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Abstract

This study provides an extensive critical review of the theoretical perspectives applied on
corporate social responsibility (CSR) disclosure literature. From a CSR standpoint we review
and discuss, in detail, legitimacy theory, stakeholder theory, social contract theory, and
signalling theory to identify the situations that suit each of these perspectives. The findings
show that there is no universal theory applicable on corporate social responsibility disclosure
for all situations or societies. While legitimacy theory suggests CSR disclosures are part of a
process of legitimation, stakeholder theory offers an explanation of CSR accountability to
stakeholders. Legitimacy theory seems to be more suitable for organizations working in
developed countries, on the other hand, stakeholder theory appears to be most suitable for
organizations working in developing countries; where a corporation can manage its
stakeholders and the pressure to comply with existing legislation is less as compared to the
developed countries. Social contract theory is appropriate for developed/emerged economies,
as CSR disclosure exists due to an implicit social contract between business and society,
which implies some indirect obligations of business towards society. Signalling theory will
suit a situation where firms are competing for resources. A firm willing to demarcate from
other firms will engage in more CSR practices. It is also important that the signal reaches the
target audience by reporting on CSR.
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1. Introduction

Research on social and environmental disclosures has flourished over the past years with
reporting on corporate social responsibility (CSR) information now considered to be an
important component, complementing financial reporting to reduce information asymmetry.
A significant body of evidence across business research disciplines examines questions such
as which types of firms engage in CSR, and how CSR shapes firm decisions and outcomes
(Huang and Watson, 2015). There is an array of empirical research on CSR ranging from the
effect of particular events on CSR disclosures (Mahadeo et al. 2011, Rashid, 2011; Deegan et
al., 2002; Deegan et al., 2000) to the determinants of CSR disclosures (Ntim and Soobaroyen,
2013; Khan, 2010). Yet to our knowledge there is no recent, broad review of theoretical
perspectives, which can be used to explain the disclosure of CSR information.

According to Deegan (2013), different researchers can study the same phenomenon using
alternate theoretical perspectives. Consequently, a novice researcher is sometimes confused
as to which theory to use. Additionally, there is also a lack of guidance on theories to be used
for a particular study. Therefore, this paper enlightens the CSR investigators to apply the
proper theory in the appropriate situation. Previous studies covered theories linked to
voluntary disclosure research (Omran and El-Galfy 2014; Junior et al., 2014, Van der Laan,
2009). Research on voluntary disclosures looms large including topics such as corporate
strategy, financial review, segmental information, sustainability reporting, CSR reporting,
climate change, internet financial and non-financial reporting, corporate governance
disclosures, to name a few. We narrow our research on theories used to explain CSR
disclosures. We contend that not all theories applicable to voluntary reporting literature can
be used to explain social and environmental reporting. Junior et al. (2014) assert that different
types of information are directed towards different users, for instance, strategic and financial
information are set for investors while non-financial information are the target of other
stakeholders and investors. As a result, the theories used will depend on the type of
information disclosed. Furthermore, social and environmental information is arguably
non-financial in nature and cannot be explained by the same theories that focus on forward
looking and financial information.

The rest of the paper is organized as follows. Section two provides a review of literature
based on concepts and models of CSR. Section three discusses and reviews CSR theories,
followed by findings of the study.

2. Literature review
2.1 CSR concepts
CSR has been defined in different ways through previous CSR literature. According to
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Bowen (1953), social responsibilities refer to “the obligation of businessman to pursue those
policies, to make those decisions, or to follow those lines of action that are desirable in terms
of objectives and values of our society”. Carroll (1979) argues that the social responsibility of
business encompasses economic, legal, ethical and discretionary expectations that society has
of organizations at a given point in time. This approach encompasses a whole range of
responsibilities of a firm. CSR is about how firms manage business operations to produce
positive impact on society. Consequently, firms need to account for the quality of their
management (both in terms of people and process) and the nature of and quantity of their
impact on society in various areas (Baker, 2004). An organization needs to define its role
within the society and implement the necessary ethical, responsible, legal, and social
standards (Lindgreen et al., 2008; Lichtenstein et al., 2004). Therefore, an organization has an
obligation to consider the interests of customers, employees, shareholders, communities and
ecological considerations in all aspects of their operations (Gokulsing, 2011; Gossling and
\ocht, 2007).

Kotler and Lee (2005) identify six major initiatives under which most CSR related activities
fall generating a positive impact on the firm. Firstly, corporations provide funds, in-kind
contributions or other corporate resources to build awareness and concern for social cause or
to support fundraising, participation or volunteer recruitment for a cause. Secondly,
corporations commit to donating a percentage of revenues to a specific cause based on
product sales. Thirdly, corporations support the development and/or implementation of a
behavior change campaign intended to improve health, safety, the environment or community
well-being. Fourthly, corporations directly contribute to charity or causes in the form of cash
donations and/or in-kind services. Fifthly, corporations support and encourage retail partners
and/or franchise members to volunteer their time to support local community organizations
and causes. Finally, corporations adopt and conduct discretionary business practices that
support social causes to improve community well-being and protect the environment.

2.2 CSR models

Carroll (1991) makes a distinction between different kinds of organizational responsibilities.
This distinction is referred to as a firm’s “pyramid of CSR” (see Figure 1 below).

Philanthropic
responsibilities

Be good
corporate
citizen

Be ethical

Ethical Obligation to do
responsibilities [what is right and
fair, avoid harm

Obey the law
Law is society’s codification
of right and wrong

Legal
responsibilities

Be profitable
The foundation upon
which all others rest

Economic
responsibilities

Figure 1. Carroll’s (1991) CSR Pyramid

The pyramid implies a hierarchy of responsibilities moving from economic and legal through
more socially oriented ones of ethical and philanthropic responsibilities. Carroll (1991)
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argues that business institutions are basic economic units in society and have a responsibility
that is economic in nature or kind. The economic responsibility is the most fundamental
responsibility of a firm, which reflects the essence of a firm as a profit-making business
organization. Economic responsibility implies that society expects business to produce those
goods and services demanded and make a profit as an incentive or reward for the business’
efficiency and effectiveness. The legal responsibilities entail expectations of legal compliance
and playing by the “rules of the games”. From this perspective, society expects business to
fulfil its economic mission within the framework set forth by the society’s legal system
(Jamali et al., 2008). Crane and Matten (2007) further add that all companies attempting to be
socially responsible are required to follow the law.

A\ Macrothll'lk International Journal of Accounting and Financial Reporting

According to Schwartz (2011), the ethical responsibilities embody those standards, norms or
expectations that reflect a concern for what consumers, employees, shareholders and the
community regards as fair, just or in keeping with the respect or protection of stakeholders’
moral rights. Therefore, society expects corporations to act ethically towards its stakeholders
(Crane and Matten, 2007). Philanthropic responsibilities represent the smallest layer of the
pyramid, involve the corporation’s willingness to enhance the quality of living of their
stakeholders through charitable donations and organizational support that are entirely
voluntary and seen as desirable by society. The philanthropic responsibilities are sometimes
on the same level as ethical. However, the difference is that it is not seen as unethical
behavior if business does not contribute their money to humanitarian programs (Carroll,
1991). Schwartz and Carroll (2003) highlight certain limitations in Carroll’s (1991) CSR
pyramid. Firstly, the pyramid suggests a hierarchy of CSR domains whereby one may
conclude that the domain at the top is more important than the domain at the base. This is
clearly not the kind of CSR priorities that Carroll intended in her CSR pyramid. Secondly, the
pyramid framework cannot fully capture the overlapping nature of CSR domains. Therefore,
they propose an alternative approach to conceptualize CSR— a three domain model (economic,
legal, and ethical responsibilities).

Purely ethical

Economic/
ethicalilegal

Purely

>

Economic/legal

Figure2. Three domain model of CSR (Doherty et al., 2009)

The Venn model framework yields seven CSR categories from an overlap of the three core
domains. However, the exception with this model is that the philanthropic category, if exist,
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is subsumed under the ethical and/or economic domains. Figure 2 illustrates the Venn model
framework originated from Schwartz and Carroll (2003). In a review of CSR in developing
countries,

Visser (2006) bases himself on the empirical studies undertaken by Pinkston and Carroll
(1996), Edmondson and Carroll (1999), and Burton et al. (2000) to underline the fact that
culture may have an important influence on perceived CSR priorities. As such, the widely
accepted Carroll’s (1991) pyramid is revisited in the context of developing countries as
shown in Figure 3.

Adopt voluntary codes of

Ethical governance & ethics

Responsibilities

Ensure good relations
with government officials

Responsibilities
_______________________________ Set aside funds for
corporate social /

community projects

Philanthropic
Responsibilities

Provide
investment, create
jobs & pay taxes

Economic
Responsibilities

Figure 3. CSR pyramid in developing countries (Visser, 2006)

Visser (2006) contends that the order of CSR layers in developing countries differs from
Carroll’s (1991) classic pyramid. In developing countries, even if economic responsibilities
still get the most emphasis, philanthropy is given the second highest priority followed by
legal and ethical responsibilities. This is explained partly by the traditional attachment to
philanthropy by the fact that it is most direct way to improve living conditions in their
immediate surroundings and also by a traditional culture of fatalism, dependence and
assistance in developing countries. Conversely, the pressure to comply with existing
legislation is less as compared to the developed countries (Ragodoo, 2009).

CSR disclosure theories

Holder-Webb et al. (2009) assert that “it is not enough for corporations to simply engage in
CSR activities but it is also important and desirable to make information about these activities
available to stakeholders”. Additionally, the call for disclosure of non-financial information
has grown in response to the awareness that financial statement omits salient information
about the firm (Adams et al., 2011; Adams, 2002). The financial statement actually portrays a
limited picture of the firm through providing merely financial metrics. Therefore, the
relevance of non-financial information has increased significantly over the years. The
emergence of non-financial reporting can be seen as an attempt to increase transparency with
respect to corporate actions concerning social and environmental issues (Nielsen and
Thomsen, 2007). Further, it is acknowledged that the disclosure of non-financial information
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is essential to reduce information asymmetry that exists between management and key
stakeholders as well as to allow investors to better assess key areas of performance and
support a broader view of corporate performance that encompasses society at large (Huang
and Watson, 2015). Along with the increased interest to engage in CSR activities, today,
corporations across the world are more voluntarily disclosing information about their CSR
performance. Unquestionably, numerous motivational bases can explain companies’
involvement in CSR reporting practices (Holder-Webb et al., 2009).

As CSR, the voluntary commitment for non-economic goals going beyond legal requirements,
comes more and more to the center of public and academic debates (Schmitz and Schrader,
2015), therefore, we provide a comprehensive and analytical review of the theoretical
perspectives on corporate social responsibility disclosure. Further, we discuss the context in
which the theories used to explain the CSR disclosure practices including legitimacy theory,
stakeholder theory, social contract theory, and signalling theory are more appropriate.

Legitimacy theory

Deegan and Unerman (2011) assert that the legitimacy theory relies upon the notion that there
is a “social contract” between an organization and the society in which it operates. Therefore,
corporation try to legitimize their corporate actions by engaging in CSR reporting to get the
approval from society (societal approach) and thus, ensuring their continuing existence. The
social contract as explained by Deegan (2002), represents myriad of expectations that society
has about how an organization should conduct its operations. O'Donovan (2002) argues that
the legitimacy theory stems from the idea that for corporations to continue operating
successfully, it must act within the bounds and norms of what society identifies as socially
responsible behavior. Maignan and Ralston (2002) provide that legitimacy of a firm is
dependent on the maintenance of reciprocal relationship with its stakeholders, given that the
firm has obligations including moral obligations to a broad range of stakeholders in to their
shareholders (Adams et al., 1998).

According to Kytle et al. (2005), CSR reporting practices have become a key management
tool to the growing complexity to multinational business management. They further argue
that CSR reporting helps to integrate CSR activities into companies’ strategic risk
management so that the impact of CSR activities can be maximized. Waddock et al. (2002)
argue that employee’s perceptions about how a corporation accepts and manages its
responsibilities are often part of the employee’s decision about where to work. Therefore,
publication of sustainability related information can play a role of positioning a firm as an
‘employer of choice’ and as such, this status can enhance loyalty, reduce staff turnover and
increase a firm’s ability to attract and retain high quality employees. Margolis and Walsh
(2003) claim that corporation’s engagement in CSR activities and its disclosure can foster
corporate performance and as such their research conclude a positive relationship between
CSR performance and financial performance (shareholder approach). Roberts (1992) asserts
that one way that firms consider CSR disclosure is to increase access to capital and
shareholder value by satisfying stakeholder’s expectation. Investors are choosing to invest in
organizations that are demonstrating a high level of CSR. Branco and Rodrigues (2008) argue
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that CSR disclosures play an important mechanism to enhance the effect of CSR on corporate
reputation as well as representing a signal of improved social and environmental conduct.
Bayoud et al. (2012) confirm that a high level of CSR disclosures is strongly associated with
corporate reputation for stakeholder group (stakeholder approach).

Stakeholder theory

Consistent with stakeholder approach, organizations are not only accountable to their
shareholders but should also consider the contrasting interest of all other stakeholders that
can affect or be affected by the achievement of organization’s objective (Freeman, 1984). The
stakeholder theory is used to analyze those groups to whom a firm should be responsible.
Boatright (2003) affirms that corporations are operated or ought to be operated for the benefit
of all those who have a stake in the firm. Hence, like shareholders invest their money in
enterprises, employees invest their time and intellectual capital, customers invest their trust
and repeated business and communities provide infrastructure and education for future
employees (Graves et al., 2001).

The stakeholder theory embraces that business organizations must play an active role in
society in which they operate. Consequently, Wicks et al. (2004) assert that corporations
should consider the effect of their actions upon stakeholders who have an interest or "stake"
in the corporations. Wearing (2005) provides that stakeholder theory stresses the importance
of all parties, who are affected, either directly or indirectly, by a firm’s operation. The
stakeholder theory can also be explained using managerial and ethical branches (Deegan,
2013). The managerial branch posits that organizations will respond to those stakeholders
who can have necessary economic impact upon the organization (O'Dwyer, 2003) or those
who are not directly engaged in the organization's economic activities but have an interest in
the actions of the organization and can influence it (Savage et al., 1991). On the other hand,
the ethical branch simply provides that all stakeholders have a right to know about social and
environmental implications of an organization's operations at all times (Deegan, 2013).

Social contract theory

Social contract thinking has its historical precedence in Hobbes (1946), Rousseau (1968), and
Locke (1986). Donaldson (1982) views the business and society relationship from the
philosophical thought. He argues that there exist an implicit social contract between business
and society and this contract implies some indirect obligations of business towards society.
Social contract thinking is explicitly recognized as a form of post conventional moral
reasoning (Rest, 1999). The social contract theory is further extended by Donaldson and
Dunfee et al. (1999) who in turn propose an integrative social contract theory as a way for
managers to take decision in an ethical manner. According to the societal approach, firms are
responsible to society as a whole, of which they are an integral part. The main idea behind
this view is that business organizations operate by public consent in order to serve
constructively the needs of society to the satisfaction of society (Van Marrewijk, 2003). The
societal approach appears to be a strategic response to changing circumstances and new
corporate challenges previously not occurred such as CSR.
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Ramanthan (1976) proposes to define the concepts of social components, social equity, and
net social contribution. Social components are different of social groups to which the
company is supposed to be bound by a social contract. Each of these groups can measure
changes in its rights with respect to the company, resulting from social transactions: thus, he
defines social equity. Finally, it is possible to define the net social contribution of a firm as
the aggregation of its non-market contributions to the welfare of the Society, less non-market
withdrawals made by the firm on the resources of the society (Toukabi et al., 2014). As
Dunfee (2006), social contact theory will suit an emerged economy where individuals are
able to direct scarce resources to their highest valued use, where government is limited to its
efficient ends, where free-moving prices are allowed to signal the relative value of alternate
uses for scarce resources without the distortion of taxes, where the value of money is
predictable, and where private property rights and contracts between individual decision
makers are enforced in an unbiased fashion (Rest, 1999).

Signalling theory

Signalling theory explains why firms have an incentive to report information voluntarily to
the capital market: voluntary disclosure is necessary in order for firms to compete
successfully in the market for risk capital. Insiders know more about a company and its
future prospects than investors do; therefore, investors will protect themselves by offering a
lower price for the company (Omran and El-Galfy, 2014; Thorne et al., 2014). However, the
value of the company can be increased if the firm voluntarily reports (signals) private
information about itself (i.e., CSR) that is credible and reduces outsider uncertainty (Connelly
et al., 2011; Mahoney, 2012).

Although the signalling theory was originally developed to clarify the information asymmetry
in the labor market (Spence, 1973), it has been used to explain voluntary disclosure in
corporate reporting (Ross, 1977). As a result of the information asymmetry problem,
companies signal certain CSR information to investors to show that they are better than other
companies in the market for the purpose of attracting investments and enhancing a favorable
reputation (Verrecchia, 1983). CSR disclosure is one of the signaling means, where
companies would disclose more CSR information than the mandatory ones required by laws
and regulations in order to signal that they are better (Mahoney, 2012; Thorne et al., 2014).
Toms (2002) suggests that implementation, monitoring, and disclosure of environmental
policies and their disclosure in annual reports contribute significantly to the creation of
environmental reputation as prior financial performance has no impact and there is no
evidence that environmental reputation is created by a financial halo effect or by the
availability of slack financial resources. Hasseldine et al. (2005) integrate quality-signalling
theory and the resource based view of the firm to test the differential effects of the quantity
and quality of environmental disclosures on the firm's environmental reputation. Thorne et al.
(2014)_suggest that quality of CSR disclosure rather than mere quantity has a stronger effect
on the creation of environmental reputation amongst executive and investor stakeholder
groups. Connelly et al. (2011) provide a concise synthesis of the signalling theory and its key
concepts; review its use in the management literature, and put forward directions for future

research that will encourage scholars to use signalling theory in new ways and to develop
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more complex formulations and nuanced variations of the theory (Mahoney, 2012).

3. Findings

While legitimacy theory looks at society as a whole, the stakeholder theory recognizes some
selective groups within the society to be more powerful than others. Specialty fields like CSR
accounting, intellectual capital, and environmental disclosure studies fit well into the
legitimacy theory and stakeholder's theory (Sharma, 2013). Although these two theories are
considered complementary rather than competing theories, their use will depend on the
identified user group for CSR disclosures. Legitimacy is obtained from the society as a whole
rather than investors (Junior et al., 2014). Legitimacy based CSR studies will suit situations
where firms have been previously accused of malpractices which have affected the society as
a whole. Studies by Patten (1995) and Deegan and Rankin (1996), investigating firms that
have successfully been prosecuted by environment protection authorities, are concrete
examples. Studies carried in countries which are multi ethnic/religious where inequality of
income and opportunities prevail among different components of the society also suit the
legitimacy theory (for example, see Mahadeo et al., 2011 in the Mauritian context; Van der
Laan, 2009 in Australia; Abd Rahman et al., 2011 in Malaysia). Since the legitimacy theory is
based on the society’s perception, management is forced to disclose information that would
change the external users’ opinion about their company (Cormier et al., 2004; Linthicum et
al., 2010). According to Omran and El-Galfy (2014), the legitimacy theory is mostly suitable
for corporations working in developed countries; where the annual report is seen as the major
way such corporations communicate CSR information with the society as a whole (Adams et
al., 1998).

On the other hand, the stakeholder theory seems to be most suitable for multinational
corporations working in developing countries. The company can target its CSR disclosures
towards those stakeholders it wants to manage to achieve the desired relationship with those
stakeholders (Bushman and Landsman, 2010). A majority of CSR studies carried in
Bangladesh (Islam and Deegan, 2008; Belal and Owen, 2007; Rashid, 2015) adopt the
stakeholder approach due to the existence of powerful buyers (stakeholders) from Western
countries.

Whilst legitimacy theory and stakeholder theory may ‘compete’ to explain managerial
motivation for CSR disclosures, they may both plausibly explain the phenomenon. However,
by identifying the two quite distinct styles of corporate social disclosure, voluntary or
solicited, the theoretical perspectives offered and commonly critigued may provide better
explanatory power if they were tailored to the type of corporate social disclosure (Van der
Laan (2009). According to Schmitz and Schrader (2015), in a system, where all interest of
society groups are already protected by law, it may be observed that recognizable private
investments in CSR are lower than in other systems where this may not be the case. This
could tendentiously be relevant for non-Anglo—American corporate governance systems with
high legal standards in social and environmental areas like Germany, France or Japan (Hall
and Soskice, 2001).

According to social contract theory, CSR disclosure exists due to an implicit social contract
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between business and society and this contract implies some indirect obligations of business
towards society. According to the societal approach, firms are responsible to society as a
whole, of which they are an integral part. Therefore, business organizations operate by public
consent in order to serve constructively the needs of society to the satisfaction of society. The
societal approach appears to be a strategic response to changing circumstances and new
corporate challenges previously not occurred such as CSR activities and disclosures.

- International Journal of Accounting and Financial Reporting
A\ MacrOthI“k ISSN 2162-3082

Social contact theory is mostly suitable for organizations working in developed
economy/countries; where private property rights and contracts between individual decision
makers are enforced in an unbiased fashion, where individuals may trade with others across
the street, the state, or in other countries, and where government does not create frictions
between economic players in the market place for ideas, goods, and services it is not
surprising that the productive capacity of the market would be enhanced (Dunfee, 2006).

It is probable that there is no single motivation for making social disclosure. Whether there is
an economic motivation for the disclosure including a reaction to user’s needs or a political
motivation, it is probably a consequence of each management’s particular perception of the
world it faces (Freedman and Stagliano, 1992). Initially, the signalling theory was developed
to clarify the information asymmetry in the labor market (Spence, 1973). Moreover, it has
been used to explain voluntary disclosure in corporate reporting. Firms signal certain
information to investors to show that they are better than other firms in the market for the
purpose of attracting investments and enhancing a favorable reputation (Merrecchia, 1983).
CSR is one of the signaling means, where firms would disclose more information than the
mandatory ones required by laws and regulations in order to signal that they are superior
(Campbell et al., 2001). The signalling theory is better suited to a situation where firms are
competing for resources (Thorne et al., 2014). A firm willing to differentiate from other firms
will engage in CSR practices that cannot be easily replicated by others (Connelly et al., 2011;
Mahoney, 2012). It is also important that the signal reaches the target audience by reporting
on CSR.
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