and smoothen reports, making them easier to read and more predictable (Rosenfeld 2000). In corrupt countries where the judicial system is not working, business people avoid terms of delayed payment or use bank guaranty. There accrual accounting can be seen as flawed, because it does not have strong base in business reality.    
The second type is through real activities manipulation. It is defined as “management actions that deviate from normal business practices, undertaken with the primary objective of meeting certain earnings thresholds” (Roychowdhury 2006). Managers make decisions on the operational side of business opportunistically, like planning inventories to manage costs or changing prices to affect sales.
The third type is through fraud. When real activities manipulation and accruals management are not enough, companies use accounting practices not allowed under the GAAP, or alter financial records. Improper recording of a transaction can be to capitalize expenditures, speed up or slow down revenue and expense accounting, change the depreciation frame for assets, or anything else the company can think of. 

[bookmark: _Toc423861838]7.3. Causes for earnings management
[bookmark: _Toc423861839]7.3.1. Opportunity
The first opportunity cause, according to Paul Rosenfeld is the GAAP itself (the US GAAP in particular) (Rosenfeld 2000). The framework within which reports are made is one of the reasons for earnings management, because it allows discretion. Where there is personal judgement there can be bias.
The second, most fundamental cause of earnings management is that releasing an accounting report is like grading yourself. Even if auditors are going to check your grade later you decide how to interpret the valuation criteria now. While there is bias in personal judgement, bias in judging yourself is a field in psychology literature, showing outcomes like the over-confidence effect (Harvey 1997). The effect shows the fundamental human miscalibration of situations and personal abilities (Pallier et al. 2002). Research reveals people are bad at judging their judgement – calibrating, so their own valuation cannot be a sole criterion for performance. Hence, there is auditing and teachers grade students.

[bookmark: _Toc423861840]7.3.2. Motivation/Pressure
You want a better grade because you might be below a mandated minimum or because the investors and board of directors are going to compare it to the grades of other companies and managers. Thus, reporting is also competitive, and becomes a game theory problem, where managing earnings is a competitive advantage. With better grades, managers and companies secure more future success, not just more earnings in the reported period or a one year’s bonus. The final result can be a reward disproportionate to the economic reality and work done for the principle, which is the main outcome of agency theory. 
Important motivation for earnings management is the divergence of purpose of accounting reporting itself. GAAP is supposed to be useful and helpful for society, as all things public, but the whole of society does not necessarily read reports. When the grades you write to yourself are public, you want the potentially most important readers to see them. Once you realize the reports are read mainly by analysts and investors – current and future, and their board of directors, you cater to their interests.
Pressure comes when the interests of the vital readers of reports are not supported by the format of the GAAP. In order to meet demands of investors and analysts, firms are pressured to lean on the discretion and creativity in accounting and on craftiness in real operations. 
Investors and analysts like the companies to be predictable. They do not like the uncertainty that comes from fluctuation numbers and want them to move consistently. This is why, one very popular technic for earnings management is smoothing (Rosenfeld 2000). To make the reports fit expectations firms try to reduce fluctuations in the released numbers – smoothing the earnings. Volatility is so unwanted, that standards leading to smoother numbers is a major point for practitioners when lobbying for setting the new GAAP. (Rosenfeld 2000) Firms know from practice that they can fool market participants with relatively simple and transparent earnings management methods (Sloan 1996, Dechow & Skinner 2000). Many of the financial information users are not proficient in reading reports and use them without fully understanding the numbers or don’t have time to go through the footnotes.   
[bookmark: _Toc423861841]7.3.3. Rationalization
Rationalization for earnings management comes from the divergence of formal rules and user expectations and experience. Internalizing your decision comes not just from the performance pressure but from the fact that, the GAAP does not always “reflect the effects of underlying economic events” (Rosenfeld 2000). When a system is built in an improper, ambiguous or inapplicable way, or is outdated, it causes frustration which leads to improper practices to show a side of the story when reporting. There are three types of earnings management and companies have to overstep the boundaries of accounting standards seriously to get to the third one – fraud. Firms do the best with the accounting tools they have, but up to the moment they reach fraud they are just presenting their reality within the framework. Firms’ knowledge and experience of the way investors and analysts use financial information, and especially how that reflects on them, allows them to think they know better how they should report. Another fast realization and rationalization, for practitioners, is that “everybody does it”, or in other words the belief (and reality) that earnings management is pervasive (Burgstahler & Dichev 1997, Dechow & Skinner 2000). Ultimately, there are serious capital market incentives for earnings management and companies rationalize their decision to engage in earnings management justifying the means by the ends.

[bookmark: _Toc423861842]7.4. Consequences
Anecdotal evidence given to the public by SEC chairman Arthur Levitt in 1998, shows that missing analyst forecasts by one penny can lead to six percent loss of stock value in one day. In addition, Skinner & Sloan (2002) finds that, unlike value stocks, growth stocks suffer disproportionately large from negative earnings compared to analyst forecasts. This shows how serious capital market incentives are, especially when the stakes are high, and why companies report much more small earnings than small losses. On the other hand, Barth et al. (1999) finds that companies which publish reports showing continuous growth are traded at a premium. The longer the growth streak, the bigger the premium, and when the periods of earnings increases end the premium decreases.  Not reporting losses, reporting earnings and then meeting analyst expectations in that order are vital for good financial performance and pressure companies to manage earnings (Degeorge et al. 1999).
Consequently, proper or unnoticed earnings management leads to lower cost of capital, better financial reputation, more perks for managers and employees with performance tied salaries.
Arthur Levitt describes earnings management and its consequences as adverse for the financial reporting system. He expresses how, the practice perverts accounting and creates bad quality earnings and financial reporting, representing managers’ desires instead of company performance. In this process not just comparability and transparency are lost, but more importantly integrity and with it the public trust. Thus, the strength, efficiency and liquidity of the markets degenerates severely. Levitt addresses earnings management as a financial community problem ending in personal social community stories, which shows that every group in society has codes, rules and ethics in order to exist and function and be a separate sub-group. If there is no purpose and no frame to unify an institution it loses its legitimacy in front of the people it serves. (Levitt 1998)

It is easy to see how improper earnings management and fraud can lead to restating numbers, higher capital cost, bad media exposure, tarnished reputation, strikes, boycotts, redundancies, lawsuits, fines, prison and bankruptcy (Prior et al. 2008). It is harder to see how the cumulative instances of improper actions destroy the trust in the market, the institutions and the government, how morals are questioned and ethics are lowered.

[bookmark: _Toc423861843]Summary
Earnings management is the practice of discretion in making decisions about operations and accruals to influence financial reporting. Accounting standards allow for such discretion and personal judgement, and miscalibration of judgement leads to strong bias in reported earnings. Greed and other personal motivation, along with pressure for gaining competitive advantage and the inability of GAAP to cater to the expectations of most important readers of financial reports, pressure companies to manage earnings. Pervasiveness of the practice along with the divergence between the de facto needs of investors and analyst and de jure accounting standard outcomes help practitioners rationalize earnings management. Earnings management deforms the playing field, destroys trust in financial markets and institutions, and undermines social dogmas.






[bookmark: _Toc423861844]VIII. Theory Eclecticism
To connect EM and ACR this paper turns to the normative framework and empirical evidence amassed by moral philosophy (usually called ethics) and psychology. The rationale behind the relation of EM to ACR is found in the assumption that the decision-making in a company is not random and the decision makers who influence both EM and ACR are the same or come from the same strata of the company sharing the fostered culture. Hence, if decision-makers are ethical (unethical), there should be a consistency seen in finding results of negative (positive) relation between EM and ACR.

[bookmark: _Toc423861845]8.1. Utilitarian ethics – PAT and agency theory
To hypothesize the positive connection between EM and ACR, or mostly between EM and CSR, accounting scholars have used agency theory, as well as, positive accounting theory (PAT). Positive accounting theory tries to explain accounting choices in real life with its three hypotheses: 
· Debt hypothesis - explaining accounting numbers are used to estimate the cost of capital and different approaches of using leverage by companies help decrease the cost of debt in particular (Jansen & Meckling 1976). 
· Political cost hypothesis – stating that the political costs a company incurs are a function of the profits published in its financial statements (Watts & Zimmerman 1990).
· Bonus plan hypothesis – explaining that rational self-interest oriented agents would use accounting numbers to affect contractual outcomes so that they get bigger compensation (Watts & Zimmerman 1978). 
PAT makes the assumption that decision-makers are rational individuals governed by self-interest and that they use accounting numbers to affect contractual outcomes. 
Agency theory is the conflict of interest between an agent (manager) and a principle (owner). Just like PAT, agency theory again assumes self-interested managers, which opportunistically take advantage of their internal position in the company and the information asymmetry that exists to get bigger compensation. Managers can inflate their personal expenses and bonus at the expense of shareholders who have monitoring costs and need not necessarily understand the outcome of accounting and real operations choices. The agency problem is also a problem of risk-management. Profit-maximizing, even if through EM, is in the best interest of both managers and owners. Managers and owners however can have different risk profiles. There is a cost-benefit analysis integrating a risk analysis of the chance of getting caught, which rationalizes the decision-making process, which is thus consequentialist. 

[bookmark: _Toc423861846]8.2. Distinction of Normative Ethics theories
As accounting does not have theory of its own, PAT and agency theory are derived from consequentialism (a normative ethics theory) and the utilitarian view of man. Utilitarianism, is only one branch from the tree of ethics theories. Because of its dominance (being a bedrock of neoclassical economics and PAT) most scholars would hypothesize only one way – expecting a positive relation between EM and ACR. However, in this paper I add the deontological ethics (ethics based on rules and laws), and virtue ethics (based on benevolence and selflessness). The two embody what is commonly coined “ethical” decision-making, and explain the negative relation between EM and ACR. The difference between ethical and utilitarian rationalization in terms of the Fraud Triangle Framework is clear: it is easy to see PAT and Agency Theory use motivation, pressure and opportunity as the rationalization for the actions of the agent, while the “ethical” theories have rationalization separate from the other two sides.
According to Garriga and Mele (2004), in research literature, use of CSR can be categorized in four groups – by ethical, political, integrative and instrumental theories. Political theory states that a company needs society to legitimise its existence (Matten & Crane 2005). Integrative theory postulates that a company has to fit in society by internalizing its needs (Donaldson & Dunfee 1994). In Instrumental theory voluntary practices, like anti-corruption reporting, are tools for profit making. According to Milton Friedman the only social responsibility of the firm is to engage into profit generating behaviour “without deception and fraud” (Friedman 1982). Ethical theory reasons that companies have to do good, and that, trustworthiness and higher ethical standards are not an opportunistic means to an end (Carrol 1979, Jones 1995). In this paper I count political and integrative theories into the other two – ethical and instrumental, because the paper is looking at the phenomena from a decision making/behavioural perspective. Anti-corruption reporting in this paper is explained by either strive for improvement according to ethical theories or well calculated utility-maximization according to instrumental theories. 
Utilitarianism is originally described as pursuit of pleasure, meaning the avoidance of pain, combined with consequentialism (defining good and bad actions according to their consequences). More modern utilitarianism ads the satisfaction of consumer preference determining intrinsic value (Robertson & Walter 2007). Its most famous paradox, as mentioned, is agency theory which represents the struggle between the self-interests (utility-maximization) of a principle (entity) and their agent (the entity’s fiduciary). The dichotomy between self-interest and common interest, casting a shadow over the universality of utilitarianism is well described in Hardin’s “tragedy of the commons”, where rationally acting individuals deplete common resources (Hardin 1968). Thus, while it is the most common paradigm in accounting and economic research its real life applicability in the evermore difficult issues like CSR is limited. 

[bookmark: _Toc423861847]8.3. Virtue ethics and its connection to ACR
Virtue ethics comes from Aristotle’s theory that a virtuous action is one that would be performed by an agent having virtuous characteristics under the conditions that: the agent does the action knowingly, the agent does it for itself and not an alternate reason, and does it from a clear and unchanging disposition (Svensson 2009). Described in Solomon (2004) virtue ethics include ethical, social and political implications, similarly to Garriga and Mele (2004).
Anti-corruption reporting is different than general CSR reporting because it represents deeper company principles. It is a moral stance showing not only the ends but the means a company uses to achieve them, virtue ethics rather than utilitarianism. Ethics give models for expected behaviour which could explain how depending on different values different decisions and rationalizations are made. Hence, this paper uses two possible explanations for rationalization, which can converge and diverge – social conviction and utility-maximization. It is interesting to note that social conviction is what Garriga and Mele (2004) found literature to describe as ethical theories. This is where the paper uses normative theory to label social accounting, prosocial theories and behaviour as good, or as better than self-centred utility-maximization. 

[bookmark: _Toc423861848]8.4. Learning and behavioural theories
Behavioural psychology theories explain how the individual learns and how ethics can change due to social and cultural learning and development (Bandura 1989, Ivic 1994, Vygotsky 1978). The idea is that anti-corruption measures and their reporting as well as CSR, EM or any other company behaviour, give an example and shape the environment and people in it. The system is alive and it learns and changes. Anti-corruption measures and codes of conduct teach the participants in the system. The premise of this paper is that anti-corruption reporting matters and signals a more ethical company because the reports: are a product of ethical intentions; create a change towards a more ethical company (even if opportunistic due to their ethical nature). Both are backed by psychology theories. Both are expected to lead to a change and to less earnings management, if not in the short term, then in the long term. 
Psychologist Albert Bandura’s modern Social Cognitive Theory, explains that learning and cognitive development are life-long and happen through the reciprocal connection of personal, environmental and behavioural principles (Bandura 1986). Similarly, ethics are formed and assimilated into the decision-making processes as new behaviour and could be used as a predictor of the connection between EM and ACR. The principle of learning is such that it resonates with behaviour as a whole, not partially. Partial application of ethics is due to environmental occurrences like the dissonance between reality and expectation/rules. Even if ethics are applied partially (either to EM or ACR), the value system is fully internalized. Thus, the direction of the relation, between EM and ACR (i.e. positive or negative), gives away the company culture and business ethics framework. Hence, the question “Do ethics play a role?” is wrong and “What kind of ethics are present?” is right. In this paper ethics is an implied result underlying the hypothesized connection between the dependent and independent variable. Company culture is assumed to be contained in EM and ACR and to be an outcome seen in the results. While, operationalization of the concept of culture is not part of this research, it would be interesting topic for future research.
Psychology explains, that ethics are acquired through a process of learning and not wired into people, and that, people are rational in the sense that their actions are not random, but not necessarily based on opportunistic profit-seeking. According to the father of cultural-historical psychology Lev Vygotsky, if there is anything primordial, it would be social interaction needed for initial learning and development of human beings (Ivic 1994). Language is one of the common examples of a social medium loaded with meaning, through which individuals learn, given in psychology, anthropology, sociology. The meaning conveyed in language carries the culture and ethics of its users and developers. Hence, each language has cultural and ethical connotation. There are many languages and different cultures. Anthropologist Clifford Geertz defined culture as follows: “Believing with Max Weber, that man is an animal suspended in webs of significance he himself has spun, I take culture to be those webs” (Geertz 1973, p). In the context of Vygotsky, language and observed behaviour, among other social mediums, develop cognition with its initial problem solving abilities, while, education develops metacognition as the ability of higher mental function, to navigate the webs, choosing the right problem solving method (being aware of the context of each situation). In this sense, culture is positive ethics. At the same time, education and social learning is what explains that ethics are fluid in a society and can change. This conclusion is important, because it gives ground to the argument that the increased accounting expectations and existence of voluntary reporting educate and change the culture.
If culture and ethics are a product of a collective, moral philosophy should be holistic in its approach. The reduction of the branch of utilitarianism to the individualist approach in explaining behaviour as seen in neoclassical economics, would, therefore, suffer from the fallacy of division. Going in the other direction, by definition, the individualist approach would be “ethical” if there was only one person spinning the webs. Hence, the new utilitarianism which emerges suffers from the fallacy of composition, which is, the agency problem. This derivation of what is ethical allows me to separate the management actions as ethical and unethical based on selfish opportunism shadowed in their instrumental view of earnings management and voluntary reporting.

[bookmark: _Toc423861849]Summary
There is a relation between EM and ACR because decision making is not random, and is a product of the same entity. I borrow social learning theories from psychology to reach that conclusion because accounting and economics are not disciplines interested in explaining behaviour, as much as they are tools to show and predict outcomes based on rules and assumptions. Psychology explains that ethics and values are fluid and are a product of the changing culture. Moral philosophy gives different alternatives for decision-making and different criteria on what is good and bad, and right and wrong. 
The assumptions of neoclassical economics and PAT described in this section are assumptions of utilitarianism and explain the positive relation between EM and ACR. Decisions are based on a consequentialist framework and are usually labelled opportunistic.
Other branches of ethics assume that what is right is what is determined by rules and laws, or by what a virtuous person would do. Based on these assumptions there is a negative relation between EM and ACR and decision making is usually labelled ethical.
Given the fraud triangle the difference between the opportunistic and ethical assumptions for decision making is the use of opportunity, pressure and motivation as rationalization in the case of opportunism.




[bookmark: _Toc423861850]IX. Empirical Evidence

Since there are no papers connecting anti-corruption reporting to earnings management I connect a paper on anti-corruption efforts with papers connecting ethics and CSR to earnings management. 

[bookmark: _Toc423861851]9.1. Ethical disposition
Healy & Serafeim (2012) indicates that anti-corruption efforts are real and not just cheap talk. The paper uses 480 one year, self-reported, firm level, anti-corruption observations, compiled and rated by Transparency International to quantify the company efforts. The residuals from an AC rating model are used as the independent variable to determine company anti-corruption endeavours. Company corruption is operationalized as number of media article allegations of corruption. The paper finds that companies with high-efforts have less allegations in the articles in the next three years. The paper creates a description of the high-profile, anti-corruption effort company: it comes from a less corrupt country with strong and enforced legislation, cross-lists in the US, employs a big four auditor, operates in a high risk sector, and has experienced a recent corruption enforcement action. Healy and Serafeim (2012) delves into the difference between operations of high and low-effort companies in geographic segments with high and low corruption. In low corruption segments there is no difference in sales growth in the next three years for low and high-effort firms. In corrupt geographic segments, low-effort companies exhibit higher sales growth, but their ROE decreases negating the effect of sales. Thus, this paper concludes there is marginal competitive advantage from being corrupt, and that companies make efforts to fight corruption reflected in their reports.      
Chih et al. (2008) finds a negative connection between CSR and earnings smoothing, loss avoidance and a positive one with earnings aggressiveness. The paper looks into the accruals of 1653 corporations, in the period 1993-2002, in 46 countries. The paper differs in the use of separate models which would better capture the three different types of earnings management. CSR is a dummy variable, which takes the value of 1 if the company is part of the FTSE4Good Indexes. FTSE4Good companies are compared to a sample of non-member companies in a regression of earnings management. In the regression an independent variable is included capturing judicial system efficiency, rule of law and corruption. The results confirm the inverse connection between CSR and earnings smoothing and earnings losses and decreases avoidance, but not with earnings aggressiveness. 
Andersen & Hong (2011) finds that firms engaged in CSR are less likely to manage earnings. The paper uses a sample of non-financial US firms included in the KLD index, for the period 1995-2005. CSR scores are created by subtracting strengths and concerns from the KLD index. Accruals management is operationalized from a cash-flow standpoint, real activities management is operationalized as abnormalities in operations cash flow, production costs and discretionary expenses. Abnormal accruals are regressed on CSR and control variables to show that more socially responsible firms exhibit lower standard deviation of current accrual residuals.   
Kim et al. (2012) finds that firms with better CSR performance constrain earnings management. The paper takes a sample of KLD firms, 1991-2009 and constructs a CSR score based on five of the KLD dimensions: community relations, diversity, employee relations and environment. A sixth dimension, corporate governance, is included as a control variable. Operationalization of accruals is made by the modified Jones model with ROA added. Operationalization of real activities manipulations is made using Roychowdhury (2006)’s model, as is in Andersen & Hong (2011). Kim et al. (2012) adds another dimension of earnings management – violation of GAAP, operationalized by a binary SEC enforcement action variable.  The paper finds that CSR “CSR ﬁrms are less likely to engage in aggressive earnings management through discretionary accruals and/or real activities manipulation” (Kim et al.2012).

[bookmark: _Toc423861852]9.2. Opportunistic disposition
On the other side, opportunistic utilitarian approach papers embrace the positive relationship between CSR and earnings management. Jansen and Meckling (1976) creates a “theory of the firm” and explains how any organization on any level is ruled by the personal preferences of the people there. The paper is interesting in determining itself as looking at the agency problem from a positive perspective, but they assume normative theories are responsible for contracting first. Contracting is not perceived as a positive process. In the paper the authors discard social responsibility, comparing the company to “wheat or stock” traded on the market and claiming people “fall in a trap” considering the company as an individual. Comparing commodities to the social structure which is an organization, is a good illustration for both – comparing apples to oranges, and for repeatedly oversimplifying a model for it to work (showing the transformation of philosophy into neoclassical economics as a game of broken telephone). According to Jansen and Meckling (1976) there is no firm behaviour, company behaviour is “the outcome of a complex equilibrium process”. There is no real theory given to back this assumption, and it is unclear what they mean, because they choose not to classify behaviour as such a “complex equilibrium process”. It is even more interesting that they denounce the firm having “motivations and intentions”, selectively defining the two, including obeying contractual obligations and making profit and excluding social obligations. The neoclassical paradigm, clearly used, operates in a vacuum of greed, and so the assumptions the authors make are, indeed, as normative as any theory.
Adam Smith’s explanation for human behaviour quoted in Jansen and Meckling (1976) is as close as their paper gets to behaviour rationalization. The main problem in utilitarian ethics is the agency problem, in the sense that every social or structural segment and individual at the same time try to maximize utility in a manner which turns out incompatible. This is a problem of priorities. This rationalization and individualist approach in making assumptions is personal and opportunistic. Friedman (1982) explains this in similar fashion to Adam Smith. No single person can decide what is most important for society, help everyone or know better than the market. The idea is that each intervention creates an inefficiency, burdening an otherwise properly working market. In the Jansen and Meckling (1976), Friedman (1982), and Adam Smith’s writing efficiency is one of the biggest achievements of the market and prosocial behaviour and all types of voluntary reporting are useful insofar as they are utility-efficient. Maclagan and Hemingway (2004) look at the theory of the firm and consider how important individuals in it are for the decision making process. The paper gives examples for CSR as an image tool in the public relations kit, which is used opportunistically. 
Petrovits (2004) goes a step further and shows how firms manage earnings directly through philanthropy. This paper is interesting in that earnings management is estimated by looking at a single account for company pay-ins to their company foundation, compared to the usual total accruals approach. Petrovits (2004) uses pay-ins and pay-outs from the fund to charity foundations combining them with straightforward company to charity giving to create a model for expected pay-ins. Earnings management is defined as the difference in expected and actual pay-ins to the foundations. The paper uses a sample of 321 US firms, and also shows 97% of the foundations had at least one decision maker working in the parent company. The conclusion is that firms use corporate-funded foundations for philanthropy, where managers have the discretion to put money when they like, in order to opportunistically achieve financial reporting objects. 
Prior et al. (2008) and Ferrero et al. (2014) both find that CSR is used to hide earnings management. 
Prior et al. (2008) takes a sample of 593 firms from 26 countries in the period 2002-2004. The CSR measure is built using Sustainable Investment Research International Company (SiRi) data. The paper holds the understanding that managers compensate stakeholders with CSR practices. After managing earnings for personal gain, as agents of all the stakeholders, CEOs shield themselves from “stakeholder activism and vigilance” with the help of CSR actions. CSR is explained as a reputation building tool, increasing bargaining and contracting power, thus creating financial advantages. It is also seen as a management entrenchment tool. CSR is thus hypothesized to be positively connected to EM and is also seen as an inefficient management strategy burdening the firm. The paper also tests if EM is moderating the connection between CSR and financial performance, predicting greater EM will lead to a diminishing effect of CSR on financial performance. The paper goes very far, saying: “it may well be the case that EM determines financial performance”. In Prior (2008) EM is the main independent variable. CSR and financial performance are the dependent ones. EM is calculated as a total accruals model and also as an income smoothing model and in both cases proves the hypotheses. The paper also finds that EM is only a short-term solution and has negative long-term effects on profitability, even though the study is for a very short period. Ferrero et al. (2014) offers another explanation for the shielding effect in Prior et al. (2008) – investors might see through EM and rationalize its use as a tool for signalling insider information by the managers, while at the same time CSR is seen as a course towards a positive future strategy the company is taking. Beyond the short turn it becomes clear which managers use these tools opportunistically and which manager use them benevolently.
Ferrero et al. (2014) looks at the effect of EM and CSR on cost of capital and corporate reputation. The paper finds that the positive effect of CSR is even stronger when combined with EM, pointing to the explanation that the market is fooled by these practices. Ferrero et al. (2014) uses a sample of 26 firms in the period 2006-2010. For creating a CSR proxy data from Ethical Investment Research Service (EIRIS) is used. The paper uses GMM estimator on panel data to explore the effect on cost of capital and Logit models to explore the connection with corporate reputation. Ferrero et al. (2014) finds evidence to support the claims that: cost of capital is positively related to EM and negatively to CSR; reputation is positively related to CSR and negatively to EM; CSR shields companies from the negative effect of EM on cost of capital; country characteristics embodied in investor protection, legislation, institutions and national level of CSR play a role in the combined connection of CSR*EM on cost of capital and reputation for firms. 





[bookmark: _Toc423861853]X. Hypotheses Development

[bookmark: _Toc423861854]10.1. Connection by the fraud triangle
Creating reports is a complex process where companies try to juggle the interests of all stakeholders. In different moments the balance of interest changes and so do priorities in the reports issued. 
When opportunity for earnings management and corruption exists, according to the fraud triangle the agent needs pressure and rationalization to exploit the opportunity. Pressure exists and comes from different directions - personal, financial, operational, administrative (voluntary reporting, corruption and earnings management can all be used to gain competitive and strategic advantage). In the end, what is left is how people rationalize their deeds, because decisions are, ultimately, personal (Hemingway and Maclagan 2004). Pressure allows managers to seek the competitive and strategic advantages because “everybody does it”. Corruption examples show the dissonance between laws and business reality. Smoothing examples display the dissonance between economic and accounting reality. The frustration of practitioners is of help for rationalizing improper behaviour, because that is how “it is”. Managers can be greedy or utility maximizing or just believe “they deserve it”. However, individual decisions mean that people who decide to act unethically and be corrupt are the same (if ethical rationalization is top down), or come from the same environment (if it is bred bottom up). Rationalization is, thus, a coherent trait, which leads to recidivism. That is why ethics is a major issue and, inversely, reporting and maintaining CSR and anti-corruption policies has an important impact.

[bookmark: _Toc423861855]10.2. Hypotheses
Ethical management theory and utilitarian theory hypotheses, and possible association between ACR and EM, would reveal real ethics and rationalization for decision-making. If ethics are a managerial or corporate value they should not be selective – leading to less unacceptable, improper and unethical behaviour like earnings management. Lying to stakeholders that the company is prosocial and works to curb corruption and lying about the real financial performance by managing earnings in financial reports is similar. Both require unethical management and predict for an improperly run company. Hence, using the knowledge from the fraud triangle model, the empirical evidence and the theory, two hypothesis emerge:   
First, using combined ethical theory (Carroll 1979, Donaldson & Dunfee 1994, Jones 1995, Matten & Crane 2004) and the empirical evidence form Healy & Serafeim (2012), Chih et al. (2008), Andersen & Hong (2011) and Kim et al. (2012), I hypothesize: 
H1: Firms with higher quality anti-corruption reports are less likely to manage earnings.
On the other side, embracing utilitarian theory and assuming instrumental/ opportunistic use of reporting and voluntary activity, as described by Friedman (1982) and Jansen and Meckling (1976) and connecting it with the evidence from Petrovits (2004), Prior et al. (2008) and Ferrero et al. (2014) I hypothesize:   
H2: Firms with higher quality anti-corruption reports are more likely to manage earnings.


[bookmark: _Toc423861856]XI. Research Design
In this section I present the research design of the paper. I start with the methodology describing the empirical method, followed by explanation of the choice and method of estimation of all variables in it. Then I elaborate on the sample selection and the data collection process, and finish with a discussion on the construct, internal and external validity of the paper.

[bookmark: _Toc423861857]11.1 Empirical Model
The empirical model I use in my linear regression is similar to the one in Kim et al. (2012):
DAi = α0 + β0*INDEXi + β1*SIZEi + β2*MTBRi + β3*GEARINGi + β4*ABCFOi
Table 1: Variable Definitions 1
	Variable
	Definition

	DA
	Discretionary accruals

	INDEX
	TI score on corruption and transparency

	SIZE
	Natural logarithm of market value

	MTB
	Market-to-book ratio

	GEARING
	Debt-to-equity ratio

	ABCFO
	Abnormal CFO (real EM proxy)


 


[bookmark: _Toc423861858]11.1.1. Measuring EM
This paper is concerned mainly with the connection between accruals management and anti-corruption reporting. Accruals are generally understood as liabilities and assets which are not matched in cash and are not matching in time. The calculation of total accruals through the balance sheet is: TAt = (∆CAt - ∆CLt - ∆Casht + STDt – Dept) or change in current assets – change in current liabilities – change in cash + short term debt – depreciation. From the definition of accruals it is clear it is easier to estimate them from the cash flow statement, as the difference between earnings and cash flow from operations: 
CFO = Earnings – TA, (which is the method I use in this paper).
 	To measure EM I use accruals over which management has choice, known as discretionary accruals (DA), as a proxy. Discretionary accruals are the difference between total accruals, which one can calculate from financial statements, and non-discretionary accruals (NDA), which are calculated through various accounting models: DA = TA – NDA
I follow the modified Jones 1991 model presented in Dechow et al. 1995 to estimate NDA. The model estimates NDA as follows:
NDAt = α1*(1/At-1) + α2*(∆REVt - ∆RECt) + α3*(PPEt)
Here, non-discretionary accruals are expressed as a function of lagged total assets, the difference between changes in revenue and receivables and property plant and equipment. The difference between the modified Jones model and the original one is the subtraction of change in receivables from change of revenues. This subtraction embodies the assumption that decisions about receivables are discretionary and can be part of managers’ policies. The Modified Jones model was found as the most powerful in detecting earnings management in the 1995 paper of Dechow, Sloan and Sweeny, which compared it to other popular models (Dechow et al.1995). All the compared models have limitations and are not precise enough in separating discretionary accruals, thus having difficulty in detecting reasonable amounts of earnings management. Moreover, these models suffer from correlated omitted variable bias in samples composed of firms with very strong or volatile performance (Dechow et al.2012). Models like Kothari et al. (2005) which uses return on assets as a control for performance are data intensive and due to data limitations are not chosen. There are newer models including one from Dechow (Dechow et al. 2012,) but they have not been used in the articles reviewed in this paper and have not been used and critiqued enough yet. The new approach proposed in Dechow et al. 2012 is also based on assumptions which are not always true: accruals are reversed at a point in time and a magnitude the model can pick up; the reversal needs to occur within the timeframe of the sample firm years; the reversal of accruals will not be masked and lost by macroeconomic conditions or real earnings management. Thus, I use the Modified Jones model because of its low data constraints and because it is a time-tested model (DeFond & Jimbalvo 1994, Chih et al. 2008, Prior et al. 2008, Kim et al. 2012). To address the limitations of the model in capturing accruals management for companies with volatile performance I use controls for company size and market-to-book ratio. To further control for industry specific accruals management I use the cross-sectional version of the model.

[bookmark: _Toc423861859]11.1.2. Measuring ACR
Transparency International create an index for transparency in corporate reporting or what I call anti-corruption reporting in this paper. The index takes account of different dimensions of transparency that all capture to the company attitude and organization of different accounting systems which shadow the real chance of corruption. There are three main dimensions the researchers from TI separate into three questionnaires: anti-corruption programs, organizational structure and country-by-country reporting of revenues, transfers and value sharing. Each question checks the presence of a criteria determined as a good practice diminishing opacity and the chance of corruption and other improper practices. For each question a point or half a point is given. The data is gathered from official company websites and is not audited. The researchers give companies chance for feedback and correct the results. The questions are different numbers in the different categories and to create the index TI researchers weigh the three categories equally. (TRAC 2012)

[bookmark: _Toc423861860]11.1.3. Validity
Anti-corruption programs shows the basic presence of company rules and regulations and stated position against corruption. The measure as social learning theory explains should show the development of company culture which does not tolerate corruption. Public proclamation of values, establishment of rules and explicit condemnation of corrupt practices makes rationalization of improper actions harder. Organizational transparency shows the level of disclosure of company structure in the form of related entities that can be influence and used to hide real effects and scope of the business activity. The measure as well as the next one, show the decreased opportunity for corruption. Country-by-country reporting score is based on the disclosure of simple accounting information: revenues, capital expenditure, pre-tax income, income and community contributions (TRAC 2012). Transparency decreases monitoring costs and helps stakeholders monitor corporate multinational operations which affect them. For an adequate interaction between company and stakeholders there has to be accountability and transparency. When there is no perfect information on the market, transaction cost are high and externalities exist. All three TI dimensions are preventive and foster a culture hostile to corruption.
Difference between 2012 and 2014 reports (based on data from 2011 and 2013) is in the heightened, more elaborate and improved criteria for questions in the first to categories. Two of the questions in the first report are not counted towards the scored. According to TI the comparability between the two is reduced, so in this paper I analyze them separately.

[bookmark: _Toc423861861]11.2. Potentially Influential Variables
Growth potential and firm size are included as influential in a company earnings management (Roychowdhury 2006, Prior et al. 2008, Kim et al. 2012). 

[bookmark: _Toc423861862]11.2.1. SIZE
Company size in this paper is estimated as the natural logarithm of market value of the company. Authors use it because different size companies can have different political costs. In line with the political cost hypothesis and previous research I expect a relation between company size and earnings management (Roychowdhury 2006, Chih et al. 2008, Prior et al. 2008, Kim et al. 2012). There are alternative explanations for the relation: either larger companies have more incentive to manage earnings because of their public importance and presence, or they are so big they are under such scrutiny and have to release more information that make it more difficult to manage earnings (Chit et al. 2008).

[bookmark: _Toc423861863]11.2.2. MBR
I use market to book ratio as a performance indicator containing the potential and growth opportunities investors see in the company. Market to book ratio is estimated as shares outstanding times the share price at the end of the fiscal year over total assets. I expect a positive relation to earnings management (Roychowdhury 2006) based on of the PAT bonus plan hypothesis, or negative relation based on the political cost hypothesis because the company is “hot” and draws attentions not only of investors.   

[bookmark: _Toc423861864]11.2.3. LEV
To control for the pressures and motivation coming from the renegotiation of the cost of capital in terms of debt I use leverage. It is estimated as the gearing ratio of the company – debt over equity. As the debt hypothesis of PAT states, managers have motivation to manage earnings upward (downward) to achieve lower cost of new (renegotiated) debt in good (bad) times (Watts & Zimmerman 1986, DeFond & Jimbalvo 1994). In literature Prior et al. 2008, Kim et al. 2012 find a positive relation while Chih et al. 2008 finds a negative one. Gearing ratio is winsorized for the highest/lowest observation for both years.

[bookmark: _Toc423861865]11.2.4. REAL EM
As accruals and real earnings management reach the desired accounting results in very different ways, they can be supplements or substitutes. Research has found that managers use the less costly method to manage earnings (Graham et al. 2005, Cohen et al. 2008, Badertscher 2011, and Zang 2012). To control for the possibility earnings management is achieved through real operations management rather than accruals management I use one of Roychowdhury’s models for detecting real earnings management. The method I use is based on the OCF measure of operations management of earnings. As CFO = Earnings – Accruals, Roychowdhury uses Jones (1991) and Dechow et al. (1998) assumptions to derive abnormal accruals through expressing the above equation through sales (Roychowdhury 2006). Kim et al. (2012) uses the model as well, determining abnormal CFO with the following regression:
CFOt/At-1 = α0 + α1*(1/At-1) + β1*(St/At-1) + β2*(∆St/At-1) + εt

[bookmark: _Toc423861866]11.3 Data
[bookmark: _Toc423861867]11.3.1. Sample selection
In this paper I connect corruption and earnings management, so I use a sample of firms contained in the two Transparency International “Transparency in corporate reporting: Assessing the world’s largest companies” reports. I start by doing so, because the anti-corruption report ratings contained in the report are the new and interesting data I include to enrich the field of earnings management. As the name of the report states, the companies are some of the worlds’ biggest and are market leaders under public scrutiny and reach many societies beyond that of their home countries. As such, they are a representable sample of big, multinational, corporate business. As I mention before in the paper, they are the seasoned publishers of voluntary reports, and the ones which are of most interest to regulators and stakeholders. These companies are the ones which participate in the constant development of standards in business and dictate best practices in their fields. Among the 124 companies in the TI report are mostly, but not only developed-world countries. As explained in the corruption section, the issue is complex and also rooted in culture and society. To diminish a possible country effect, even though companies are multi-national corporations, I narrow the sample to companies which are traded on the US markets. In this way I achieve better comparability using higher quality accounting information, because US listed firms are subject to stricter US legislation (Foreign Corrupt Practices Act) and harmonized financial statements under US GAAP (Healy & Serafeim 2012). 

[bookmark: _Toc423861868]11.3.2. Data Collection
Companies possessing anti-corruption report ratings are first identified from the “Transparency in corporate reporting: Assessing the world’s largest companies” 2011 and 2013 reports. From the sample I exclude financial institution and utilities, similar to other papers, because of differences in accruals and regulation (Kim et al. 2012). Then I downloaded all financial statement data needed for the calculation of the statistical models through COMPUSTAT North America database. I collect data for the period 2006-2013 to estimate of discretionary accruals and abnormal CFO. I match the missing values collect them from company 10-K reports by hand. I exclude firms with further missing values. For the final regressions for 2011 and 2013 I have 71 and 76 observations, respectively. 













[bookmark: _Toc423861869]11.4. Validity
In this section I explain construct, internal and external validity. To present the connections between the concepts and their operationalization I present Libby boxes (Figure 1):
Figure 1: Libby boxes Concept B
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1. The abstract concept connection between anti-corruption reporting and earnings management is explained through the Fraud Triangle framework, moral philosophy, and social and behavioral learning theories.    
2. Operationalization of corruption is made through the methodology developed by Transparency International. Construct validity of the TI index is questionable because it measures anti-corruption efforts and transparency in appearance, not necessarily in fact. However, the validity of their measure is supported by the results in Healy & Serafeim 2013 of lower level of allegation of corruption for companies with high anti-corruption efforts. 
3. Operationalization of discretionary accruals is done using the Modified Jones model by Dechow, Sloan and Skinner and abundantly present in accounting literature (Jones 1991, Dechow et al. 1995, Roychowdhry 2006, Chih 2008, Kim et al. 2012). Hence, the construct validity is sufficient. 
4. The relation between voluntary reporting and earnings management is evidenced by the accounting literature presented in the empirical evidence section of the paper suggesting high internal validity (Petrovits 2004, Chih 2008, Prior et al. 2008, Andersen & Hong 2011, Kim et al. 2012, Ferrero et al. 2014). 
5. Variables which are important for moderating the connection in the model are chosen as described and used in the discussed literature (Roychowdhry 2006, Chih 2008, Kim et al. 2012).
Theoretically and empirically there is a connection between the concepts and constructs, suggesting internal validity. At the same time data limitations in the face of the small sample does not allow for the results to be generalized for all multinational corporations. Furthermore, the sample firms are traded on the American markets and are chosen for being the biggest among giants, decreasing my ability to draw assumptions for other companies from other countries. At the same time, the research underlines the existing connection between anti-corruption efforts and earnings management and exposes the ethical framework within which business operates for the sample.

[bookmark: _Toc423861870]Summary
In this section I presented my research design. I introduced my empirical model, the data collection and sample selection and discussed the validity of my method. I use a linear regression model with discretionary accruals as a dependent variable and TI score as an independent variable to establish a relation between the variables and test my hypotheses of negative/positive connection between earnings management and anti-corruption reporting. Leaning on previous accounting research I chose to control for company size, market-to-book ratio and debt-to-equity ratio in the regression. Using past empirical evidence and theory I showed the connection between the variables and elaborated on the validity of my design. The research has good internal and construct validity and a lower external validity due to sample size and selection.








[bookmark: _Toc423861871]XII. Results

In this section I am going to present the results of the paper for each of the two “Transparency in corporate reporting” releases compiled by Transparency International in 2011 and 2013, and published in 2012 and 2014. I start with data screening and descriptive statistics of the variables used in the regression. Then I follow with ANOVA tests to see if I can find evidence supporting the hypothesis, exploring the connection between discretionary accruals and a dummy variable for above median ACR score. I follow with a third section on correlation and multicolinearity in order to see if the regression will produce the right coefficients of individual predictors. If predictors are highly correlated, their individual explanatory power is unclear. In the next, fourth section I present the regression results. In the fifth section, I test for heteroskedasticity and normality of the residuals of the regression. Finally, I conclude with a discussion of the results. Below is a table of the variables used:
Table 2: Variable Definition 2
	Variable
	Definition

	DA
	Discretionary accruals

	INDEX
	TI index on corruption and transparency

	SIZE
	Natural logarithm of market value

	MTB
	Market-to-book ratio

	GEARING
	Debt-to-equity ratio

	ABCFO
	Abnormal CFO (real EM proxy)

	HMINDEX
	Higher than median INDEX dummy




[bookmark: _Toc423861872]12.1.1. Data screening & descriptive statistics 2011
The summary statistics show discretionary accruals are expected to be positive, but vary highly which can be seen in the standard deviation and Min/Max values. Since the sample is relatively small (71 companies for 2011) and composed of real life firms, most variables have large standard deviation and it is more meaningful to split the sample to comment on the data. I do so by separating the observations based on HMINDEX (higher than median and lower and equal to median INDEX).





Table 3: Descriptive statistics 2011
	2011 / Variable
	Mean
	Std. Dev
	Min
	Max

	DA
	.0035
	.0307
	-.0802
	.0756

	INDEX
	4.9
	1.4
	1.9
	8.3

	SIZE
	11.39
	0.96
	6.18
	12.93

	MTBR
	1.21
	0.79
	0.23
	3.89

	GEARING
	1.61
	1.26
	0.25
	5.41

	ABCFO
	0.09
	0.09
	-0.03
	0.38

	Number of obs.
	71
	
	
	


*DA-discretionary accruals; INDEX - TI report AC score; SIZE – natural log of market capitalization; MTBR – market-to-book ratio; GEARING – debt-to-equity ratio; ABCFO – abnormal cash flow from operations.

When I split the sample to low/high INDEX, I can see that firms with higher INDEX tend to manage accruals positively, while firms with lower than median INDEX do so in the opposite direction. The HMINDEX firms have a higher INDEX (6.1 to 3.8), and are leveraged more (1.68 to 1.54). Gearing ratio produces outliers and is winsorized for the highest and lowest value to achieve a minimum of 0.25 and maximum of 5.41.

[bookmark: _Toc423861873]12.1.2. ANOVA 2011
The analysis of variance is a test comparing the means of the groups, currently between higher than median and lower and equal to median reports scores for 2011.  The test shows the transparency score is significant at the 10% level (p-value of 0.06), evidence in support of the theories explaining a connection between earnings management and anti-corruption reporting.

[bookmark: _Toc423861874]12.1.3. Correlation and multicolinearity 2011
DA and INDEX are positively correlated in line with the results from the ANOVA test. SIZE is negatively correlated with DA and INDEX, in line with the theory that bigger companies receive more public scrutiny and higher analyst following (Bhushan 1989). Market-to-book ratio is negatively correlated with both DA and INDEX showing firms with potential are not employing earnings management and anti-corruption reporting as much. ABCFO is negatively correlated with DA in line with expectation of using real operations management as substitute (Zhang 2012). There highest correlation between control variables is 0.32 which is low, as the VIF test for multicolinearity confirms next.



Table 4: Correlation 2011
	2011 Corr.
	DA
	INDEX
	SIZE
	MTBR
	GEARING
	ABCFO

	DA
	1
	
	
	
	
	

	INDEX
	0.22
	1
	
	
	
	

	SIZE
	-0.38
	-0.11
	1
	
	
	

	MTBR
	-0.15
	-0.21
	0.23
	1
	
	

	GEARING
	-0.07
	0.04
	0.09
	0.04
	1
	

	ABCFO
	-0.23
	-0.07
	0.32
	0.32
	-0.21
	1




Multicolinearity means high correlation between the variables in a regression, and it should not be present. Correlation in the sample is less than 0.40 for all variables in the regression. Furthermore, the existing correlation cannot be attributed to non-random interconnection among the variables.  The variables are a product of performance and company policy.
Table 5: variance inflation factor test (VIF test) 2011
	2011 / Variable
	VIF
	1/VIF

	ABCFO
	1.29
	0.77

	MTBR
	1.19
	0.84

	SIZE
	1.17
	0.85

	GEARING
	1.09
	0.92

	INDEX
	1.05
	0.95

	Mean VIF
	1.16
	



To check for multicolinearity I use the variance inflation factor test. VIF values greater than 10 show multicolinearity. My results show (table 5) VIFs between 1.05 and 1.30 for the different independent variables, which satisfy the assumption of no multicolinearity. 

[bookmark: _Toc423861875]12.1.4. Regression 2011
Here I first present the results from the regression using the 2012 TI report (table 6). I use an OLS regression to test the hypotheses of a relation between EM and ACR. The regression is as follows: 
DAi = α0 + β1*INDEXi + β2*SIZEi + β3*MTBi + β4*GEARINGi + β5*ABCFOi
Where: DA – discretionary accruals; INDEX – IT anti-corruption report score; SIZE – natural logarithm of market value; MTB – market to book ratio; GEARING – debt to equity ratio; ABCFO – real earnings management measured as abnormal CFO from Roychowdhyry 2006’s model.




Table 6. Regression equation 2011: Dai = α0 + β0*INDEXi + β1*SIZEi + β2*MTBRi + β3*GEARINGi + β4*ABCFOi + εi
	2011
	Coefficient
	Standard Error
	t
	P

	Intercept
	.1034
	.0450
	2.29
	0.03

	INDEX
	.0039
	.0025
	1.57
	0.12

	SIZE
	-.0098
	.0039
	-2.56
	    0.01**

	MTBR
	.0005
	.0047
	0.12
	0.91

	GEARING
	-.0020
	.0028
	-0.72
	0.48

	ABCFO
	-.0506
	.0442
	-1.14
	0.26

	Adj. R2
	0.132
	R2= 0.194
	
	

	Observations
	71
	
	
	



The regression for 2011 shows a positive, but only marginally significant relation between the anti-corruption score and discretionary accruals (coef. 0.004, p-value 0.12). SIZE is negative and significant (-0.01, p-value 0.01) consistent with the non-opportunistic use of accruals as bigger companies are more stakeholder and socially engaged, as well as scrutinized more, so it is harder for them to manage earnings (Carrol 1979, Bhushan 1989, Donaldson & Dunfee 1994). Other coefficients are highly insignificant with p-values of above 0.25. The results for 2011 are not sufficient to draw conclusions about the relation between anti-corruption reporting and discretionary accruals management.

[bookmark: _Toc423861876]12.1.5. Homogeneity of variance and Normality 
Constant error variance is a second assumption for a regression. For both years, to decrease heteroskedasticity I use variables which are scaled (DA, ABCFO, SIZE), and others which are ratios (MTBR, GEARING), which decreases the variables’ scale and thus the error dispersion. I use the graphic plot of residuals and the Breusch-Pagan test in stata to determine the presence of constant error variance. The Breusch-Pagan test assumes homoscedasticity, and the resulting high p-value does not allow me to reject the underlying assumption of the test. 
Table 7: homoscedasticity test 2011
	Breusch-Pagan/Cook-Weisberg test for heteroskedasticity 2011

	Null Hypothesis
	Constant variance

	Variables
	Fitted values of DA

	Chi^2 (1)
	0.00

	Probability > Chi^2
	0.97


The graph of residuals similarly shows homoscedasticity.
Graph 1: residual scatterplot 2011				Graph 2: kernel density plot 2011
[image: ][image: ]

Finally, normality of the error distribution is needed for hypothesis testing. Using a kernel density plot and a Shapiro-Wilk test I check the residuals of the regression for normality.
Table 8: Normality test 2011
	Shapiro-Wilk W test for normal data 2011

	Variable
	Obs.
	W
	V
	Z
	Prob > Z

	r
	71
	0.99
	0.48
	-1.58
	0.94



The Shapiro-Wilk test has the assumption that the distribution is normal and the large p-value=0.94 means I cannot reject that assumption. The Kernel density plot similarly shows a normal distribution of the residuals. 
[bookmark: _Toc423861877]12.2.1. Data screening and descriptive statistics 2013
The summary statistics again show the diversity of the sample expressed in the wide range of min/max values and standard deviations larger than the mean values.
Table 9: Descriptive Statistics 2013
	2013 / Variable*
	Mean
	Std. Dev
	Min
	Max

	DA
	.0001
	.0290
	-.0675
	.0907

	INDEX
	4
	1.2
	1.3
	7.3

	SIZE
	11.55
	0.90
	6.65
	13.01

	MTBR
	1.46
	1.22
	0.17
	7.62

	GEARING
	1.56
	1.22
	0.23
	6.06

	ABCFO
	0.09
	0.08
	-0.05
	0.27

	Number of obs.
	78
	
	
	


*DA = discretionary accruals, INDEX = anti-corruption index, SIZE = natural log of market value, MTBR = market-to-book ratio, GEARING = debt-to-equity ratio, ABCFO = abnormal cash flow from operations.

In 2013, 71 of the 78 firms are the same, limiting the possibility of comparison. The mean discretionary accruals have gone down drastically from .0035 to 0.001. The anti-corruption report score is lower, (4 compared to 4.9), suggesting the heightening of criteria from Transparency international. Mean abnormal cash flow from operations is the same for both years – 0.09, suggesting real operations management has not decreased the same way discretionary accruals have. Outliers in the GEARING ratio are winsorized for the biggest and smallest value of 2013 as well.

[bookmark: _Toc423861878]12.2.2. ANOVA 2013
I conduct an analysis of variance for 2013, using the higher than median dummy variable. The ANOVA shows that the anti-corruption report score is highly significant (p-value of 0.02) and strongly connected to earnings management through discretionary accruals. The result is similar to the one using the previous TI report, further reinforcing the theories of a connection between EM and ACR.

[bookmark: _Toc423861879]12.2.3. Correlation and multicolinearity 2013
Table 10: correlation 2013
	2013 Corr.
	DA
	INDEX
	SIZE
	MTBR
	GEARING
	ABCFO

	DA
	1
	
	
	
	
	

	INDEX
	0.27
	1
	
	
	
	

	SIZE
	0.01
	-0.31
	1
	
	
	

	MTBR
	0.07
	-0.24
	0.19
	1
	
	

	GEARING
	0.13
	0.02
	0.03
	-0.15
	1
	

	ABCFO
	-0.23
	-0.08
	0.11
	0.01
	-0.34
	1



There is no alarming correlation between the variables. The highest one is between abnormal cash flow and debt-to-equity ratio (-0.34). This would suggest companies which play around with real operations management use debt less. One reason can be that real operations are easy to decipher by lenders, which increases the cost of borrowed capital. However, there is a positive correlation (0.13) between DA and GEARING, suggesting EM is used to lower cost of capital as proposed by the debt hypothesis of PAT. There is a negative correlation between discretionary accruals and ABCFO (-0.26), supported by research stating managers choose between real and discretionary EM (Zhang 2012). Most importantly, there is a positive correlation between DA and INDEX foreshadowing the direction of the relation between EM and anti-corruption reporting found with the ANOVA.
To make sure the regression does not suffer from multicolinearity I conduct a VIF test again.
Table 11: multicolinearity (VIF) test 2013
	2013 / Variable
	VIF
	1/VIF

	ABCFO
	1.17
	0.86

	MTBR
	1.16
	0.87

	SIZE
	1.15
	0.87

	GEARING
	1.14
	0.88

	INDEX
	1.11
	0.90

	Mean VIF
	1.15
	



The low VIF values (all below 1.2) demonstrate that there is no issue with multicolinearity in the 2013 data. The coefficients of each control variable in the regression will show real individual explanatory power.
 
[bookmark: _Toc423861880]12.2.4. Regression results 2013

Table 12. Regression equation 2013: Dai = α0 + β0*INDEXi + β1*SIZEi + β2*MTBRi + β3*GEARINGi + β4*ABCFOi + εi
	2013
	Coefficient
	Standard Error
	t
	P > | t |

	Intercept
	-.0732
	.0450
	-1.56
	0.12

	INDEX
	.0081
	.0028
	2.86
	      0.006***

	SIZE
	.0035
	.0037
	0.95
	0.35

	MTBR
	.0034
	.0027
	1.26
	0.21

	GEARING
	.0016
	.0028
	0.58
	0.56

	ABCFO
	-.0812
	.0426
	-1.56
	 0.06*

	Adj. R2
	0.111
	R2 =
	0.169
	

	Observations
	78
	
	
	


*DA = discretionary accruals, INDEX = anti-corruption index, SIZE = natural log of market value, MTBR = market-to-book ratio, GEARING = debt-to-equity ratio, ABCFO = abnormal cash flow from operations.

The results from the 2013 regression show a difference compared to the ones using the 2011 transparency measure. INDEX is significant at the 1% level (p-value 0.006), and its coefficient is positive again (0.008), showing a positive relation to discretionary accruals. This finding is in line with the opportunistic utilitarian view about the environment of decision-making. The result suggests the culture in the company justifies the means to deliver the ends. SIZE this time is positively related but insignificant (p-value 0.35) and as such does not possess explanatory power. Market-to-book ratio is positively related to DA, implying larger companies using more earnings management consistent with the political costs hypothesis explanation. However, MTBR is not significant with a p-value of 0.21. The gearing ratio is highly insignificant (p-value 0.58) and does not explain the relation between DA and INDEX. On the other hand, abnormal cash flow from operations is significant at the 10% level (p-value 0.06). The negative coefficient (-0.08) is in line with research findings that real operations and discretionary accruals management are used as substitutes based on their relative cost (Zhang 2012).  The R-squared of the model is good (0.17) and similar to that in Kim et al. 2012.

[bookmark: _Toc423861881]12.2.5. Homogeneity of Variance and Normality 2013
I conduct a Breusch-Pagan test and a residual graph to test for homoscedasticity.
Table 13: Homoscedasticity test 2013
	Breusch-Pagan/Cook-Weisberg test for heteroskedasticity 2013

	Null Hypothesis
	Constant variance

	Variables
	Fitted values of DA

	Chi^2 (1)
	1.19

	Probability > Chi^2
	0.28



The resulting high p-value (0.28) does not allow me to reject the hypothesis of homoscedasticity. This condition of the regression is satisfied according to the visual results from the graph of residuals.
Graph 3: Residual Scatterplot 2013			            Graph 4: Kernel density plot 2013
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Finally I check the data for normality, visually with a kernel density plot and statistically, through a Shapiro-Wilk test. For 2013 the test also fails to reject the null hypothesis of normality.
Table 14: normality test 2013
	Shapiro-Wilk W test for normal data 2013

	Variable
	Obs.
	W
	V
	Z
	Prob > Z

	r
	78
	0.99
	0.61
	-1.09
	0.86



In this section I presented the results for both TI reports. 

[bookmark: _Toc423861882]12.3. Results Discussion
The results for both TI reports are similar in their finding regarding the answer to the hypotheses. I find evidence supporting the second hypothesis that firms with higher anti-corruption scores manage earnings more. This main finding of opportunistic use of reporting, is in accordance with PAT and agency theory. Jansen and Meckling (1976) and Friedman (1982) put it into the perspective of the utilitarian framework and the market, presenting a “theory of the firm” and giving the assumptions of free-market-economics. The instrumental use of anti-corruption reporting is evidenced in Petrovits (2004), Prior et al. (2008), Ferrero et al. (2014). In Petrovits (2004), the intentional and elaborate earnings management shows the opportunistic use of reporting, which can be compared to my findings of significant and negatively related to discretionary accruals real earnings management (ABCFO2013 p-value 0.06). My findings suggest the substitution of earnings management methods seen in literature (Graham et al. 2005, Bergstresser & Philippon 2006, Zhang 2012). In this paper I cannot determine the practical circumstances of EM use, as seen in the Petrovits (2004), but the direction of the connection between EM and ACR is clear. In Prior et al. (2008), it is suggested that voluntary reporting is used to gather stakeholder favor as a shielding technique. I find company SIZE is positively related to EM (SZIE2011 p-value 0.01), proposing that bigger companies do have a higher need for EM because of the higher expectations and political costs they are experience (Watts & Zimmerman 1978, Roychowdhury 2006, Prior 2008, Kim et al. 2012). 
The rationale behind the positive connection between EM and voluntary reporting presented in Ferrero et al. (2014) is that managers are able to fool the market complementing the use of EM with voluntary reporting, boosting corporate reputation and lowering the cost of capital. The utilitarian ethics theories back the connection of this finding giving clue to the existing corporate culture. Yet another explanation, given in the same paper, is that participants can see through the distorted reporting and perceive it as internal information, trusting companies will fight to match words and actions (Ferrero et al. 2014). Healy and Serafeim (2012) shows that companies deliver on their words, when they report on corruption, making the TI anti-corruption reports representative of real efforts. This evidence backed by learning theories suggests the ethical values are internalized and proliferate in the social structure of the organization. This second explanation seems contrary to the first one. However, differentiating between concurrent EM & ACR because of good intentions of managers trying to give inside information, and high EM & ACR because of self-serving opportunism is possible, because of time. Accruals have to be reversed in time and if companies are reporting in a tendentious manner, earnings management will become clear, and they will be punished in due time (Prior et al. 2008, Dechow 2012). Hence, market participants choose to believe certain companies because of their experience on the market. Since ACR is relatively new, its effect on corporate culture has just initialized. The resulting positive connection between EM and ACR shows company acknowledgment of transparency and anti-corruption efforts. Managers internalize this newly emphasized expectation by quickly achieving effort in appearance. With time, increased regulation, attention and accounting standard development, ethical values of transparency will pervade corporate culture possibly affecting earnings management.  
I can conclude that the positive relation between EM and ACR, found in my paper, and backed by theory and empirical research gives a negative answer to the main research question. Currently, anti-corruption reporting does not help in detecting earnings management.  

















[bookmark: _Toc423861883]XIII. Conclusion 

[bookmark: _Toc423861884]13.1. Academic contribution
[bookmark: _Toc423861885]13.1.1. Filling the literature gap
The paper is unique, because it explores a new connection between earnings management and anti-corruption reporting. The eclectic approach, taking into account psychology theories and moral philosophy frameworks, builds the arguments connecting ethics, their integration in business decision-making, and in the results of voluntary and financial reporting. This paper explains the rationale behind using the relation between EM and ACR to draw conclusions about corporate ethics. I help develop the literature about voluntary reporting, earnings management, their connection, and its implication about business ethics.
The findings suggest there is indeed a connection between earnings management and anti-corruption reporting. I find ACR is used opportunistically adding to empirical evidence from the utilitarian framework (Petrovits 2004, Prior et al. 2008, Ferrer 2014). I also build on literature exploring the topic of the involvement of ethics in reporting. This paper suggests corporate ethics are still subjugated to cost-benefit analysis. Corporations adhere to expectations and try to manage public opinion using voluntary reporting. The paper enriches academic literature adding evidence towards the use of the TI index as a proxy for anti-corruption reporting.

[bookmark: _Toc423861886]13.1.2. Implications for corporate ethics
The results from 2013 show that from all the control variables, abnormal cash flow from operations is the only significant one. This indicator of real operations management is negatively related to discretionary accruals management, consistent with Zang (2012). Firms substituting types of earnings management further indicates the art of cooking the books is intentionally adopted and opportunistically used. Choosing between methods to manage earnings reinforces the instrumental use of voluntary reporting to achieve good and expected results, as shown by the positive relation I find in this paper between EM and anti-corruption scores, and backed by Friedman (1984) and Petrovits (2004). The sample firms, which represent the biggest corporations in the world, present a corporate culture of low ethics of consequentialism and a lack of accountability. Anecdotal evidence from the recent conduct of the biggest players in banking sector (which is not included in this paper), suggests that laws and billions in fines are not enough to prevent behavior coined as “breathtaking flagrancy” by the Attorney General of the US department of justice. (Lynch 2015) Banks rigging currency markets and their traders calling their group “the Cartel”, speaks volumes of existing corporate ethics, how the current accountability system is imperfect, and how prevention should be as important as punishment. Fostering ethical culture is vital because it would separate rationalization from opportunity and pressure, and make it harder to internalize wrongdoing. 

[bookmark: _Toc423861887]13.2. Practical implications
[bookmark: _Toc423861888]13.2.1. Implications for TI reports
As discussed in the previous section, the 2013 report uses the full and improved methodology developed by Transparency International. The results suggest TI did improve their methodology and that the resulting score is a valid indicator connected with earnings management. This extrapolation reinforces the evidence of Healy & Serafeim (2012), which uses publicly unavailable TI data for a larger sample and finds anti-corruption reporting is not cheap talk, that TI scores are a valid measure. 
Another explanation for the higher relevance of the latest TI report is that companies learn and adopt to the increasing expectations of transparency. Even if the TI standard is achieved only in appearance, it is internalized by management. Learning theories suggest that management is now conscious of the issue, even if there is a dissonance between practice and norm. The big corporations in the sample are listed in the USA, where the regulations are very high. Big firms have the resources to be innovators and early adopters. They earn a competitive advantage for adopting anti-corruption practices, being prepared for new regulations on the matter. As my paper suggested, accounting standards are in incessant process of improvement and will eventually materialize into enforced regulations. Hence, these big companies manage their anti-corruption reports in the very competitive and regulated US market.  

[bookmark: _Toc423861889]13.2.2. Implications for the main paper question connection: Does ACR help in detecting EM?
The highly significant relation between ACR and EM found in this paper strongly suggests that the hypothesized connection between the two is real. However, the increased internal control, which one would expect as a consequence from the increased accountability and the new issues that management is involved in, seems to be irrelevant in curbing earnings management. The empirical results of this paper are in line with the utilitarian framework of PAT and with the self-serving opportunism of homo economicus. For the sample of most successful firms in the USA instrumental use of ACR is the norm, as expected by Friedman (1984), Jansen and Meckling (1976), and shown in Petrovits (2004), Prior et al. (2008) and Ferrero et al. (2014). ACR does not help in detecting EM.
[bookmark: _Toc423861890]13.3. Limitations & Future research      
Here I describe the limitations of this paper pertaining to its data, model and method, and present solutions and recommendations for future research.
The data limits the conclusion we can draw and decreases the external validity because of the small size of the sample. The sample selection limits the sample to only the biggest players listed in America. These companies follow the SOX and Dodd-Frank act among other regulations specific for US listed firms. The social and political environment, as discussed in the paper, is different for every country. To mend this problem future research should include companies with different market capitalization and from different countries. Cultural impact on EM and ACR and their relation is an interesting topic for future research that can explore the effect of diverse ethical, legal and economic circumstances. The inclusion of code and common law indicators and indexes for the enforcement of laws can control for the legal system impact. Other controls for culture like Geert Hofstede’s cultural dimensions can be used to control for society’s impact. Apart from the indirect socio-cultural influence on EM and ACR, company culture needs to be controlled for. While general ethics and culture indicators can be seen as mediator variables explaining the connection between EM and ACR, corporate culture control indicators are direct moderator variables. Future research should include corporate governance and CSR proxies capturing the enforcement and existence of corporate culture. 
Based on the expectations of the behavioral and learning theories I present in this paper, it would be interesting to follow how ACR scores move in time and when tested, by media allegations as in Healy and Serafeim 2012, or in any new way. The results in my research show, currently, an anti-corruption effort in appearance in the context of EM. How the TI index relates to EM in time would give insight into the socio-cultural development processes the company undergoes when exposed to new ethics.
The research is limited because of the survey methodology of the independent ACR variable, taken from the TI reports with questionable construct validity. Since the reports are not audited, as any survey, the TI report suffers from response bias. The results in Healy and Serafeim (2012) considerably increase the reliability of the TI index. However, more research has to be done, testing the measure, transforming it from anecdotal to a generally accepted one.  One other remedy for ACR plausibility is comparing countries with regulations on some of the issues inquired, to countries where reporting on the issues is completely voluntary.   
Limitations of the EM model for discretionary accruals, plague accounting research and have not currently been solved. EM literature suffers from misspecified models of low power Dechow et al. (2012). As I explain in this paper, the modified Jones model, is chosen because it is proven, not data intensive, clear and simple. The modified Jones model is also used in the literature used as empirical evidence and referenced in my paper. The DA model problem of extreme financial performance Dechow et al. (2012) highlights, is tackled using market control variables like the market-to-book ratio. Future research can include return on assets or equity, by sector, which would capture relative performance, as done in Kothari at al. (2005). Another way is using new proposed models like the one in Dechow (2012).
Finally, this paper looks at discretionary accruals and leaves out the other two types of earnings management. Following Kim et al. (2012), I use one of Roychowdhury (2006) measures to control for real earnings management (abnormal cash flows), thus including the possibility of firms substituting types of earnings management, as seen in Zhang et al. (2012). Future research should include more proxies for real operations management, like abnormal production costs and abnormal discretionary expenses. Beyond earnings management there is fraud and further research should include it as both a dependent and independent variable in the empirical model.
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Paper Summaries
	Paper 
	Paul Healy & George Serafeim
2012

	Object
	Sample
	Methodology
	Model controls
	Findings

	Determining if self-reported anti-corruption (AC) efforts are representative of real company effort. 
	“480 leading firms from Forbes’ March 2007 Global 2000, including the largest 250 listed companies, 107 companies from high-risk sectors, and 143 companies from the top 25 global exporting countries.” Companies are taken from the 2009 TI report on transparency in corporate reporting.
	OLS regression testing if high AC effort firms, have higher ensuing allegations of corruption. Independent variable is the residuals of the self-reporting model, used to determine abnormal effort. Prior allegations of corruption.
They test future AC efforts in geographic segments with high and low corruption.
Difference-in-difference test comparing performance for firms with high and low residual anti-corruption effort in high and low corruption geographic segments. 
	Industry, country of origin, US listing, past and future performance (three year ahead sales growth, ROE), weighted average host geographic segment corruption ratings, anticorruption enforcement (number of persecutions/share of world exports), industry cor. Risk (according to TI’s bribe payers index), Big 4, corruption enforcement actions against the firm, firm size, ownership structure, diversification, analyst 
following, forecast error, quality of accounting standards followed by the firm, country 
disclosure regulations 
	Firms with low AC effort have higher ensuing media allegations of corruption. These companies have higher growth in corrupt geographic locations, but a decreasing profitability offsetting the growth effect. High effort firms come from less corrupt states, riskier industries, operate in areas of stronger law enforcement, cross-list in the US, employ a big 4 auditor and have had a corruption enforcement action. Company self-reported AC efforts do reflect real endeavor in fighting corruption.

	Paper
	Hsiang-Lin Chih Chung-Hua Shen Feng-Ching Kang
2008
Corporate Social Responsibility, Investor Protection, and Earnings Management: Some International Evidence

	Object
	Sample
	Methodology
	Model controls
	Findings

	Determining the impact of corporate CSR on the quality of financial reports released to the public. Testing the impact different institutional variables and financial features have an impact on CSR reporting.
	1,653 corporations from 46 countries, period 1993-2002. Two groups are selected, FTSE4Good Global participants and FTSE All-World Developed index participants not part of the former index.
	The paper uses a regression of EM on CSR. Models for earnings aggressiveness1, loss avoidance2, and earnings smoothing3: EM1=1-Spearman correlation (change in accruals and change in OCF lagged by lagged total assets).
EM2=accr./TAt-1
EM3= (AQi-EQi)/ SDi, difference between actual and expected number of over the standard deviation of the difference
	Controls are total assets, market-to-book ratio, debt-to-equity ratio, anti-director rights index and legal enforcement index from (La Porta et al. 1998), big four auditor, GDP-per-capita, and the combined effect of CSR and the last three variables on EM.
	The connection between EM and CSR depends on the type of EM. The paper finds evidence that suggests CSR decreases practices of earnings smoothing, earning losses and decreases avoidance. CSR firms are involved in more earnings aggressiveness, but the effect is decreased in countries with strong legal enforcement.  

	Paper
	Andersen & Hong
	2011
	The Relationship Between Corporate Social Responsibility and Earnings Management: An Exploratory Study
	

	Objective
	Sample
	Methodology
	Models/ Controls
	Findings

	Exploring the connection between CSR and EM
	Non-financial US, KLD firms 1995-2005 with at least 8 years of data, for which accruals estimation is possible.
	OLS regression: σ(ε)t=b0+b1CSRt + b2LnOCt + b3Sizet + b4σ(Sales)t + b5σ(Cash)t + b6σ(NI)t + b7FreqNNIt + εt
	Length of operating cycle, deviation of sales, deviation of cash flow, st. dev of income, frequency of negative net income
	CSR firms have higher quality accruals and manage earnings through real operations less.

	Paper
	Kim, Park, Wier
	2012
	Is earnings quality associated with CSR?
	

	Object
	Sample
	Methodology
	Model/controls
	Findings

	Finding if CSR companies are different in their financial reporting
	US KLD firms 1991-2009, with their matching financial data in compustat. The sample consists of 18160 firm year observations.
	ANOVA EM/CSR, Linear regression with dependent variables: Modified Jones for DA, Roychowdhury for Real EM, sec enforcement actions for fraud, and KLD score for CSR.
	firm size, market-to-book ratio, adjusted ROA, big four auditor, leverage, equity offering, firm age, admired firm (according to Fortune), KLD governance score, R&D intensity, advertising intensity 
	CSR companies are less likely to use discretionary accruals and real EM, to be under SEC investigations

	
	Petrovits
	2004
	
	

	Object
	Sample
	Methodology
	Model controls
	Findings

	Answer if managers use corporate philanthropy to achieve financial reporting objectives
	Taking firms giving to private foundations from Taft Group’s Corporate Giving Directory, with three+ years of giving, with available Compustat data. Period 1989-2000, final sample size 321 companies.
	OLS regression with a dependent variable discretionary philanthropy payins to and independent variable payouts from corporate sponsored private foundations.
	Payins, and payots, end of year corporate foundation’s net asset values, marginal tax rate, return on assets, the sum of investment income, excise taxes, administrative expense and any other nonparent transfers to the foundation 
	Companies can control expenses on the income statement by timing donations to corporate sponsored private foundations. Companies create cookie jar reserves and increase giving in order to decrease magnitude of income increases. Companies with stronger market equity incentives (winning streaks) do more so. 

	Paper
	Diego Prior, Jordi Surroca and Josep A. Tribó
	2008
	Are Socially Responsible Managers Really Ethical? Exploring the Relationship Between Earnings Management and Corporate Social Responsibility
	

	Object
	Sample
	Methodology
	Model controls
	Findings

	Explores the connection between EM and CSR, concentrating on the use of CSR as a manager entrenchment strategy
	“archival data from a multi-national panel sample of 593 ﬁrms from26 countries between 2002 and 2004” CSR proxy is from the Sustainable Investment Research International Company (SiRi)
	OLS regression of CSR on EM. OLS regression of financial performance on CSR and EM. DA/NDA accruals estimated using Kothari (2005) model.
	CSR, EM, size, leverage, risk (β), entrenchment dummy(1, manager ownership 21-81%), ownership concentration, ownership structure, institutional ownership, R&D intensity, cash-flow-to-total-assets
	Positive connection between EM and CSR. The connection is stronger where stakeholder activism is more pronounced. Negative combined effect of CSR and EM on financial performance.

	Paper
	Ferrero et al.
	2014
	Corporate Social Responsibility as a Strategic Shield Against Costs of Earnings Management Practices
	

	Object
	Sample
	Methodology
	Model controls
	Findings

	Examining CSR as a tool managers use against the negative perception of EM
	1757, publicly listed companies from 26 countries in the period 2006-2010, CSR proxy is from the Ethical Investment Research Service (EIRIS)
	“Generalized Method of Moments (GMM) estimator on the panel data to analyse the effect on cost of capital and use Logit models for Corporate Reputation.” Cost of capital proxy PEG ratio = price earnings ratio/short-term earnings growth. Corporate reputation is taken from Fortune Index (dummy)
	rPEG = square Root[(EPS5-EPS4)/P0], DA are found using the modified Jones model, following La Porta et al. (1998), dummy variables for: code/common law country, higher than median anti-director rights, higher than median law enforcement. An institutional index for the context of CSR; size, leverage, risk, R&D intensity, liquidity (current Assets – current liabilities, industry dummies. 
	EM leads to higher cost of capital. CSR has positive effect on cost of capital, reinforced by EM, suggesting the market cannot determine if CSR is used to hide EM. “The shielding effect does not work in countries that have strong commitment to CSR and it is expected.”
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