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The Effect of ESG Controversies on Earnings Management: Evidence from the German and Italian Stock Exchange
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The paper aims to invetigate whether ESG controversies influence the use of earnings management among firms listed on the German and Italian stock exchange, and whether the firms’ ESG performance moderates this relationship. A detailed literature review about earnings management and the ESG controversy score’s effect on the firm value describes the thought process behind the assumption that ESG controversies give rise to earnings manipulation. With data from 153 listed firms collected from Refinitiv Eikon database for the time period between 2018 and 2022, the research hypotheses were tested by using a fixed effect panel regression model which also incorporated the fact that firms with different ESG performance might react differently with their earnings management practices to being involved in a controversy. The hypothesis about the controversies’ effect on earnings manipulation was partially accepted. When considering the ESG performance and the countries’ effect, the results show that if the companies’ ESG performance is relatively low, they tend to use income decreasing manipulation to worsen their current year’s earnings and thus make the next year’s performance seem better. However, the effect was not found to be significant for firms performing well in terms of ESG. This could possibly mean that they have a better reputation, the stakeholders put more trust in them, so they do not need to resort to earnings manipulation methods to compensate for the possible negative effects controversies could have on the firm value. To make well informed financial decisions considering non-financial data, such as being involved in an ESG controversy, plays a crucial role. While there have been number of research on ESG’s effect on earnings management, up to my knowledge the effect of controversies has not been examined yet. By closing this research gap, the results could encourage investors and auditors to especially watch out for firms which have been involved in ESG related controversies.



