Solutions to additional practice questions
Deegan & Unerman – Financial Accounting Theory 2e

Chapter 1

Answer 1.1: A conceptual framework, such as the International Accounting Standards Board (IASB) Framework, provides some fundamental assumptions about the role of general purpose financial reporting and the attributes that financial information should possess for it to be useful in assisting the resource allocation decisions of financial statement readers. As indicated in this chapter, the United States’ Financial Accounting Standards Board (FASB) defined a conceptual framework as ‘a coherent system of interrelated objectives and fundamentals that can lead to consistent standards’.

Since conceptual frameworks provide perspectives about such issues as: the qualitative characteristics that financial information should posses; the identification of the types of entities that should produce general purpose financial reports; the way in which the elements of financial accounting should be defined and recognised, and so forth (note the emphasis on ‘should’), the conceptual frameworks—in providing prescription—are considered to be normative in nature. Positive research, on the other hand, might simply attempt to describe or predict the behaviour of those people in charge of producing general purpose financial reports, or the behaviour of financial report readers
Answer 1.2: Yes, we can reject a theory even though we believe that it is very logical. For example, if we were to adopt an assumption that capital markets are efficient and that individuals are motivated by self-interest tied to wealth maximisation (two very important assumptions made in a great deal of economics literature) that might lead us to make particular prescriptions about what information organisations should produce. However, if we reject these assumptions (perhaps we consider that markets are not efficient and that human behaviour is not based upon self-interest) then we might consider that the prescriptions provided by the theory are unsound – and potentially even damaging to particular groups within society – even though we might nevertheless believe that the theory is logically developed.

Answer 1.3: It can be argued that before we can seek to improve the practice of financial accounting we need to know what methods of accounting are currently being used. Research which describes what is currently being done as well as describing the generally accepted conventions is therefore useful to the overall process of improving financial accounting. 

 
What might not be constructive, however, is where theories are developed through observing current practice and these observations/theories are then used to prescribe what all other people should do. Just because the majority of people are doing something does not necessarily mean that it is the best or most efficient thing to do. As the chapter emphasises, studying what is does not mean the same thing as studying what should be. As Gray, Owen and Maunders (1987, p. 66) indicate, an approach to developing theories on the basis of observing what is “concentrates on the status quo, is reactionary in attitude, and cannot provide a basis upon which current practice may be evaluated or from which future improvements may be deduced”. 

 
As the chapter explains, research that provides prescription on the basis of what is already being done does not tend to be very controversial (for example, the work of Grady, 1965) and will not tend to generate opposition from the accounting profession. But again, assuming that what is being done is the best approach (perhaps on the basis that only the ‘fittest’ survive) such research is not really that logical. 

Answer 1.4: Value judgements have a great deal to do with what theory a researcher might elect to use to explain or predict particular phenomena. To demonstrate this, we can consider the alternative theories accounting researchers might use to explain why companies elect to voluntarily produce information about their social and environmental performance. If I believed that corporate managers are motivated by self-interest then I would embrace an economics-based theory—such as Positive Accounting Theory—that has self-interest (tied to wealth maximisation) as one of the fundamental assumptions about what drives human behaviour. These people would have a predisposition towards believing that all human activity—including the disclosure of social and environmental information—is undertaken to the extent that the activity can somehow be related back to positively impacting the managers’ wealth.

By contrast, if I was a researcher who embraced a vision of sustainable development—which in itself typically requires people of current generations to sacrifice current consumption to the extent it is in the interests of future generations—then I would reject Positive Accounting Theory as self-interest and sustainable development are to a great extent, mutually exclusive. Such a researcher would embrace another theoretical perspective (perhaps such as legitimacy theory or stakeholder theory). It is interesting to note that almost no researchers in the area of social and environmental accounting embrace Positive Accounting Theory

Answer 1.5: Of importance is how the sample was selected. Generally speaking, to generalise the results of a particular sample to a larger population the sample must be representative of that larger population. This will generally require that the sample was of a reasonable size and that the selection process was of a random nature such that each item in a population has an equivalent chance of being selected. If a sample is not randomly selected then any efforts at generalising will generally be criticised. 

 When selecting a sample it is also important that the items in the ‘population’ have similar attributes (which in itself is the essence of a ‘population’). Some researchers from more of an ‘interpretive’ perspective question whether different organisations are actually that similar. They consider that because of differences in personalities, social and organisational structures and cultures, and so on, then large scale research (which relies on sampling) is inappropriate because it is not valid to generalise across organisations, that in essence, are very different. Researchers working within an ‘interpretive paradigm’ generally do small-scale, in-depth research. 

Chapter 3

Answer 3.1: The Oxford Dictionary defines regulation in terms of a ‘prescribed rule’ or ‘authoritative direction’. This is similar to the definition provided by the Macquarie Dictionary which defines regulation as ‘a rule of order, as for conduct, prescribed by authority; a governing direction or law’. Therefore, on the basis of these definitions we can say that regulation is designed to control or govern conduct. Hence, when we are discussing regulations relating to financial accounting we are discussing rules that have been developed by an independent authoritative body that has been given the power to govern how we are to prepare financial statements, and the actions of the authoritative body will have the effect of restricting the accounting options that would otherwise be available to an organisation. The regulation would also be expected to incorporate a basis for monitoring and enforcing compliance with the specific regulatory requirements.

Answer 3.2: The argument is that market forces do not operate effectively for goods that have ‘free’ or ‘public’ characteristics. Only the initial consumer might pay for the good, however once available, others can use it at no cost (for example, once information is released to one party, the information may spread quickly to others. Consider the role of investment analysts—they might quickly disseminate the information to their clients). With this in mind the producers of the good might only receive payment from the first consumer. The first consumer, however, might be reluctant to pay a high price for the good given the knowledge that subsequent users will not pay (if it is truly ‘public’). Hence, producers will have limited incentive to produce the product given that consumers, on average, will not pay. Optimal amounts of the good (and determining this is problematic) will not be produced as market mechanisms break down. If all people paid, however, then such mechanisms might not break down. 

Regulation is often introduced when there is an under-supply of a resource. This is more likely to occur for goods with ‘public’ characteristics. 

Answer 3.3: The answer to this, as with most questions in the textbook, depends on the theoretical perspective we adopt. If we adopt the theoretical economics-based assumption that managers will act in their own self-interest, then we would predict that there will also be a contractual demand to have financial statements audited by an external and credible third party. Such an activity will increase the perceived reliability of the data and this in turn is expected to reduce the perceived risk of the external stakeholders, thus further decreasing the organisation’s cost of capital. That is, financial statement audits can also be expected to be undertaken, even in the absence of regulation, and evidence indicates that many organisations did have their financial statements audited prior to any legislative requirements to do so (Morris, 1984). As Cooper and Keim (1983, p199) indicate however, to be an effective strategy ‘the auditor must be perceived to be truly independent in the accounting methods employed and the statements’ prescribed content must be sufficiently well-defined’. 

Answer 3.4: Arguments which rely on the market for managers assume that the managerial labour market is an efficiently-operating market in which a manager’s previous performance will impact the salaries they can demand in future periods, either from their current employer, or elsewhere. With such a market, managers will have an incentive to maximise the value of the organisation, because actions which prove subsequently to be successful will become known by ‘the market’. Because providing information to the various parties with which the firm contracts will be beneficial for the firm in terms of maximising its value, managers will have an incentive to provide information, even in the absence of regulation. The market for managers argument is frequently used as a basis for an argument against regulating accounting disclosures. However, we must remember that such an argument is heavily reliant on its assumption about efficiency in the market for managers. Many people argue that such markets often show signs of inefficiency. The market for managers argument also tends to break down if particular managers are approaching retirement, in which case they will not be demanding any future payments from the market for managers. 

Answer 3.5:
a) Public interest theory holds that regulation is supplied in response to the demand of the public for the correction of inefficient or inequitable market practices.  This means that everybody should on the basis of fairness have access to the same information.  This is the basis of the law that prohibits insider trading that is there will not be transfer of wealth between parties simply because one party has access to information which others do not have.

b) A fundamental assumption underlying a ‘free-market’ perspective to accounting regulation is that accounting information should be treated like other goods, and demand and supply forces should be allowed to freely operate so as to generate an optimal supply of information about an entity.  The ‘free market’ perspective argues that even in the absence of legislation pertaining to insider trading there are private economic-based incentives for the organisation to set procedures and provide information about its operations to parties outside the organisation. This is because in the absence of information about the organisation’s regulation on insider dealing, the outside parties including the owners of the firm who are not involved in the management of the company, will assume the existence of insider trading and will increase the organisations cost of capital.   

Answer 3.6: Whether we believe that regulators will, or will not, be driven by their own self-interest when designing and implementing regulations is really quite a subjective issue and ultimately a matter of personal opinion. As we have seen in Chapter 3, one theory, Public Interest Theory, assumes that regulations are put in place for the public interest. Economic interest theories, however, assume that all people are driven by self-interest, including regulators, and that the only reason that regulators will support particular regulations is that the introduction of the regulations will provide benefits to the regulators. 

As we should appreciate, theories are abstractions of reality. To assume that all regulators act in the public interest (as indicated by Public Interest Theory), or alternatively, that all regulators always place their own self-interest above the interests of others (as indicated by Private Economic Interest Theories of Regulation) would be rather naïve. They are simply assumptions. Realistically, we could expect that some regulators will be more public-interest oriented than others. 

Answer 3.7: Neutrality and objectivity would imply that accounting reports are generated without consideration being given to the social and economic effects that the reports will create. However, if the rules upon which the accounting reports are generated have been developed via a political process in which various constituents’ views are considered (and many compromises and trade-offs are made) then it is difficult to consider that accounting reports can be neutral and objective. If accounting standard-setters rely upon public support to survive (as the evidence seems to indicate) they cannot simply develop accounting standards on the basis that they are the best from a theoretical perspective. 

Answer 3.8: Different theories can be used to explain why the EU adopted a ‘watered down’ version of IAS 39 rather than the full standard. Which theory we elect to embrace will be based on our own assumptions about what motivates individuals—and specifically in this case—what motivates regulators.

If we were to adopt a ‘public interest theory of regulation’ then we might argue that the EU believed that adopting the watered-down version of the standard was better than the possible alternative wherein there might have been broad non-compliance with the full version of IAS 39, and such non-compliance might have unduly impacted the confidence various stakeholders had in European capital markets and this in itself might have had widespread social and economic effects—none of which might be in the public interest.

If however, we adopted an ‘economic interest theory of regulation’—which embraces an assumption that everybody, inclusive of regulators, is driven by self-interest—then we might argue that representatives on the EU perhaps believed that their ongoing employment with the EU was in part dependent upon corporate support and hence it was necessary for them to take into account the demands of the powerful corporate stakeholder group. Also, corporations financially support the administrative operations of the EU and if the EU decided not to adopt a watered-down version of the standard there might have been some fear that funding levels would be cut. Hence, it might have been in the interests of those people working at the EU that they support a watered-down version of the standard, despite the fact that there was no evidence to support a view that this was in the broader social interests.

If we were to adopt capture theory then we would look at the decision makers within the EU to see if linkages could be made with various corporations, such that they lobbied for standards that were consistent with the wishes of the corporations.

Answer 3.9: As the newspaper article indicates, President Jacques Chirac supported the opposition to the requirements of the standard (IAS 39) even though experts were saying the changes that would be brought about through the adoption of the standard were necessary in an endeavour to curtail accounting practices adopted at organisations like Enron.

Although students are required to adopt the ‘most appropriate theory’ to explain the actions of Chirac, it must be emphasised to them that the theory they select will be driven by their own values and expectations about what motivates politicians like Chirac.

If the students believe that politicians are likely to act in the public interest and are not driven by their own self-interest, then they might adopt public interest theory to explain Chirac’s actions. They might argue that Chirac considered that the standard might cause financial instability in France, and that such instability was not in the interests of the broader society.

If however, the students believe that politicians’ actions are driven by their own self-interest then they might embrace the private economic interest group theory of regulation. In this case there might be a perception that Chirac’s continued presidency required the support of the business sector and the best way to maintain that support was to lobby for the changes that the business sector wanted. In this way the lobbying activity was being swapped for votes.

Chapter 4

Answer 4.1: Chapter 4 has provided a number of factors which have been suggested to explain why different countries use different systems of accounting. These include: 

· The extent of economic development within a country. It is argued that as countries become more ‘wealthy’ they tend to develop their own accounting standards (which can be costly). Less developed countries often adopt accounting standards issued by the IASC (which may, or may not actually be relevant to the information needs of the local people). 

· It has been argued that the nature of the domestic business ownership and financing systems can influence the accounting methods being used within a country. For example, in countries which have companies that rely relatively more on equity capital (funds from many ‘outsiders’) there will be a tendency to provide greater disclosures than in countries with companies that rely relatively more on debt capital. 
· It has been argued that the colonial inheritance or history of a company will impact the accounting methods employed. 

· Invasion is another factor that can affect accounting practices. A country invaded by another may have a particular method of accounting imposed upon it. 

· A commonly mentioned reason for international differences in accounting is tied to the broad notion of ‘cultural difference’. Culture itself could be expected to influence other things (some already discussed above), such as legal systems, tax systems, and how businesses are formed and financed, which will in turn influence the types of information demanded. 

· Sources of aid or finance might also influence the accounting methods used. For example, an international funding organisation (such as the World Bank) might require that particular accounting rules be used as a condition of providing funds to a country. 

· Religion, which is obviously linked to culture, has also been found to provide explanations for differences in accounting methods. Because religion can extend across national boundaries, religion has been used to explain why some different countries show similarities in accounting methods. 

Answer 4.2: Firstly, society values are deemed to represent a system of values collectively held by all members of a particular society, values which in turn affect an individual’s behaviour. Accounting values can be considered to be the values of a particular ‘subculture’ of that society. Different subcultures within a particular society are expected to have some common characteristics. According to Gray (1988), it is necessary to identify the mechanism by which values at the societal level are linked to values at the sub cultural level, as it is these latter values which are likely to influence directly the development of accounting systems in practice. 

For example, Gray considered the four cultural value dimensions developed by Hofstede (Hofstede’s cultural values included the dimensions of individualism versus collectivism; large versus small power distance; strong versus weak uncertainty avoidance; masculinity versus femininity) and then related them to values that he expected were in place within the accounting subculture (professionalism versus statutory control; uniformity versus flexibility; conservatism versus optimism; secrecy versus transparency). The hypothesised relation between the societal values and accounting values is summarised in Table 4.2 within Chapter 4. 

The accounting subculture values could then be used to explain international differences in accounting practices. The relationship between society values, accounting values and accounting practice is summarised in Figure 4.1 within Chapter 4. 

Answer 4.3: The argument is that different religious beliefs (which are considered to transcend national boundaries) would conceivably influence how people do business, how they make decisions, and as a related issue, the information they need to make the decisions. Hamid, Craig and Clarke (1993) specifically contrast Islamic beliefs with ‘Western’ beliefs. They note how notions of stewardship, often used to explain Western accounting practice, are not relevant to the Islamic faith as resources are deemed to be held in trust for god, rather than providers of debt and equity capital. Within the Islamic faith, notions of interest returns are also not relevant (there is a general prohibition of interest on debt). A number of Western accounting standards specifically consider issues associated with present values (for example, with respect to accounting for leases). These standards are not applicable to faiths such as the Islamic religion. Also, various conceptual framework projects developed in Western discuss the objective of financial reporting in terms of assisting with ‘rational economic decision making’. Such decisions, which take into account the time (present) value of money with associated consideration of interest rates, would be irrelevant within Islamic states. 

Some religions also emphasise the importance of ‘community obligations’ rather than the individual’s self-interest. Many ‘Western’ accounting methods can be explained in terms of Gray’s accounting subculture values, which in turn rely upon Hofstede’s cultural values, such as Individualism versus Collectivism. Because Western cultural values (such as scoring highly on the dimension of Individualism) might not relate well to certain religious views, the work of researchers such as Gray would also suggest the potential irrelevance of some Western accounting methods to more ‘community concerned’ religions. 

Answer 4.4: The basis of the argument is that if funds are provided by people acquiring equity in the entity, then this equity will generally be held by a large number of diverse individuals, many without any real ability or power to influence the activities of the entity, or to demand information to satisfy their individual information needs. Hence such shareholders, without the ability to make the entity satisfy their information demands, will need to be provided with general purpose financial reports (perhaps as required by accounting standards) which will provide information to satisfy the majority of their respective needs. The provision of public information will also provide information to prospective shareholders. Without such information, people would conceivably be less inclined to seek an ownership interest in an organisation. 

If an organisation relies primarily upon debt capital then it is generally the case that the debt capital has been provided by a relatively small number of investors. These debt providers will be able to specifically demand the information they require and this information can be prepared and provided to the debt providers on a private basis. Further, if an organisation is going to seek debt funds from a prospective lender then the organisation can directly provide the lender with the information that is required.  

Answer 4.5: Chapter 4 has provided a number of reasons why it might actually be inappropriate to have a single standardised system of accounting. A standardised system of accounting assumes that the types of decisions being made (as an example, rational economic resource allocation decisions) by people in all countries are the same, and therefore the information needs are also the same. The chapter has shown that various factors, such as differences in culture, business ownership and financing systems, religion, and so forth (there will obviously be some inter-relationships between these factors) will impact the information demands of the people within particular communities. The implication is that it is perhaps somewhat unrealistic to expect uniformity in accounting requirements across all countries—unless of course we assume some convergence in cultures (or alternatively, unless we assume that the research which indicates that differences in culture, religion and so on explain differences in accounting is flawed in some way). Obviously those organisations that are pushing for harmonisation, and ultimately standardisation in accounting across the world (for example, the IASC/IASB and the EU) do not consider that different people, of different cultures and religions, require different information. 

Answer 4.6: Bodies such as the IASB are either ignoring the literature which suggests that there is a need for different countries to adopt different accounting approaches (due to issues such as differences in culture, religion, financing systems and so forth) or they believe that the advantages that accrue as a result of standardisation out-weigh the need to consider cultural, religious and other differences. However, while the global push for standardisation does seem to ignore much of the accounting literature pertaining to culture and so forth, it should be noted that in many countries (such as EU member states) only the listed companies are required to embrace the accounting standards issued by the IASB. Smaller companies can tailor their disclosures to local needs.

What also needs to be appreciated is that whilst various countries may, at face-value, adopt IFRS, different cultural and political factors may mean that the various standards are applied or enforced in a variety of ways across the various IFRS-adopting countries. That is, we can still anticipate international differences in accounting practice and many of the factors identified in Chapter 4 might be useful in explaining the international variations in practice. To assume that all IFRS-adopting countries will adopt standardised approaches to applying and enforcing IFRS would be a very naïve position to adopt

Answer 4.7: There is a certain quality and reputation attached to accounting standards developed by the IASB. They are commonly construed as being developed through a logical and rigorous process that involves many knowledgeable experts and high levels of research. Therefore, countries that adopt IFRS are adopting what might be construed as being high quality standards and this might then lead to a perception that the country’s accounting practices are also high quality – but as previous questions (and chapter 4) suggest in reality, this might not be the case. Whilst Irvine might be correct that developing countries might gain credibility in global capital markets if they adopt ‘western accounting technologies’ (which may or may not be appropriate to local needs), the adoption of IFRS should not be considered to be the same thing as applying accounting practices equivalent to many western reporting entities. Accounting standards will not necessarily be applied consistently throughout the world. As Ball (2006, pp.22-3) states:

Substantial international differences in financial reporting quality are inevitable, and my major concerns are that investors will be mislead into believing that there is more uniformity in practice than actually is the case and that, even to sophisticated investors, international differences in reporting quality now will be hidden under the rug of seemingly uniform standards

If a ‘symbol of legitimacy’ – such as IFRS – can be acquired at low cost then some countries with low accounting proficiency will make the choice to adopt IFRS because of the reputational benefits such a choice may generate. However, such a choice will have costly implications for countries with higher levels of accounting proficiency and who put in place appropriate implementation, monitoring and enforcement mechanisms. As Ball (2006, p.23) further states:

A classic ‘free rider’ problem emerges: it is essentially costless for low-quality countries to use the IFRS ‘brand name,’ so they all do. If IFRS adoption is a free good, what companies or countries will not take it? When it is costless to say otherwise, who is going to say: ‘We will not adopt high standards’?

Answer 4.8: If we accept much of the research discussed in Chapter 4 then we would be inclined to believe that information demands and expectations in different countries (or cultures) will be different. Gray has shown how different cultural values or attributes (from the work of Hostede) flow through to the values of accountants and the readers of financial statements thereby explaining why we would expect to find differences in accounting practices adopted across different cultures. Gray (1988) also hypothesised that cultural attributes will flow through to the enforcement of accounting systems.

Therefore, we would not expect that the views provided by constituents within the US would necessarily be equivalent to the information demands and expectations of people in other countries, just as we would not expect the lobbying efforts made to the IASB (often made by large multi-national organisations) would reflect the views of the ‘average person’ from each country that has adopted IFRS.

Chapter 6

Answer 6.1: The basis of Hines’ argument is that conceptual frameworks promote certain qualities that are considered as central to a ‘legitimate’ profession. Such qualities include objectivity, neutrality, representational faithfulness, and reliability. An absence of a ‘formal body of knowledge’ can be detrimental to the integrity of a profession. If a group of professionals that seek to self-regulate can demonstrate that they adopt standards that are beyond reproach then this should act as a defence against outside interventions.  

The history of conceptual frameworks does appear to provide some support for Hines’ perspective. She advances the case of the Canadian Institute of Chartered Accountants work in 1980 and 1986 as cases to support the view that the work only commenced when the body was under threat. The fact that standard-setters have also not provided definitive guidance in relation to measurement issues could also provide support for Hines’ position. If a standard-setter embraced one method in preference to another then this would conceivably generate criticism from many members of the community which might undermine the standard-setters’ position. According to Horngren (1981), it is more important for survival that a standard-setting body resolves conflicts of opinion, rather than creating them. 

Answer 6.2: Clearly this is a matter of opinion. Fair values are increasingly being embraced in newly released accounting standards and there has been a gradual movement away from historical costs. The reason for this movement is typically justified on the basis that fair values provide a more ‘up-to-date’ perspective of asset values than historical costs which might show little correspondence with current values. That is, the reliance on fair values is typically supported on the basis of the information being of greater relevance to resource allocation decisions. Nevertheless, the determination of fair values can at times be subjective, particularly when assets are unique in some way and therefore rarely traded. Hence, it is typically accepted that fair value measurements are not as reliable as measurements based on historical costs.

In considering the trade-off between relevance and reliability, many people would argue that if some information is unlikely to be used—that is, it is not relevant—then perhaps it does not matter whether the information is reliable or not. However, if some information is likely to influence decisions—that is, it is potentially relevant—then it is arguably quite important for the information to be reliable. Students should be encouraged to debate this trade-off.

Chapter 9

Answer 9.1: Economic rationality as defined by economists and many accounting researchers is generally accepted as meaning to undertake activities that maximise one’s own wealth. It is very much related to self-interest and takes the attitude that one cannot ever have too much wealth. 

As should be clear, economic rationality as briefly defined above, and sustainability, are mutually inconsistent. Consideration of one’s own self-interest and the pursuit of continually increasing profits or wealth (which in turn are associated with more and more consumption) cannot be sustained indefinitely. It is generally accepted that what might be described as economically rational behaviour is totally irrational when it comes to trying to solve the ongoing environmental and social problems of the planet. 

Answer 9.2: The call was probably made because of the deficiencies considered to exist in the traditional approaches to financial accounting. Financial accounting with its reliance upon notions of ‘control’ (for example, in relation to defining assets and expenses) and the ‘entity principle’ (in delineating the boundaries of accounting) typically acts to ignore many social and environmental externalities caused by a reporting entity. The implication of this is that reported profits tend to be overstated and product prices understated relative to what they would be if some way was found of putting a price on the ‘so-called’ free-goods (for example, to put a price on the use of air, water, and so forth). It is often considered that if prices are adjusted to reflect the ‘full-costs’ of the externalities caused by a reporting entity then the consumption of goods or services with high externality components (for example, goods that generate high levels of pollution when produced) would be reduced and consequently, the community would be better off. However, such a perspective does raise an ethical issue. Goods or services that generate significant amounts of externalities will only be available to the wealthier members of society—perhaps they should not be available to anybody? (This is a value-laden social-justice issue). 
Answer 9.3: If conventional financial accounting practices were applied, and assuming that no legal damages were paid, nor were they expected to be paid in the future in respect of the externalities, then the health problems caused would be ignored by financial accounting, and profit would not be adjusted for the externalities. However, if legal damages were paid, then these would be charged against profit in the period in which they were paid. 

Answer 9.4: How we expect corporations to respond will be dependent upon our own views about motivates human behaviour. If we were to believe that ‘enlightened self-interest’ is the driving motivation of business managers (as quotes from the BCA would suggest) then we would have to initially consider whether managers would believe that such newspaper articles will impact the operations of their organisations. If they believe that stakeholders upon whom they depend will not be influenced by such newspaper articles then perhaps no actions will be taken. However, if we believe that the managers will perceive the newspaper articles will impact the actions of powerful stakeholders then the managers might take certain actions to distance themselves from the allegations. Central to their strategies would be corporate disclosure. Embracing legitimacy theory, and as discussed in chapter 8, Lindblom (1994) and Dowling and Pfeffer (1975) identify a number of strategies that corporate managers might adopt. Dowling and Pfeffer outline the means by which an organisation may (perhaps when confronted with legitimacy-threatening events) legitimise its activities (p.127). They suggest that the organisation can:

· adapt its output, goals and methods of operation to conform to prevailing definitions of legitimacy;

· attempt, through communication, to alter the definition of social legitimacy so that it conforms to the organisation’s present practices, output and values;

· attempt through communication to become identified with symbols, values or institutions that have a strong base of legitimacy.

Consistent with Dowling and Pfeffer’s strategy of ‘communication’, Lindblom (1994) proposes that an organisation can adopt a number of strategies where it perceives that its legitimacy is in question because its actions (or operations) are at variance with society’s expectations and values. Lindblom (1994) identifies four courses of action (there is some overlap with Dowling and Pfeffer) that an organisation can take to obtain, or maintain, legitimacy in these circumstances. The organisation can seek to:

· educate and inform its ‘relevant publics’ about (actual) changes in the organisation’s performance and activities which bring the activities and performance more into line with society’s values and expectations;

· change the perceptions that ‘relevant publics’ have of the organisation’s performance and activities—but not change the organisation’s actual behaviour (while using disclosures in corporate reports to falsely indicate that the performance and activities have changed);

· manipulate perception by deflecting attention from the issue of concern onto other related issues through an appeal to, for example, emotive symbols, thus seeking to demonstrate how the organisation has fulfilled social expectations in other areas of its activities; or

· change external expectations of its performance, possibly by demonstrating that specific societal expectations are unreasonable.

According to Lindblom, and Dowling and Pfeffer, the public disclosure of information in such places as annual reports can be used by an organisation to implement each of the above strategies. A firm may provide information to counter or offset negative news which may be publicly available, or it may simply provide information to inform the interested parties about attributes of the organisation that were previously unknown. In addition, organisations may draw attention to strengths, for instance environmental awards won, or safety initiatives that have been implemented, while sometimes neglecting or down-playing information concerning negative implications of their activities, such as pollution or workplace accidents. 
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