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Abstract 
We argue that socially responsible firms maintain a social capital and 

regularly demonstrate this via impactful public disclosures. By using a 

sample of 1218 US firms from 2000 to 2012 and a dynamic panel 

model, we investigate whether socially responsible firms, based on 

higher scores on corporate social responsibility (CSR) index, gain the 

higher trust of external auditor as reported in their public opinion. The 

empirical findings hint towards the existence of a social capital that 

CSR firms attempts to protect while preparing their financial report 

and in the process earns higher auditors’ ratings as compared with less 

socially responsible firms. 

 

Keywords: CSR, PCA, Auditor’s Opinion, Dynamic Panel Data Model 

 

I. Introduction 
 This paper explores whether socially responsible firms are any better in accurately 

presenting their financial results. Our main argument is that being a corporate socially 

responsible (CSR) firm does not imply a ‘show-off’ via charitable donations to certain 

social causes rather, it is more about adhering to a more socially conscious behavior 

whereby firms proactively seek to address concerns ranging from corporate governance 

to environmental, employee relation to managerial diversity and product quality. By 

doing so, CSR firms develop a social capital. We take this argument a bit further and ask 

whether CSR firms act responsibly and do not engage in dishonest, deceitful, and 

fraudulent practices while delivering their financial reports. If it is the case, this must be 

reflected through the publicly available auditors’ opinion.  
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 One of the most important functions of external auditors is to provide a fair, 

unbiased and independent opinion about the quality and accuracy of financial reporting of 

audited firms. Since both internal and external stakeholders of firms use the audited 

financial statements for the decision-making, therefore, there is a need for the accuracy 

and credibility of financial reporting. Linking this argument with our earlier discussion 

that firms with superior CSR track record maintain a transparent and accurate financial 

reporting system and thus not only earn the trust of internal and external stakeholders but 

also earn the highest of the auditor’s trust in their financial reporting as reflected by the 

auditors’ opinion.  

 

 Figure 1 illustrates how the financial reporting cycle of socially responsible firms 

differs from that of socially irresponsible firms and its ultimate impact on the auditors’ 

opinion. The conceptual framework shows that CSR-oriented firms have highly 

responsible reporting practices, which earn the high trust of auditors. 

 

 Rest of the paper is arranged as follow:  the next section reviews existing literature 

and develops the hypothesis for empirical investigation. Section 3 describes the empirical 

methodology and explains the list of covariates for the study. Data sources and 

descriptive statistics are provided in section 4. Estimation results are reported in section 5 

while section 6 concludes the paper. 

 

Figure 1: Conceptual framework of linkage between CSR and auditor opinion. 

 
 

II. Literature Review 
 The theoretical literature on the CSR activities asserts that socially responsible 

firms comply to a stronger set of superior business practices in a socially cautious manner 

to benefit a broader set of stakeholders (Carrol, 1999). Jenkins (2004) suggests that CSR 
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firms achieve their commercial goals in a way that honor ethical values and respect 

people and communities. Similarly, Morsing (2006) argue that business success is 

dependent upon, to a certain degree, the support from and collaboration with different 

stakeholders' clusters. Cho et al., (2013) provided evidence that the level of engagement 

in CSR activities helps reduce information asymmetry. Similarly, by using an event study 

methodology with a sample of firms from CDP Korea for the period 2008-2009, Lee et al 

(2015) provided evidence that voluntary disclosure related to environmental CSR affect 

the stock price movement.  

 

 Healy and Palepu (2001) argue that financial reports are used to provide 

information about the financial position and relevant disclosures to other stakeholders 

including investors. And according to Fieseler (2011) the disclosure of engagement in 

CSR activities may further improve the flow of firm-specific information to outsiders 

thus mitigating information asymmetry and portray a better image of the firm as a 

responsible corporate citizen. Gelb and Strawser (2001), in their emperical study, found 

that companies that are engaged in socially responsible activities provide better and/or 

extensive disclosures than do companies that are less focused on advancing social goals. 

Kim et al., (2012) while comparing the financial reporting of CSR firms with other firms 

found that CSR firms are less likely to engage in earning management, manipulate real 

operating activities and be a subject to regulatory investigations. Similarly, Chen et al. 

(2012)  found that auditors may perceive lower audit risk with CSR firms and may charge 

a lower fee as compared with similar socially irresponsible firms.  Furthermore, Lanis 

and Richardson (2012) and Watson (2011) showed that socially responsible firms show 

lower tax aggressiveness as compared to socially irresponsible firms. Tighter controls on 

accruals and real earning management with lower tax aggressiveness in financial 

reporting practices of socially responsible firms signal the ethical and responsible 

financial reporting.  

 

 Elias (2002) studied earning management ethics among accountants and suggest 

that ethical interpretation of earning management is different based on the belief of 

accountant towards CSR. They suggest that accountants who believe CSR as a short-term 

profitability tool rated earning management softly. On the contrary, accountants who take 

CSR as a long-term image-building tool consider earning management ethically wrong 

and rated harshly. Since earning management can be one of the ways for reporting 

manipulations, we can relate these findings with our argument that if managers take CSR 

as a long term image-building tool they will provide the free and fair view in their 

financial reporting to obtain an unqualified auditor opinion. 

  

 Market participants view auditor's reports as an indicator of quality/accuracy of 

financial information contained in the financial reports and may consider auditors' 

opinion as a pricing factor. An earlier study of Choi and Jeter (1992) have found that 

audit reports have a potential impact on market responsiveness to earning by adding noise 

or reducing persistency of reported earnings. Herbohn et al. (2007) studied Austrailian 

listed firms from 1999 to 2003 and found evidence that audit reports are perceived and 

priced by markets hence fulfill an attestation function and confirming the deteriorating 

financial condition of the firm. 
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 Lee (1972) argues that most important task of an external auditor is to increase the 

credibility of financial reports generated by internally produced accounting information. 

if accounting information is not ‘clean' and is found manipulated by agents, auditors have 

a duty to provide an independent opinion over the quality of financial reporting. In the 

words of Flint (1988), auditing is ‘a social control mechanism for securing 

accountability'. 

 

III. Empirical Methodology 
 To investigate impact of CSR on auditor's trust, we use the system GMM estimator 

proposed by Arellano and Bond (1991). The dynamic panel data model takes the form of; 

 

                                             (1) 

 

 where  ADTRit is index of auditor trust if firm i in year t. CSRit is an index of 

engagement in CSR activities for firm i at time t. Xit is a vector containing all the 

exogenous variables.     is unobservable firm-specific effect and              is the 

error term. Coefficient    measures mean score of ADTRit when all the other variables 

are zero,    captures dynamic nature of auditor trust and speed of persistence.   show the 

marginal impact of CSR on auditor trust. GMM estimator proposed by Arellano and 

Bond (1991) is preferred over OLS model because of its ability to deal with possible 

firm-specific omitted variables bias, endogeneity and simultaneity problems of 

explanatory variables, persistency of dependent variable and firm-specific heterogeneity 

(Boubakri et al., 2009). For this investigation, we developed following covariates. 

 

A. Auditor’s Trust (ADTRit) 

 To reflect the trust of external auditor in the financial records of the reporting 

firms, we use a continuous variable ADTRit that is logistically transformed based on 

opinion category plus one. The external auditors' opinion are categorized into four main 

groups where opinions are ranked based on the auditors' satisfaction of financial record 

and is equal to four if opinion is unqualified, three if unqualified with explanatory 

language, two if disclaimer or no-opinion, and one for the qualified opinion. The higher 

category will reflect the greater auditor's confidence.   

 

B. Corporate social responsibility (CSRit) 

 In recent literature, an additive index of strengths and weaknesses is used as a 

proxy to determine the level of CSR activities among non-financial firms.
1
 Under this 

method, a CSR score is obtained by subtracting the cumulative concerns score from 

cumulative strengths score of each company. However, additive CSR scores are biased in 

terms of the number of indicators in every aspect therefore Deng et al., (2013) proposed 

adjusted CSR scores dividing the cumulative raw score by the number of aspects in each 

indicator as below:  

 

         
                  

                        

 
      

                  

                      

 
     (5) 

                                                           
1 See for example Oikonomou et al., (2012); Godfrey (2009); Bae et al., (2011); Verwijmeren and Derwall 
(2010); and Ghoul et al., (2011); used an index of CSR activities build on the additive rule. 
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 Although, the revised methodology provides the relative performance of CSR 

firms but still not address the magnitude of the difference between firms their CSR 

scores. To address this concern we used a principal component analysis (PCA) approach 

for the construction of the CSR index. The PCA approach is preferred as it assigns 

weights to each component based on the relative correlation, it not only provides the 

relative performance matrix but also explains the maximum variation (Goss and Roberts, 

2011).  

 

 For principal component analysis, we used the algorithmic approach of Cutter et 

al., (2003) on the standardized data as proposed by Schmidtlein et al., (2008)
2
. After 

standardization of data, we applied PCA that provided the orthogonal components which 

are linear combinations of all the input variables. The first component is a linear 

combination of all the variables which explain maximum variation. The second 

component contains second maximum variation and so on. For selection criteria, we used 

Kaiser Criterion to select a parsimonious subset of components. There are three methods 

available to construct a single index from selected components. The first component can 

be used as the final index as it explains maximum variation in the input variables (Goss 

and Roberts, 2011). Second, an index can be constructed by using equal weights to 

selected components. Third, an index from PCA is constructed by giving weights to each 

of the selected components according to the proportion of their explanatory power. We 

provide estimation results using all five methods of CSR index calculations.  

 

C. Other Control Variables 

 Based upon existing literature we controlled for firm size (Ireland, 2003; 

Ziegenfuss, 1996; Beasley et al. 1999), market Growth (Raoli, 2013), profitability 

(Loebbecke et al., 1989; Summers and Sweeney, 1998; Spathis et al., 2003), and firm risk 

(Ireland, 2003). We used log of total assets (SIZEit), market value of equity to the book 

value of equity (MBit), net income to total assets (ROAit). and leverage (LEVit) and 

systematic risk (BETAit) as covariates for these control variables respectively. We also 

control for financial (Fcrisis taking the value of one for the period 2007-08 and zero 

otherwise) and dotcom crisis (Icrisis takes the value of one for time  period 2001-02 and 

zero otherwise) because such an extreme events are non-normal time periods and can 

affect almost every aspect of a firm. 

 

IV. Data sources and descriptive statistics  
 The sample is comprised of annual data from all the non-financial firms reporting 

on the KLD Research and Analytics (KLD) database from 2000 to 2012.  KLD database 

provides CSR related data for the US companies in thirteen dimensions of CSR: 

community, diversity, governance, employee relations, human rights, environment, 

product (data is in the form of strengths and concerns), alcohol, gambling, firearms, 

military, tobacco, and nuclear power (dichotomous variables with score one, if the 

company is involved in any of the above businesses and zero otherwise). 

 

 We developed a socially responsible index by using first seven aspects after 

excluding firms from the banking and insurance industries due to their regulated natures.  

                                                           
2 Data standardization is highly recommended due to its sensitivity with input variables (Schmidtlein et al., 
2008). 
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Annual financial statement data and daily stock price data is obtained from DataStream. 

Data on auditors’ opinion is obtained from Audit Analytics
3
. After matching financial, 

stock price data and auditor opinion's data, the final sample consists of 1,218 firms.  As 

our sample has large positive or negative outliers we winsorized its covariates at the 1st 

and 95th percentile of their respective distributions.  To avoid the survivorship bias entry 

into, and exit from, the sample was not restricted. 

 

 Table 1 reports the descriptive statistics for variables used in this study.  The mean 

score of auditor trust is 1.17 with standard deviation of 0.45. The mean of CSR, based on 

simple additive scores (CSRraw and CSRadj), are negative.  While the average CSR using 

the PCA method is much smaller it reflects similar variations suggesting a diversity of 

CSR practices within the sample.  The lower CSR scores based on the PCA method 

confirms the suitability of using the PCA approach for the computation of CSR indices. 

Table 1 describes the covariates used for empirical estimations based on a sample of non-

financial US firms reporting in the KLD Stat for the period from 2000 to 2012. 

 

Table 1: Descriptive statistics 

 

 Among other control variables, size of firm (SIZEit) has a mean value of 7.55 and 

ranges from 2.11 to 13.35. The average of market multiples (MBit) stands at 2.86 

suggesting that most companies are trading at higher multiples than the book value of 

their equity.  On average, firms in the sample have leverage (LEVit) of about 14% ranging 

from no long-term liabilities to 59% long-term liabilities as compared with the sum of the 

book value of liabilities and market value of equity. 

                                                           
3 Audit Analytics is a comprehensive database on auditing and has been used in academic literature. See for 

example Comment (2015), Liu et al., (2015) and Lee, (2015) among others.  
Online: http://www.auditanalytics.com/ 

Variable Definition Obs. Mean 
Std. 
Dev. 

Min Max 

ADTRit Auditor Trust Index 12629 1.1771 0.4576 0.6931 1.7918 

CSRRit 
Corporate Social Responsibility-Raw 

score 
12629 -0.4261 2.5956 -7 9 

CSRAit 
Corporate Social Responsibility-

Adjusted score 
12629 -0.1716 0.6501 -1.6667 2.5 

CSRFit 
Corporate Social Responsibility-First 

component of PCA 
12629 -0.0021 0.941 -2.6287 3.7037 

CSREit 
Corporate Social Responsibility-
Equally weighted components of 

PCA 
12629 0.0027 1.3333 -5.1419 3.4616 

CSRWit 
Corporate Social Responsibility- 
Weighted components of PCA 

12629 0.001 0.6658 -2.5413 1.7683 

SIZEit Size of Firm-Log of Total Assets 12612 7.5454 1.5646 2.1107 13.348 

LEVit Leverage 12578 0.1397 0.1367 0 0.588 

ROAit Return of Asset 12624 0.0275 0.1524 -4.5831 1.9133 

BETAit 
Systematic Risk using Market Model-

S&P500 as benchmark 
12629 0.9129 0.4014 0.0475 2.1188 

MBit Market to Book Ratio 12582 2.863 3.1166 -7.352 19.645 

DACit 
Discretionary Accruals through John 

Model 
11229 0.0001 0.1004 -2.9602 1.1666 
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 A lower leverage ratio reflects the conservative nature of the sample firms.  This 

can be confirmed with the level of systematic risk assumed by the sample firms as 

measured by the BETAit.  On average, firms in the sample have a BETAit of 0.91 which 

shows that systematic risk of firms is very close to market risk.  Firms in the sample on 

average have profitability, measured by return-on-assets (ROAit), of 3%. 

 

 Table 2 shows the correlation matrix of all the variables except dummy variables.  

CSRit and ADTRit have a positive correlation irrespective of the CSR measure used.  The 

correlation matrix provides a crude indication that firms with better CSR scores do 

responsible reporting and get higher scores on auditor’s trust.  The signs of other control 

variables are generally in line with expectations.  SIZEit and LEVit are negatively 

correlated with ADTRit, while ROAit, MBit, and BETAit are positively correlated with 

ADTRit. Table 2 shows the correlation between the covariates used for empirical 

estimations based on a sample of non-financial US firms reporting in the KLD Stat for 

the period from 2000 to 2012. 

 

Table 2: Correlation Matrix 

 

 The descriptive statistics and correlation matrix provides support for our 

hypothesis but these are univariate analysis and does not control for other factors hence 

require further investigation.  The next section provides a discussion on the empirical 

results obtained from the model developed in section three.  

 

V. Empirical estimations and results 
 This section reports the estimation results for the empirical model as developed in 

Equation (1) on the impact of engagement in CSR activities on auditor’s opinion on 

financial reporting. Table 3 reports the estimation results based on five alternative CSR 

measures: unadjusted (Raw) CSR, adjusted CSR, first component PCA CSR, equally 

weighted PCA CSR and weighted average PCA CSR in Panels A to E respectively. All 

the models from Panel A to E are statistically significant as their Wald Test χ
2
 values are 

high enough to be significant at 1 percent level of significance. 

 

Table 3: Estimation results of equation (1) using the System GMM Dynamic Panel 

Data model 
VARIABLES (1) (2) (3) (4) (5) 

CSRRit CSRAit CSRFit CSREit CSRWit 

ADTRt-1 0.255
***

 0.240
***

 0.247
***

 0.240
***

 0.240
***

 

 
ADTRit CSRRit CSRA,it CSRFit CSREit CSRWit SIZEit LEVit ROAit MBit 

CSRRit 0.08 1.00 
        

CSRA,it 0.12 0.91 1.00 
       

CSRFit 0.12 0.94 0.87 1.00 
      

CSREit 0.21 0.60 0.63 0.70 1.00 
     

CSRWit 0.21 0.63 0.66 0.73 1.00 1.00 
    

SIZEit -0.10 0.21 0.14 0.15 -0.28 -0.26 1.00 
   

LEVit -0.07 -0.12 -0.08 -0.12 -0.13 -0.13 -0.06 1.00 
  

ROAit 0.02 0.07 0.06 0.06 -0.01 0.00 0.28 -0.17 1.00 
 

MBit 0.01 0.11 0.08 0.10 0.03 0.03 0.22 -0.21 0.09 1.00 

BETAit 0.08 -0.12 -0.09 -0.09 0.14 0.13 -0.41 0.03 -0.22 -0.08 



1052      Pakistan Journal of Social Sciences Vol. 36, No. 2 

(0.0170) (0.0169) (0.0170) (0.0170) (0.0170) 

CSRit 
0.0318

***
 0.117

***
 0.106

***
 0.0836

***
 0.166

***
 

(0.00287) (0.00901) (0.00774) (0.00566) (0.0112) 

MBit 
-0.00480

*
 -0.00444 -0.00435 -0.00396 -0.00396 

(0.00273) (0.00272) (0.00271) (0.00266) (0.00266) 

SIZEit 
-0.0475

***
 -0.0531

***
 -0.0513

***
 -0.0551

***
 -0.0552

***
 

(0.0149) (0.0149) (0.0149) (0.0148) (0.0148) 

LEVit 
0.359

***
 0.321

***
 0.313

***
 0.291

***
 0.291

***
 

(0.105) (0.105) (0.105) (0.105) (0.105) 

BETAit 
0.0536

**
 0.0475

**
 0.0529

**
 0.0482

**
 0.0483

**
 

(0.0232) (0.0231) (0.0231) (0.0229) (0.0229) 

ROAit 
0.0259 0.0364 0.0240 0.0203 0.0207 

(0.0558) (0.0554) (0.0553) (0.0545) (0.0545) 

Icrisis 
-0.134

***
 -0.126

***
 -0.125

***
 -0.143

***
 -0.141

***
 

(0.0178) (0.0178) (0.0179) (0.0180) (0.0180) 

Fcrisis 
-0.248

***
 -0.253

***
 -0.243

***
 -0.238

***
 -0.238

***
 

(0.0112) (0.0112) (0.0113) (0.0114) (0.0114) 

Constant 
1.226

***
 1.302

***
 1.255

***
 1.299

***
 1.300

***
 

(0.122) (0.122) (0.122) (0.121) (0.121) 

Observations 9,886 9,886 9,886 9,886 9,886 

Number of Firms 1,218 1,218 1,218 1,218 1,218 

Wald χ
2
 Test 2080

***
 2144

***
 2085

***
 2096

***
 2095

***
 

Data is from 2000 to 2012. Variable definition provided in Table 1. The dependent variable is ADTRit is dependent variable 

capturing auditor trust. Model 1 through 5 use five alternative CSR measures as provided in the row beneath the model 

numbers. Icrisis is dummy for dotcom bubble crisis; Fcrisis is dummy for the global financial crisis. *** p<0.01, ** p<0.05, * 

p<0.1. 

 

 Among the most notable results, the coefficient of CSR is positive and significant 

irrespective of the CSR measure used. More precisely, interpretation of coefficient of 

Raw CSR with value 0.0318 show that one unit increase in Raw CSR score increase the 

Auditor Trust score by 3.18%.  CSR constructed using different index building technique 

show greater magnitude, which validate the argument that to analyze financial 

implications of CSR special care is required in index building. Overall significance of all 

the measures of CSR validates our hypothesis that as firms' management engages in CSR 

activities it adopts responsible practices which result into increased auditors trust. These 

results are in line with Chen et al. (2012) who found that firms with higher CSR 

performance are less likely to get going concern opinion from auditor. 

 

 Among control variables, SIZEit has significantly negative coefficient with 

auditors’ trust indicating that larger firms lack auditors trust on financial reporting. These 

results are in line with Ziegenfuss (1996) and Beasley et al. (1999). These findings also 

personify the independence of auditors as these results are in contrast with switching 

threat argument which questions the independent opinion of the auditor. 

 

 Risk parameters LEVit and BETAit show positive and significant coefficient 

indicating that riskier firms try to save themselves from further market punishment by 

improving their reporting quality and gain positive opinion from the auditor.  Our results 

show that profitability measured by ROAit does not have any significant effect on auditor 

opinion. Both crisis dummies are significantly negative suggesting that dot com and 

financial crisis harmed to overall reporting practices of firms resulting into strong 

negative opinion from auditors. 
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 Our results on the association of engagement in CSR activities and possible 

auditors' opinion validate the ethical interpretation of earning management as provided by 

Elias (2002) suggesting that  people who take CSR as long term image building tool rate 

earning management very harshly. Our findings provide the empirical test on real firms 

level data stating that managers do not use CSR for short term gains instead they 

incorporate responsible behavior in their business practices and improve their financial 

reporting. 

 

A. Robustness Testing 

 To further confirm our results, we used an alternative dependent variable: earning 

management (DACit) in place of auditors' opinion. Since earning management is one of 

the many reasons which can affect auditor opinion so it would be worthwhile to study 

whether earning management is affected by the engagement in CSR-related activities. 

We develop a proxy for the earning management following John (1991) using the 

discretionary accruals as per below:  

 

      
     

       
    

 

       
       

        

       
       

      

       
        (6) 

 

 Here ACit is total accruals, TAit stands for total assets,       is change in sale, 

       is property plant and equipment, Nondiscretionary accruals are gauged by 

estimating coefficients; 

 
       

       
    

 

       
        

        

       
 

       

       
       

      

       
   (7) 

 

 Where         represents nondiscretionary accruals and         is change in 

receivable. Discretionary accruals are then estimated by subtracting equation (7) from 

(6); 

 
      

       
 

     

       
 

       

       
  (8) 

 

 Estimation results based on DACit as dependent variable are reported under model 

1 in Table 5 using a GMM based dynamic panel model. For brevity, we reported 

estimation results based on Raw CSR measure (CSRRit). We found CSR is negatively 

affecting discretionary accruals which verify the direction of relationship, but this impact 

is not significant. 

 

 Table 5: Showing results using the GMM system under panel data estimation 

VARIABLES DAC 

ADOPt-1/DACt-1 
0.0581

***
 

(-0.0193) 

CSRRit 
-0.0002 

(-0.0004) 

MBit 
0.00029 

(-0.0006) 

SIZEit -0.0059 
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Data is from 2000 to 2012. Variable definition provided in Table 1. The dependent variable is Discretionary Accruals (DACit ). 

Raw CSR measure has been used as dependent variable. *** p<0.01, ** p<0.05, * p<0.1. 

 

VI. Conclusion 
 The participation in CSR related activities is not merely a charitable giving instead 

it has been treated as a social capital by firms involved in these activities. This paper 

examines whether management of CSR firms comply with highest standards of financial 

reporting, measured by the auditor’s trust. The empirical findings suggest that as firms 

involve in socially responsible activities their score on auditor's trust index increases. 

These findings are in line with existing literature that suggests that auditors issue less 

going concern opinions to socially responsible firms. Also, these findings are in line with 

Elias (2003) who studied ethical interpretations of earning management by accountants 

and found that accountant who considers CSR as long term image building tool rated 

earning management harshly and considered it unethical. These findings remained robust 

to different measures and econometric models.  

 

 These findings hint towards the existence of a social capital that CSR firms 

attempts to protect while disclosing public information and maintaining higher auditors’ 

ratings. This highlights some potential benefits to investors, management and accounting 

professionals. Investors may consider the information of a CSR firm more reliable. 

Management can use the engagement in CSR activities as a mechanism to reduce 

information asymmetry. Furthermore, this study shows that CSR firms conform to the 

higher standards and in the process grow their social capital. 
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